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REPLACING THE FEDERAL INCOME TAX 


TUESDAY, JUNE 6, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The Committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (Chairman of 
the Committee) presiding. 

[The advisory announcing the hearings follow:} 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

FOR IMMEDIATE RELEASE CONTACT: (202)225-1721 

May 11, 1995 

FC-7 


Archer Annonnces Hearing on 
Replacing the Federal Income Tax 


Congressman Bill Archer (R-TX), Chairman of tiie Committee on Ways and Means, 
today announced that the Committee will bold three days of hearings on replacing the Federal 
income tax. The hearings will take place on Tncsday, June 6, Wednesday, Jane 7, and 
Thursday, June 8, 1995, in the main Committee hearing room, 1100 Longworth House 
Office Building, beginning at 10:00 a.m. each day. The Committee wOl receive 
testimony from invited witnesses. 

BACKGROUND : 

^ — - — TbeJirst. Federal income tax was enacted as part of the Revenue Act of 1 862 to 
finance the Civil War. However, the modem income tax was enacted as part of the Revenue 
Act of 1913, following the ratification of the 16th Amendment The income tax had a 
maximum rate of 7% (for taxable incomes over $500,000). 

Since 1913, the Federal income tax has steadily expanded, as has public 
dissatisfaction with it. Major revisions to the Internal Revenue Code occurred in 1938, 1954, 
and 1986. but significant revisions occur on nearly an Mnual basis, and minor amendments to 
the Interna) Code are generally made several times a year. This torrent of tax legislation has 
been followed by a flood of tax regulations, tax forms, and tax litigation. 

The cost of complying with the Federal income tax has grown with the complexity of 
the tax. The cost of complying with Federal taxes is generally considered to be well in excess 
of Si 00 billion annually. This compliance burden is particularly brutal for small businesses. 

Frustration with the current Federal tax system is widespread. The current Federal 
income, estate, and gift taxes treat savings and investment too harshly. Many aspects of the 
current tax code place American workers and businesses at a competitive disadvantage. All 
the various rules in the tax code have not stopped widespread tax avoidance by the 
underground economy. 

In aiuiouncing the hearings. Chairman Archer stated, "I am committed to tearing the 
income tax out by its roots. If we don't tear it out by the roots, I am afraid it will grow back 
just as tangled as it is now. Therefore, I intend to have the Committee on Ways and Means 
carefully examine alternative tax systems that would replace completely the current income, 
estate, and gift tax system. However, alternative tax systems must iu>t be measured simply 
against the current tax system. That's too easy. Instead, all of the proposed tax systems 
considered by the Committee should be measured against four goals: (1) Is it easy to comply 
with and does it reduce the role of the Federal Government in our lives; (2) Does it encourage 
greater savings and investment; (3) Does it improve the international competitiveness of 
American workers and businesses; and (4) Does it pick up revenue from the underground 
economy and others who currently do not comply with the tax laws? I believe that a broad- 
based tax on consumption best meets these goals, and every proponent of a new tax system 
should be prepared to explain how that tax system meets the^ four goals." 
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FOCUS : 

This bearing will review the problems with the current Federal income, estate, and gift 
taxes and examine various alternative tax systems, including consumption taxes, a flat tax, and 
die Unlimited Savings Account tax proposal. 

PETAILS FOR SUBMISSION OF WRITTEN COMMENTS : 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit at least six (6) copies of their statement, with their 
address and date of hearing noted, by the close of buriness, Thursday, June 22, 1995, to 
Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of 
Representatives, 1102 Longworth House Office Building, Washingt^ D.C. 20515. If diose 
filing written statements wish to have their statements distributed to the press and interested 
public at the hearing, they may deliver 200 additional copies for this purpose to the 
Committee office, room 1 102 Longworth House Office Building, at least two hours before the 
bearing begins. 


FORMATTING REQUIREMENTS : 





M Mif w a lai tmf Iv prtMMs wt to opto to itofto ppM* ■ l«Ma pto« ato wMf mi 

ito • laal toll pppt 



IWf MiPtoMito toMt «ai Ml to totototo to to* prtnto nnto. 



Note: All Comminec advisories and news releases are now available over the Internet at 
GOPHER.HOUSE.GOV, under ’HOUSE COMMITTEE INFORMATION*. 
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Chairman Archer. The Committee will come to order. 

We ask our guests and staff to take seats. 

I think most Americans would agree that today could be perhaps 
one of the most important hearing days in the history of this Com- 
mittee, because we are undertaking a very ambitious challenge, 
and that is to look at ways to replace the current Income Tax Code. 

Today begins the first of 3 days of hearings. Many of you know 
that I have spoken out very strongly about this and I have reached 
the conclusion that after many, many efforts to reform the current 
system, it is unfixable, if that is a correct English word; that it is 
certainly too broken to be fixed. And I believe we should look at 
options to replace it. 

It is clear to me as I talk to my colleagues who have returned 
from two major recesses in their districts that this is a major topic 
of interest on the parts of their constituents, and it is further clear 
to me that a large majority of the American people, regardless of 
party, are willing to support the complete and total elimination of 
the current Income Tax Code. In its place, I believe that we, the 
Members of Ways and Means, can design a new Code that will 
allow our Nation and our people to soar to unparalleled prosperity 
in the next century. 

Today’s hearing will focus on the problems that exist in our cur- 
rent complicated and counterproductive Income Tax Code. Tomor- 
row and Thursday we will hear testimony from various witnesses 
about their recommendations for replacements of the current Code. 

In my opinion, our challenge is to do no less than pull the cur- 
rent Income Tax Code out by its roots and throw it away so that 
it can never ^ow back. When we abolish the income tax from the 
books as an insurance policy, I would not mind seeing the repeal 
of the 16th amendment to make doubly sure that the income tax 
won’t rise from the dead and ever again haunt the American peo- 
ple. As for what replaces it, I believe the answer is a broad-based 
consumption tax designed to make America the economic jug- 
gernaut or behemoth of the 21st century in the world marketplace. 

The new tax would be based on two principles: Freedom and 
prosperity; freedom from the IRS, the total elimination of the IRS 
from the individual lives of every single American citizen; and pros- 
perity for all Americans. 

As we begin this important search for the best Tax Code for our 
Nation, we should be guided, I believe, by four objectives. One, the 
Code, as I said, must get the IRS completely out of our individual 
lives. The American people should never again have to keep records 
for the IRS to audit, proving to the government that they are in- 
deed honest people. The people should never again have to fill out 
a tax form. Withholding taxes from people’s paychecks should stop. 
The government should not have first dibs on the money that peo- 
ple earn. If you make it, you should be able to have the discretion 
to spend it, all of it, in the way that you see fit. 

Two, the new Code should encourage savings. Economists of all 
persuasions who have appeared before this Committee agree that 
we need to increase our savings rate in the United States. Our cur- 
rent system of taxing savings, interest, dividends, capital gains 
during life, and assets at death is harmful to long-term economic 
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CTowth. The new Code must encourage savings where savings are 
found. 

Three, the new Code must be able to stop the crimes of tax 
cheaters and avoiders in the underCTOund economy. Honest Ameri- 
cans who play by the rules and faithfully pay their taxes are forced 
to pay between 10 and 15 percent more in taxes to make up for 
those who don't and won't report any of their income. Only a con- 
sumption tax can catch the drug dealers and the others who don't 
report their incomes when they buy their cars and other expensive 
items. If the police can't put all the bad ^ys behind bars, then at 
least the Tax Code should hit them in their wallets. 

Four, the new Code should be able to be waived at the border 
in a GATT-legal manner. That is, remove the cost of government, 
remove from the price of our products when they are exported, 
GATT-legal, and, to keep the playingfield level, it should be able 
to be imposed on foreign products when they enter this country so 
that they bear a fair share of the cost of our government, again. 
GATT-legal, without starting a very disastrous trade war around 
the world. 

I have no doubt that if we are able to fashion a new Code in a 
manner that meets these four criteria, the American people will be 
greeted by a period of unparalleled economic prosperity the likes of 
which we have not seen for a long, long time in this country. We 
will become the economic juggernaut of the world, a sponge for sav- 
ings, with a fair advantage for our products in competition with 
foreim products in the global marketplace. 

Before I turn to the distinguished Ranking Minority Member, 
Sam Gibbons, I would like to praise Sam for the bipartisan manner 
in which he joins this issue. I don’t think much of what I have said 
he will disagree with. 

Mr. Rangel. I assume that allows me to have some time, Mr. 
Chairman. 

Chairman Archer. Congressman Gibbons has been a powerful 
voice over the years in changing the current Code, and I believe 
that he shares my passion for this issue, and I am delighted to 
turn my attention to his thoughts. 

Sam. 

Mr. Gibbons. Thank you, Chairman Archer. 

First, I commend you for holding these hearings. They have been 
long needed, and I am glad we are on the road to correcting the 
current tax system. 

Second, you are correct; I do not disagree with what you have 
said. We have talked about this together on many occasions, and 
you and I are in very broad general agreement. 

Third, I want to near the witnesses so I am not going to speak 
long, and I appreciate you giving me the opportunity to present 
what I think is a system that we can both perhaps embrace. 

I think we ought to define the objectives that should control our 
thought process. First of all, I hope this will not degenerate into 
a debate about the size or the cost of government. We are here to 
talk about a revenue collection system. There is a time and a place 
to talk about the size and the cost of government, but this is not 
the time, so I hope we can control our debate and look at the sys- 
tem. 
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Too, I think we have to practice in broad terms all the rules of 
fairness and equity that we have cherished so much. If vou look at 
individual tax distribution burdens over a long period of time, they 
have been fairly well fixed. I don't think that we want to open a 
big debate about changing the tax burden here. I think our objec- 
tive should be that. 

Obviously, as you pointed out, we need a system "^at is a great 
deal simpler than the present very complex system that requires 
so many hours of personal attention to just paying the correct 
taxes. So simplicity both from the individual's point of view and 
from the business point of view is important. 

I believe, like you do, that the current tax system is a heavy im- 
pediment upon economy and efficiency in our government and in 
our whole economic system. We are spending perhaps as little as 
$300 billion, maybe as much as $600 billion just in administering 
the current tax system, and that we must get away from. 

As you pointecl out, we must have a system that suits the inter- 
national business climate, the business practices that we must 
comply with, including the World Trade Organization agreements. 
In 1947, we generally defined what the GATT rules were as far as 
taxation was concerned, but the United States has not, like the rest 
of the world, taken advantage of the fact that other nations adjust 
their taxes at the border and we do not. And this has made us 
quite a bit uncompetitive in the international economic and trade 
situation. 

So let's try to keep the debate on those subjects short, look for 
a better and a simpler system, and I commend you for holding 
these hearings and look forward to participating in them with you. 

Chairman Archer. Thank you, Mr. Chairman — Mr. Gibbons. 

Mr. Rangel. Mr. Chairman, may I be heard briefly? 

Chairman Archer. If the gentleman from Florida would like to 
yield to you. Otherwise, all Members will, by unanimous consent, 
without objection, have the opportunity to insert any statements in 
the record. 

Mr. Gibbons. I will be happy to yield. 

Mr. Rangel. Mr. Chairman, first let me thank you for so clearly 
defining the issues and I don't think that we have to be partisan 
to state a different philosophy in how we perceive our government 
should be. Clearly, the voters thought it should be different than 
it is now and I don't take issue with that. 

As we move forward to determine what type of tax system we 
have, I think that you and the House leadership have truly been 
consistent with their Contract With America, and it relates to serv- 
ices and soon we will see as relates to taxes. And the reason I 
thank you is because you are clearly defining the differences and 
that is what America is all about. That is what elections are all 
about, and you are not moving to any great area in order to see 
what one party stands for and what the other stands for. 

So far, this Committee, joining with other House Committees, 
have made it abundantly clear that the Federal Government 
should not be involved in what has been called entitlements. I 
think the leadership has said being poor, being old, being sick, does 
not entitle you on the Federal level, and local and State govern- 
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merits^ of course, being closer to the problem, should be able to find 
better answers to these problems. 

For those reasons, entitlements are over and now we have shift- 
ed that responsibility to local and State governments with the un- 
derstanding that even if they cannot properly deal with the prob- 
lem, the problem should be dealt with by charitable organizations, 
churches, synagogues, mosques, and those people who have taken 
different types of oaths to deal with the sick and the poor. 

Having said that, we see ourselves facing whether or not they 
should enjoy tax exemption, but that is further down along the 
line. What makes this day important is to see whether or not, after 
we have shifted the responsibilities, there is no need for us to con- 
tinue to take this much money from the taxpayers. And so we have 
a tax bill that would dramatically reduce the revenues. 

By reducing the revenues, it makes it clear, driven toward a bal- 
anced budget, that we won’t be able to revisit these programs, so 
once they are gone, they are gone. This is the last, not nail in the 
coffin, but I would say this is the last thing we have to do to tight- 
en up that difference of opinion. We are saying now that income 
is not a factor, that we just want a broad-based tax. That if we 
want to throw in progressive lumps in the tax system with deduc- 
tions, taking into consideration poverty and ability to pay, that we 
are getting right back involved in a complicated tax system which 
we oon’t want. 

What we are saying is, rich and poor, working and nonworking, 
everyone find his common level and do the best we can because, 
after all, our government would only be to protect the national in- 
terest and only to collect enough taxes to do that. 

So, Mr. Chairman, let me thank you. No one should have to go 
back home on any of these issues and be asked, Which side are you 
on? The way these hearings are going we will never have to worry 
about the Roosevelts, the Kennedys, and the Johnsons; their time 
is gone, and I think the voters will have to soon decide whether 
they want them to return. 

Thank you, Mr. Chairman. 

Mr. Gibbons. I didn’t realize that we were all going to make long 
opening statements. I hope we can get to the witnesses. 

Mr. Rangel, I hope you will be here tomorrow to hear my presen- 
tation because Mr. Archer and I generally agree, and I don't see 
that this should be a big partisan issue. Maybe I am wrong, but 
we need a better tax system. That is not a debate about the size 
of government or the role of government as far as I am concerned. 
This is simply a debate about which is the best way for the Amer- 
ican people to pay the dues that they have to pay and I hope we 
can focus the debate on that. 

There is an appropriate and proper time for us to debate the size 
of government and the role of government, but this debate is just 
about the way you finance the government. We want to stress fair- 
ness and similar issues in all of this. 

So, Mr. Chairman, I yield back the balance of my time. 

Mr. Rangel. Since you referred to me, could I briefly respond? 

I had always thought, Mr. Gibbons, that when the Chair allowed 
the Minority to speak that somehow it would be interpreted as rep- 
resenting “the Minority,” and since you made it abundantly clear 
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that these are your personal views, I am sorry that I went into this 
long exchange. 

Mr, Gibbons. That is all right, Charlie. We know each other and 
will get along fine. 

Chairman Archer. Without objection, any opening statements 
may be submitted in writing in the record. 

[The opening statements follow;] 
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Mr. Chairman, thesa hearings could mark the beginning of an 
historic effort to bring genuine and comprehensive reform to the 
vay the federal government raises revenues. 

Most of our tax debates in this committee skirt the fringes 
of tax policy. Me concentrate on narrow aspects of the tax code, 
seeking to encourage some activities and discourage others, 
responding to concerns raised by various segments of the economy. 
Or we debate fiscal policy, trying to determine the macroeconomic 
effects of the different levels of federal taxation. 

The hearings you have scheduled this week, which, I trust, 
will be only the first round of what will be an extended and 
ambitious project, go to a more basic question. For eight 
decades now, we have built a federal tax system on the premise 
that a progressive tax on personal and corporate incomes, mixed 
with an evolving number of tax preference items, is the best 
means of raising the revenues needed to fund the essential 
services of government. 
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Today we begin a reexamination of that basic premise. He 
will start, appropriately, with consideration of the degree to 
which the current system meets our expectations. The unfortunate 
fact is that repeated, strenuous efforts to simplify and reform 
the Internal Revenue Code have failed. Small businesses, 
pension plan sponsors, partnerships, issuers of tax exempt bonds, 
and investors in real estate are only a few of the categories of 
taxpayers for whom the Code remains a labyrinth to enter only at 
their own risk and considerable expense. 

The debate has already begun on the question of alternatives 
to our current tax system. Most of the attention thus far has 
focused on two proposals — a flat rate tax, or a broad based 
consumption tax, such as a value added tax. 

I begin this process with a favorable view of value added 
taxes. Most of our international competitors collect most of 
their revenues through a value added tax. By implementing a VAT 
here, we can avail ourselves of some of the advantages it offers. 

In addition to broadening the base of economic activity 
covered by the tax system, a VAT will help achieve three major 
objectives. By taxing consumption instead of income, it will 
help spur savings. All of us who are concerned about the 
dramatic difference between savings rates here and in Asia and 
Europe must give careful thought to developing a tax regime that 
rewards savings. 

Another advantage of a value added tax is that it will help 
U.S. exporters. A border-adjustable VAT will put U.S. companies 
on an even playing field with their international competitors. A 
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value added tax would certainly be far more simple to administer 
and enforce than our current foreign income tax structure. 

As we consider these Issues, we must consider a number of 
caveats that arise. State governments, which depend heavily on 
revenues from sales taxes, have always viewed the imposition of a 
broad-based federal consumption tax with great concern. 

It is the same taxpayer who pays all levels of taxes. We 
should look to better coordinating federal and state taxes and 
expenditures. For example, to avoid a needless and 
counterproductive competition between states and the federal 
government over consumption-based revenues, the committee should 
look for appropriate trade-offs. 

One such trade-off could be based on the states willingness 
to repeal their sales taxes, in exchange for having the federal 
government assume complete responsibility for Medicaid. While 
sales tax revenues currently exceed state Medicaid expenditures, 
the gap has recently narrowed as health care costs have risen 
much more rapidly than sales tax revenues. Before acting on any 
such proposal, we must have full and open public hearings, 
including close consultation with our nation's governors. 

The other significant objection to a value added tax has 
been concern about its regressive nature. Since low- and 
middle-income families must devote a much higher percentage of 
their incomes to consumption than upper-income families, a 
consumption tax, like a sales tax, can make the tax system 
regressive. These effects can be neutralized through a number of 
means, such as a low and moderate income credit, and/or retaining 
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income-based taxes for high Income taxpayers. 

Thus far, this debate has been characterized as pitting flat 
tax proponents against those who favor a VAT. We may find that 
the effort to ease any potential regressive effect of a VAT would 
be to marry the two notions. By joining a VAT with a flat 
individual income tax that applied only to relatively high income 
Americans, we could achieve the goals of revenue neutrality and 
distributional progresslvity that, in my view, must be part of 
comprehensive tax reform. 

I believe a we 11 -structured VAT will make our federal tax 
system more fair, more simple, and more sensible, and I look 
forward to working with the chairman and the members of the 
committee in this historic effort. 
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1 entfausiastically applaud Chaiiman Bill Aicho’ for cominracing this histtMic set of 
bearings on what is wrong with our federal tax code and bow we can fix it 

President Jimmy Carter was rigltf on target vdien he called the income tax “a disgrace to the 
human raoe” Few will argue that our cunent tax code is simfde and easy to undnstand. We 
have gone from just 14 pages oi fedoal income tax laiw in 1914 to over 9,000 pages today. Hiis 
oompfexity is extremely costly to all AmerkaiK and wastes scarce lesouioes that could beat be 
spent dsewhete. A 1985 ntS-commissioned study fbimd that the econonric cost of pr epa r in g and 
filing tax returns for businesses and individuals was $159 billion annually. Economist Waller 
Williams has estimated that nme hours were spent ooinpuling taxes and filing tax returns than 
were uaed to build every car, vm and truck in the UnHed States latt year. 

Enough is enough. 

Todqf we begin the ingnctaot task of leexamtntttg the wisdom of our cuficot tax ^imtiL 
We will examine ki c omp i rxity and in effici ency. We wUl examine wsys to address these 
iaefl ic ienci es and CO rB pk.Xilir a And mm ■hII wruim^ altM— tiw «yBtMng«f f gMina inrhMUi^ m 
pure flat tax, modified flat lax, mtkNial sales tax and vahioudded tax. I look forward to raUing up 
oqr rieeves and working wilfa my ooUeagues at ao that we get to a federal tax symem ihm is 

clem, siniple, and feiff-aryiiem tit fumwugra mivuigs and in v esimeat iadier than p u nirtm g 
those who plan for the future. 

Thank you. 
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JOM 6, 1995 

Today's hearing will no doubt be the first of many hearings 
that the Committee will hold to review our current tax system and 
lay the groundwork for possible reform of the tax code. I think 
that it is vitally important that this Ccromittee does not rush to 
eliminate our current tax code for short-term political gain and 
create long-term economic chaos. 

I agree that our tax code is coo^llcated. But when we 
legislate there is always a trade off between sinqplicity, 
fairness and complexity. All of the reform proposals the 
Conmittee will be hearing about this week are appealing on a 
superficial level - who wouldn't want to fill out a postcard 
length tax form? However, appearances can be deceiving and 
simplicity should not be a trads-off for fairness and 
progress ivity in our tax coda. 

If this Committee is serious about tax reform, any new tax 
system must include (l) distributional equity, and (2) revenue 
neutrality when compared with our current tax system. In the Tax 
Reform Act of 1986, this Coroittee in a bipartisan manner 
eliminated most of the major corporate and individual tax 
loopholes, and in exchange lowered tax rates. Furthermore, I 
find it hypocritical that this Coomittee is holding hearings on 
tax reform when the tax cut package which was part of the 
Contract with Ataerica contains numerous, canqpl icated tax 
proposals that are perfect examples of the types of complexity 
tax reform Is meant to eliminate. 

Instead of expanding tax entitlements for corporations and 
well-off Individuals and lowering their rates, this Comoiittee 
should seek real tax reform. In my opinion, that would Include 
curtailing existing loopholes, ainplifylng tax laws and 
maintaining graduated rates, distributional equality and revenue 
neutrality. I have a list of existing corporate subsidies that I 
would like to see curtailed, and I would like to work with 
Chairman Archer and this Comnlttee on real tax reform. p 
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Chairman Archer, The Chair is ready to recognize the witnesses 
before us today. First I would like to recomize Sharon Beard, 
president of Hurricane Fence Co., Springfield, 111., and a delegate 
to the White House Conference on Small Business. 

Ms. Beard, you may proceed. We would like to ask all of you to 
limit your statements to 5 minutes. If your written statement is 
longer, without objection, it will be in its entirety inserted in the 
record. 

STATEMENT OF SHARON R. BEARD, PRESIDENT, HURRICANE 

FENCE CO., AND ELECTED DELEGATE, NATIONAL WHITE 

HOUSE CONFERENCE ON SMALL BUSINESS 

Ms. Beard. I would like to thank you for holding these hearings 
today and taking on this issue. One thing I have learned since I 
have been in the process for the White House Conference on Small 
Business is that taxation is a big issue. There has been a lot of de- 
bate, and a lot of discussion. I hope your schedule gives you an op- 
portunity to listen to it during the conference. 

An accountant in Springfield recently completed a study of a 
small business client and when I told him I was coming here today, 
he said, I have interesting figures for you I just figured up last 
week. \^en asked to rank their most important concerns from one 
to five, with one being the most important 

Chairman Archer. Would you mind shifting the mike a little bit 
so that you are speaking right into it? 

Ms. Beard [continuing]. Almost 44 percent rank taxation as 
their number one key issue and almost 19 percent ranked it num- 
ber two. So that is a big concern for small business. 

I don’t want my title of president of Hurricane Fence Co. to fool 
you; we are a very small business. I handle a wide variety of tasks 
as president, including the various administrative advertising, 
quotations and sales, and also dusting, cleaning the office, and oc- 
casionally cutting pipe. 

We did not purchase the fence company because we were finan- 
cially secure and wanted to own a business. In all honesty, we 
traded our unemployment checks for a mountain of debt and a 
dream. 

As complicated as our current tax system is, it seems that the 
corrections that have been taking place over the years add more 
complexity to the reporting requirements. When I look at my busi- 
ness tax return, I get lost in all the various schedules and sections. 
Like many small business owners, we sign our return hoping that 
our tax preparer did everything right because it is beyond our com- 
prehension. 

Our current income tax system, in my view — and I have worked 
a lot on the health care debate over the last year — has led to the 
problems that we have faced with health care. It treats big busi- 
nesses so much better than small businesses and individuals with 
the way that it has been handled. Many of us feel that as you 
make changes in the tax system, the health care crisis could be 
drastically improved. 

In my written testimony, I have a specific point regarding an em- 
ployee who is only paying $8.33 a week for his health care cov- 
erage. He didn’t want to pay that anymore. Within a matter of 1 
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month, he is off work with a major chronic disease, facing surgery, 
and it is going to be probably paid for by taxpayer dollars. 

Our tax policy used to permit deductions and such for personal 
interest, but yet we have always treated health care differently. It 
has to reach 7.5 percent of your ctoss income. Frankly, there are 
a lot of people that will pay more for interest on a credit card than 
what they are willing to pay for health care and that has been 
largely created by past tax policy; the spending habits still exist. 
Lo^ at home mortgage rates, and the interest paid by the average 
person. I think it is a tremendous irony there. 

Current tax law makes benefits deductible by many businesses 
as it relates to doing business but S corporations and self-employed 
don’t get the same breaks, resulting in tax inequities. I hope tnat 
you will consider some major changes in this area and feel that ex- 
penses are expenses; benefits are benefits. We are dealing with hid- 
den taxes any time business incurs taxes as a cost of doing busi- 
ness, the costs are included in the calculation of the cost of goods 
sold, and are part of the basis used for markup and profit margins. 

Through the White House conference we have had a lot of people 
discuss the collection of taxes. They were upset with having to do 
the collection as servitude when we are handling various 
withholdings and filling out the forms, if it is wrong, you get penal- 
ized, you get fined if it is late; yet time is money and it is costing 
us to do that. I don’t have the funds to hire a tax attorney, tax ac- 
countant, and all these special people just to handle my taxes, and 
it is quite complex. 

One thing that really bothered us was the way that purchase on 
real estate for commercial and banking, what it did was we looked 
at buying a building. Purchased at $110,000 we would pay it in 5 
years. Then we would have to carry the depreciation 39 years, 
which would cause a negative cash flow under the current system. 

I have got quite a bit more here in my written testimony. I hope 
you review it. I think there are some real changes that would help 
generate the economy and if you allow to where proceeds can be 
used without taxing, some of the recommendations that, our var- 
ious ones, don’t tax what is being used for capital improvements. 
You can get that money turning. 

There are some concerns about some of the proposals even that 
you have proposed. The consumption tax — I am sure there would 
be exemptions that would be allowed. But there is a major concern 
for paperwork. 

And in closing, we always hear if it is not broke, don’t fix it; if 
it is beyond repair, get rid of it. I think it is safe to say our current 
system is broken and beyond repair so we are counting on you to 
apply the KISS — keep it simple, stupid — principle to whatever you 
do. 

[The prepared statement follows:] 
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Testiinony by Sharon R. Beard 
Hurricane Fence Company 
Before House Committee on Ways and Means 

First 1 would like to thank Chairman Bill Archer and the Ways and Means Committee for 
inviting me to come and speak today. I find this to be a particular honor because later this week 
1 will also be representing Small Business as an elected Eielegate to the National White House 
Conference on small business. Tax Reform and Tax Simplification will be the topic of much 
debate, as it has been throughout the conference process. As you begin looking at alternatives 
please consider the broad impact of your options. Sometimes initial iir^ressions and views don’t 
take the total ripple effect of the solution into account Unfortunately those ripple efiects can 
have consequences worse than any of the benefits realized. 

White House Conference on Small Business 
1 hope you are capable of taking some time from your busy schedule and sit in on some 
of the debate that will take place in the taxation issue area. The taxadon issue area is one of the 
largest issue areas at the conference. There are aiso tax related issues in other areas such as 
capital formadon, community development human capital, technology, and the open forum. The 
dmeliness of your hearings in conjunedon with the conference should be helpful to you. 
Throughout the process there has been a strong cry for tax simplificadon and major changes in 
what is considered TAXABLE income. Tax simplificadon is a major issue for most if not all 
small business groups represented at the conference. 1 hope you will also help simplify the 
taxing Independent Contractor issue. The problems are based on tax issues. An accountant in 
Springfield recently completed a study of his small business clients. When asked to rank their 
concerns from 1-5 with 1 being most important 43.75 percent ranked taxes as #1 and 18.75 
percent ranked it #2. 


My Background 

Don’t let my title of "President" fool you. Like most small business owners, my job 
description covers a wide array of tasks and functions within the company. I handle the wide 
assortment of administrative tasks, answer phones, prepare sales quotas, deal with inventory, 
purchasing, advertising, and many other functions including dusting and cleaning the office. 
Hardly the typical CEO who testifies before you. We did not purchase a fence company because 
we were financially secure and wanted to own a business. We traded our unemployment checks 
for a mountain of debt and a dream. Like a growing number of small business owners we did 
it for survival and because we didn’t have many other options. 

We fit the typical educational background of many small business owners who have 
completed high school and possibly some college. Owning our small business however, is a 
never ending educational experience. 


Simplification 

As complicated as our current system is, it seems that some corrections of apparent 
deficiencies can add more complexity to the reporting requitements. When I look at my business 
tax return, 1 get lost with all the various schedules and sections. Like many business owners I 
sign a return my accountant has prepared and pray that he didn’t goof it up. All the schedules 
are beyond my comprehension. 

Current Tax Policy & Health Care 

Our current income tax system is also responsible for much of our present health care 
problems. It treats big business so much better than small business and individuals that many 
including myself feel that a fix here could be a major step forward in dealing with the health care 
problems of our nation. 

Case and point: I have an employee who was only paying $8.33 per week for his medical 
coverage, while the total cost of his health care was approximately $192.00 per month. In April 
he canceled his insurance because he no longer wanted to pay the $8.33 per week. His coverage 
ended on May 1st. Currently he is off work and facing surgery for a medical condition called 
Diverticulitis. He has applied for medical assistance, and Medicaid will likely cover the costs. 
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When our tax policy pomitted individual deductions interest payments, individuals 
were willing to pay far more in interest on tbeir plastic than the average worker would ever 
consider spending for health care related expenses. I see a tremendous irony when you look at 
the returns on investment and our health care crises. 

Current Inequities 

Current tax laws make benefits deductible by the business as it relates to doing business. 
S'Corporations and the self-employed can only deduct s sniall portion of what they pay for their 
benefits as a business expense (even though the insurance is the same), and employees can't 
deduct anything. I hope you would consider a major change in this area and make all en^loyee 
benefits deductible by the employer and the self-employed and taxable for the recipient, just the 
same as wages are treated with deductions allowed for their out of pocket insurance and medical 
costs. In doing so, employees would have a financial interest in containing cost and would have 
a financial interest in conducting a cost/value review of their health cate packages and other 
benefits. Benefits are an extension of wages and a benefit to the worker, therefore, paying 
income taxes on benefits at a lower rate is far better than not having the benefits at all. 

Uncompensuted Coltoctions 

Another complaint with the current tax structure is that the average person likely can't 
tell you their total tax bill fOT last year. They plan their weekly living around their net pay, and 
they can likely tell you what they either had refunded or what they paid on April 15th. Stiudl 
business has the responsibility for withholding, deducting the prcq)er amount, de^g with earned 
income credits, and making the deposits. Businesses large and small have piq)eTwork burdens 
related to the collection of taxes for our government This is more of a problem for small 
businesses like myself who lack the designated personnel to deal with that as their only task, 
unlike large corporations who employ payroll clerks and comptrollers. Many of us stUl lack 
technology. All this takes time and in the business world, time is imney. I have heard some 
small business owners refer to it as sovitude and are adamantly opposed to the collection of 
taxes and performance of government tasks without some form of con^)ensation. This is 
especially true when you consider the penalties and fines that businesses are assessed if the 
deposit and returns are late or incorrect 

1, like many other nnall business owners I know, cannot afford a tax accountant or a tax 
attorney or a bookkeeper to solve my government paperwork problems. Complications, problems 
and current inequities threaten our very existence. 

Currait Tax Polkj Creates Negative Cash Flow 

Our current policy has forced undercapitalized and capitol intensive businesses to borrow. 
Over the past several yean, with the disappearance of community banks, replaced by large 
national banking chains, and the tightening of the money supply to discourage inflation, we are 
seeing small businesses afraid of debt Many like myself have made decisions to operate leaner 
or to do away with interest expenses being paid to others. We are attempting to get ourselves 
into a better cash position. 

When we purchased our business we leased the property with an option to purchase it 
later. I sat down and worked with a few numbers. I found that the current tax system adversely 
affects the ability of small business owners to purchase property. This is especially true with 
existing property in need of capital improvements. The property I leased was available for me 
to purchase for $1 10,000 and the average interest rate over the year in question ran approximately 
2-3 percent above prime or 10-11 percent I would be required to deduct the building and the 
capital improvements over a 39 year period, even though it was a metal building well into the 
second half of it's economic life. Bankas explained to me they really prefer five years on 
commercial property loans but could go as long as ten. Can you imagine the negative cash flow 
while principle is being paid off so much faster? We would be getting taxed on the principle 
which cannot be deducted as an expense for another 28 years or so. I decided that current 
depreciation and tax laws with regard to real estate are terribly unfair to small businesses. 

This is a major factor for many small homebased businesses. I moved our offices into 
our home. Other businesses are coming to the same realization, and avoiding borrowing at all 
costs. 
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Net RcMit QB Mo^ Supply and luflatiou 

Goins agMM* the mditiofial borrowing pnetioes and using profits for capital purchases 
as opposed to debt is drawing attention. Willim Dunkelberg of Tempel University has staled 
that much of the cunent recovery in snuU business is a direct result of projects being funded by 
profits rather than increased debt Helping small business fund improvements with before tax 
profits would drasticaUy improve the longevity of recovery without the inflationary pressures 
caused fiom interest rates. 

Increasing the ability for businesses to use pre-tax dollars for expansions and capital 
improvements would in effect create wealth by increasing the velocity at which money flows 
through the economy. This would create jobs and increase wealth. 

Regarding Consumption Taxes 

While a national sales tax will be debated, myself and others share a concern that it could 
create even more paperwork for us. Additionally, it would have an effect on the consumer which 
could jeopardize our businesses. A customer who pays let’s say 20 percent sales tax on an 
install fence job would be far more likely to do it himself on a weekend. There are also some 
fears that the complications experienced with current sales taxes regarding tax exempt entities, 
agencies, and programs would become far more complex under a national system. 

Another concern is that it would have the capability of turning into a value added tax and 
become a p^wrwork/regulatory nightmare. Various services which arc not currently taxed in 
many states would become taxable, and an underground economy in these sovice industries 
would likely result 

I would also be concerned about the impact on lower wage earners who spend a larger 
percentage of their income and lack the reserves to save any substantial amounts. A National 
Sales Tax could have a regressive tax effect when you figure that those who make more have 
the ability to save more, so the percentage of their total earnings paid in taxes could be less. 

Residing Flat Tax 

The flat tax being proposed raises concerns as well. I have heard opponents say they 
want a progressive tax. The notion that flat tax proposals are not progressive is not entirely true, 
however, because many such proposals retain exemptions and allowances. The allowances and 
exemptions allowed on a family of four with an income of $43,000 per year, for example, would 
be far less than the 17-20 percent of total income, and someone who makes $300,000 would pay 
far closer to the full percentage. 

EUDiiiiatjon and Simplification of Paperwork 

While opponents may oppose the reduction of the ability to take deductions, others may 
find that by elim^ating a lurge percentage of the paperwork, major simplification would allow 
them to complete the return far easier, there would be less chance for error or fraud and we 
might be able to fully understand the tax documents which we sign. Some concern must be 
given to the transition process for whatever changes are adopted. A change to a national 
consumption tax would mean a whole new way of doing business. All new forms and a whole 
sle^ of new regulations. Increased consumption taxes paid by businesses in the course of doing 
business will need to be reflected in prices and costs, and passed onto the consumer. Some 
business operations will likely become less profitable while others may become unprofitable 
because of hidden taxes. 


Regressive Vs. Progressive Taxes 

State sales taxes have been criticized as being regressive because those on the lower 
portion of the wage scale typically consume a higher percentage of their pay. Those individuals 
who are more wealthy have the ability to invest and save a larger portion of their earnings. 
Under a regressive system it is the rich who benefit 

Progressive taxes benefit the lower and middle income. The flat tax could have this 
progressive effect because of increased exemptions. 


FAILURE TO APPLY THE K.LS.S. PRINCIPLE 
COULD RESULT IN A DISASTER FOR SMALL BUSINESS AND THE ECONOMY! 
we are counting on you... 
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Chairman Archer. Thank you, Ms. Beard. 

Our next witness is Ray Tyler, a small business man in Wash- 
ington. 

STATEMENT OF RAY TYLER, OWNER, TYLER BUSINESS 

SERV ICES, INC^ AND MEMBER, SMALL BUSINESS SURVIVAL 

COMMITTEE 

Mr. Tyler. Good morning, Mr, Chairman and Members of the 
Committee. My name is Ray Tyler, owner of Tyler Business Serv- 
ices, Inc., located in Washington, D.C. I am also a member of the 
Small Business Survival Committee, a nationwide, nonprofit, non- 
partisan, small business advocacy organization that fights against 
the growing burden of taxes and regulations on our Nation’s small 
businesses and entrepreneurs. 

Tyler Business Service is a full-service printing shop which has 
been operating in the Nation’s capital for 35 years. 

First, let me thank you. Chairman Archer, for inviting me to 
speak before the Committee today. 

Second, I congratulate you for holding these hearings to address 
the important issues of overhauling our Nation’s tax system. Your 
leadersnip in this area is critical to not only today’s small busi- 
nesses and entrepreneurs, but also the well-bein^ of future small 
business owners who indeed will need this Committee’s help to in- 
crease their chance of success and survival. 

Of course, my time must be factored into these overall costs as 
well, which takes away from my productive time actually running 
the business. Let me add that these are just compliance costs, not 
actual taxes. Today’s small business persons almost always have to 
pay professionals to navigate them through the complicated tax 
compliance maze. This is a never-ending, hanging maze, I might 
add. 

According to the Tax Foundation, over the past 40 years since 
the passage of the Internal Revenue Act of 1954, which puts the 
income tax at the center of the Federal tax system, 31 notable tax 
chances have taken place, on average a mcyor change to the Fed- 
eral Tax Code every 1.3 years. Not surprisingly, the increase of ^e 
size and complexity of the Tax Code has caused an increase in my 
tax compliance cost. 

The uncertainty and instability of the tax system, the number of 
taxes that I must pay combined with my total tax bill and compli- 
ance cost is enough to drive anyone out of business. I am not sure 
how a person starting his or her own business can quite make it 
these days. Fortunately, my business has grown and with it I have 
been able to factor in the cost of taxes and taxing plans in my over- 
all business cost. 

I am almost sure that many business failures are the direct re- 
sult of our Nation’s excessive and burdensome tax system. TTie cur- 
rent system creates disincentives to save, invest and pursue risk- 
taking entrepreneurial activities. Many, many times in my busi- 
ness 1 tried to do the right thing for my employees by creating in- 
centives for them to stay with tne business and, while with us, to 
be more productive employees. 

When I first created a pension plan for the business, I used to 
manage it, but because of the complexity of the tax laws I had to 
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turn it over to the bankers and our lawyers. Now I just sign reams 
of paperwork for the bank. At the end of each month, if the busi- 
ness turns a profit, I give bonuses to my employees. The govern- 
ment makes even this difficult because I have to renegotiate sala- 
ries to comply with the misguided regulations. 

The bottom line to the costly and burdensome tax system is that 
my employees are hurt through lower wages and my customers are 
hurt through higher prices. My business is only one example of 
how the government is depressing our Nation’s standards. 

Is the time up? 

Chairman Archer. One minute. 

Mr. Tyler. I would say one good thing about all these taxes and 
all these regulations. Let me say one good thing about it from my 
standpoint. One good thing from my standpoint, a person who has 
been in business 35 years, is that it is keeping other people from 
going into business. It is also keeping other competitors who don’t 
run as well as I do out of business. 

So today in the District of Columbia, where practically no print- 
ers are left, only small copysetters, I have a wonderful business 
partially because of what the government has done to my competi- 
tors. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF RAY TYLER 
SMALL BUSINESS SURVIVAL COMMITTEE 


Good morning Chainnan Archer and members of the committee. My name is Ray Tyler, 
owner of Tyler Business Services located in Washington, D.C. I am also a member of the Small 
Business Survival Committee, a nationwide, nonprofit, nonpartisan small business advocacy 
organization that fights against the growing burden of taxes and regulations on our nation's small 
businesses and entrepreneurs. Tyler Business Services is a fiill-service printing shop which has 
been operating in the nation's capital for 35 years. 

First, let me thank you Chairman Archer for inviting me to speak before the Ways and 
Means Committee today. Secondly, 1 congratulate you for holding these bearings to address the 
important issue of overhauling our nation's tax system. Your leadership in this area is critical to 
not only today's small businesses and entrepreneurs, but also to the well-being of future small 
business owners who indeed will need this committee's help to increase their chance of success 
and survival. 

I say this Chairman Archer, because I have been a small business owner for over 35 years 
and have seen the increased tax and regulatory burden placed on my own business. The only 
way that I have been able to keep the doors of my business open has been through the paid 
assistance of professionals who specialize in the tax compliance area — namely a 
Certified Public Accountant (CPA), a full-time bookkeeper, an attorney and bankers. 

Last year my CPA cost the business over $9,000. At least 10 percent of my 
staff bookkeeper's salary - about $4,500 -- is dedicated to dealing with lawyers, bankers and 
IRS issues. The company pension fund, which I used to manage myself as well as pay 
someone $ 1 ,000 to do actuarial work ten years ago, cost me $26,000 last year because of changes 
in the way the IRS administers the tax fund. My billing department also incurs hefty tax code 
compliance costs. And, of course, my time must be factored into these overall costs as well 
which take away from my productive time actually running the business. Let me again add that 
these are just compliance costs — not the actual taxes! 

Today's small businessperson almost always has to pay professionals to navigate 
them through the complicated tax compliance maze. And, this is a never-ending chaining 
maze I might add. According to the Tax Foundation, over the past forty years (since the passage 
of the Internal Revenue Act of 1954 which put the income tax at the center of the federal tax 
system) thirty-one notable tax changes have taken place — on average, a major change to the 
federal tax code every 1 .3 years. Not surprisingly, the increase of the size and complexity of the 
tax code has caused an increase in my tax compliance costs. 

The uncertainty and instability of the tax system, the number of taxes that I must pay, 
combined with my total tax bill, and compliance costs is enough to drive anyone out of business. 
I'm not quite sure how a person starting his or her own business can quite make it these days. 
Fortunately my business has grown, and with it have been able to factor in the cost of taxes and 
tax compliance into my overzill business costs. I am almost sure that many business failures are 
the direct result of our nation's excessive and burdensome tax system. The current system creates 
disincentives to save, invest and pursue risk-taking, entrepreneurial activity. 

Many, many times in my business I try to do the right thing for my employees by creating 
incentives for them to stay with the business, and while they are with us be more productive 
employees. When I first created a pension plan for the business (as mentioned above) I used to 
manage it, but because of the complexity of the tax laws I had to turn it over to the bankers and 
the lawyers. Now I just sign the reams of paperwork fiom the bank, and pay a lot to do simply 
that. 


At the end of each month if the business turns a profit, 1 also give bonuses to my 
employees. The government even makes this difficult because I have to "renegotiate*' salaries to 
comply with misguided regulations. 

The bottom-line to the costly and burdensome tax system is that my employees are hurt 
through lower wages, and my customers are hurt through higher prices. And my business is only 
one example of how the government is depressing our nation's standard of living and hurting 
economic growth and job creation. 
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I, like many other small business owners, agree that something must be done to make our 
tax system less-costly, less-burdensome and more efficient. That is why Chairman Axx±er you, 
and other leaders in the Congress who are advocating far-reaching proposals to overhaul the tax 
system have certainly won the hearts of many small business owners. And, although you may 
have won our hearts, lawmakers have not yet won our minds. Because many small business 
owners believe that the federal government is incapable of makii^ a tax system fair and less- 
burdensome. This is only an honest assessment of how many small business owners feel. 

However. I remain confident that perhaps this will occur in mv lifetime. Bv the wav. I 

am 75. vcars-old and would appreciate it if vou put these tax overhaul efforts on the fast-track. 

While at this point in time 1 do not advocate one tax system over another, 1 agree with 
some basic principles which have been well presented by the Small Business Survival 
Foundation. Two leading proposals which "score" high against these principles are a flat tax and 
a consumption tax — or the national sales tax. The basics of a sound tax system developed by the 
Small Business Survival Foundation, and based on Adam Smith's maxims of a taxation in 1776, 
include: 

□ Low Flat Tax Rate to Promote Economic Growth 

□ No Taxation of Capital 

□ Inflation Factor 

□ Clarity 

□ Simplicity 

□ Limited Bureaucracy and Intrusiveness 

□ Minimum Incentives for Tax A voidance 

□ No Additional Boost to Government Spending 

I'd like to leave with you Chairman Archer, and I am sure that the Small Business 
Survival Foundation would make this available to all members of the committee, a copy of a 
Preliminary Report prepared by the organization's chief economist called *The Great Tax 
Debate: Making Sense of Competing Tax Plans. " This report details each of the above 
principles in greater detail, and how leading proposals score against the basics of a sound tax 
system. 


Once again Chairman Archer I thank you for inviting me to be a part of these important 
hearings today. While typical Washington observers will say that overhauling the nation's tax 
system is an impossible task that will never happen, I am just thrilled that we have entered a 
political environment where this debate is actually occurring. 

Most hard-working taxpayers agree that something must be done to make the U.S. tax 
code more fair, less-costly and less-burdensome. For our nation's small business owners, the 
current tax code is a mess and totally out-of-control. I am so pleased that you are taking a lead to 
help reward our nation's risk-takers and job creators ^\ilich will lead to greater economic 
opportunity and security for all Americans. I would be more than happy to answer any questions 
you or committee members may have. 
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Chairman Archer. Thank you, Mr. "^ler. 

Our next witness is Constance Skidmore from San Francisco. 
You are recognized. You may proceed. 

STATEMENT OF CONSTANCE E. SKIDMORE, PARTNER, 
COOPERS & LYBRAND, L.L.P. 

Ms. Skidmore. Mr. Chairman and Members of the Committee, I 
am Connie Skidmore, a partner of Coopers & Lybrand, L.L.P., and 
partner in charge of our firm^s tax compliance practice. Coopers & 
Lybrand, L.L.P., is one of the world's largest accounting and busi- 
ness advisory firms and provides indepth expertise to individuals 
and business enterprises. In our practice we resolve business tax 
problems in a wide variety of industries and for individuals of all 
levels of income categories. 

We have been asked today to address the need for reform of our 
current income tax system, not to address any particular alter- 
natives. I would like to share our perception of the frustrations fac- 
ing individuals and businesses based on today’s system. I will 
share some examples of both inconsistency that we believe exists 
in the system as well as the high levels of complexity. 

During an individual’s life cycle there are many natural changes 
that cause people to question the fairness and simplicity of the sys- 
tem. For example, our complex rules require that when a child 
reaches the age of 1 year, he or she must have a Social Security 
number and if that number is not placed on the tax return, the re- 
fund could be delayed and the parents could be assessed a $50 pen- 
alty. You can imagine that for a couple that has just had a child, 
they probably don’t have the time to figure out the rules for filing 
for a Social Security number. To obtain a child care credit the par- 
ent must also understand the multiple levels of complexity, defin- 
ing who is a qualifying person, what are dependent care benefits 
and what are qualified expenses. Even when one determines the 
foregoing, there is a six-point test that must be met. 

As a Aild gets his first job he or she is likely to come home and 
ask, “How many exemptions should I be claiming?,” and the correct 
answer to that question is even a different answer than the rule 
for a dependent. Finally, the child contemplates marriage and faces 
the choices of filing jointly, filing separately, or single, or head of 
household. 

As my written testimony explains, life goes on and so does the 
complexity of interfacing with the tax system. As a person has chil- 
dren, moves, buys and sells a house or other assets, and maybe 
even gets divorced, the rules must be adhered to. Upon retirement, 
major decisions must be dealt with concerning taxation of retire- 
ment pay, when, how much to receive, how long a period of time 
to receive it over, whether in lump sum, as a rollover, or as an an- 
nuity, and what the contribution recovery rate should be. 

As one faces receiving Social Security, an individual has a com- 
plicated formula to determine annually how much, if any, is subject 
to taxation. The calculations are so convoluted as to greatly aid in 
the misunderstanding of the scope of the provision; and finally, 
death brings many tax complexities. 

The kinds of basic and normal changes in an individual’s life also 
exist in the normal evolution of a business enterprise. I will just 
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mention three issues. As a business starts up and becomes incor- 
porated, little thought is riven to the tax consequences either be- 
cause of lack of knowledge or advice regarding these complex 
choices. Every week businessowners show up in our offices owing 
a double level of tax because they have sold a company and have 
chosen the wrong form of business. The business should have been 
organized as a passthrough entity, but there is nothing we can do 
to retrieve the prior taxes that have been paid unnecessarily. We 
generally solve this problem going forward by suggesting an S cor- 
poration be elected. 

Now, there are new rules that have been instigated in certain 
States allowing limited liability companies, and these same compa- 
nies are facing the question, “What choice do we make in choosing 
our business entity”? As a company moves through its operating 
lifetime, it may also encounter as many as a half a dozen defini- 
tions of a given term. For example, the term gross receipts has 
many different definitions in the tax law. 

As a company winds down and comes to the end of its life cycle, 
we can give a good example of how overly complex the rules are 
that create conmsion by looking at a bankrupt company for which 
we filed returns. 

The company's actual losses were so significant there was prob- 
ably no possibility it would ever pay taxes under the regular tax 
system and it was destined for liquidation. Yet, because of the al- 
ternative minimum tax system, which is a system that imposes a 
minimum level of taxes in spite of allowable deductions, the compa- 
ny's alternative minimum tax liability took preference in liquida- 
tion over the debts to unsecured creditors. In other words, even 
though there was no benefit or income for those allowable deduc- 
tions, the government was paid an income tax while the business' 
suppliers and other creditors of the business got nothing. The 
stakeholders obviously were baffled by this complex set of rules. 

I hope this perspective of normal everyday events both on the in- 
dividual and business side gives you a feel for the frustration that 
taxpayers face. We propose that in your deliberations regarding tpc 
reform that you consider the underlying principles of both simplic- 
ity and consistent policymaking. 

Thank you for giving me the opportunity to testify. I welcome 
any questions you may nave. 

[The prepared statement follows:] 
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Statement on "Replacing the Federal Income Tax" 

Constance E. Skidmore 
National Director of Tax Compliance 
Coopers and Lybrand L.L.P 
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June 6, 1995 


Mr. Chairman and members of the Committee, I am Connie Skidmore, a partner at 
Coopers & Lybrand, L.L.P., and partner>in'Charge of our Firm's Tax Compliance 
practice. 

Coopers & Lybrand, L.L.P., provides expertise in Business Assurance, Tax, Consulting, 
Human Resources Advisory and Process Management for individuals and business 
enterprises. We have over 66,000 partners and staff worldwide, with more than 740- 
offices in 126 countries. Our tax practice serves a wide variety of clients and assists them 
in complying with U.S. tax laws in a cost effective manner. Since 1898 we have been 
assisting clients with tax consulting and tax compliance. 

A general overview of my 22-year career in taxation includes over three years as an IRS 
tax auditor, two years practicing estate and trust taxation, and many years in the fields of 
real estate, individual and general corporate taxation, tax shelter consulting, and high 
technology and venture capital taxation among others. My experience has exposed me to 
the difficult and frustrating problems encountered by taxpayers when complying with our 
current tax laws. 

In our practice, we see complexity problems on the corporate side, as well as problems 
associated with lower and middle income returns of individuals. We do tens of thousands 
of individual tax returns of business employees as part of our expatriate practice, as well 
as thousands of returns for our client's children. 

We have been asked to address the need for reform of our current income tax, not to 
address any particular alternatives. 1 would like to share with you our perception of the 
real world problems facing individuals and businesses that try to comply with tax rules 
and provide some examples that demonstrate the importance of the reform effort that this 
conunittee is undertaking today. 

Income Tax Complexity and Fairness 

The extreme complexity of our current system is a source of frustration that becomes 
particularly acute for taxpayers when they feel that the complexity has not produced the 
best result for those in their circumstances. 

Our current income tax has many sources of complexity. Some complexity is inherent in 
the structural components of the tax system. For example, any tax that adjusts for family 
status or family size must define "married", "head of household", and "dependent". 
These distinctions are not easy ones and are the source of complexity and hardship for 
many average taxpayers. Similarly, once adjustments are permitted which attempt to 
address the tax burden for different family circumstances, additional definitions are 
required and judgments can be made about when other events imperil the individual's 
ability to pay. Examples include the definition of "medical" expense, "casualty loss", and 
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the different AGI tests included in the Code today to determine when these costs are 
deductible. Additional complexity is added by provisions intended to influence behavior, 
such as those permitting favorable tax treatment for savings, an itemized deduction for 
mortgage interest and charitable contributions, and so forth. 

Individual — Life Cycle Complexity and Fairness 

For many individual taxpayers, the income tax is relatively straightforward and the form 
1040 A or 1040 EZ relatively simple, as long as they have mostly wage income and do 
not have to dwell on their filing status or the dependency tests. Unfortunately there are 
significant elements of the population who each year face some sort of complexity. Our 
normal basic changes in life which give us pleasure or perhaps tension are compounded 
by tax complexity. Let me give you a few examples that arise with our life cycles: 

• When a child reaches the age of I year, he or she must have a social security 
number. If that number is not placed on the parent's 1040 tax return, their 
potential refund could be delayed and they may be assessed a $50 penalty. 

• On special occasions, the child receives gifts. Even when these amoimts are 
relatively small, we as tax practitioners are asked if these gifts are taxable income. 
Few people understand the delineation between the gift tax and the income tax. 

• When the child is growing up, the parents may incur child care expenses. To 
receive a child care credit, one must understand who is a qualifying person, what 
are dependent care benefits and what are qualified expenses. Even when one 
determines the foregoing, a six point test must be met. 

• Then the child gets his or her first job. How many of you have had a son or 
daughter come home or call asking how many dependents they should claim for 
withholding? 

• Finally the child is contemplating marriage but faces the choice of filing jointly, 
married filing single, single or head of household. We have a secretary in my 
office who asked her boss to review her 1040 since she incurred an inordinate 
amount of medical expenses. Her boss looked over the return and mentioned that 
he did not realize she had been married or had children to claim the head of 
household filing status. Her honest reply was that "she owned her own home so 
surely she was head of a household". 

• When the married couple have children they now have dependents which may or 
may not give them an exemption deduction. Clients often ask us whether someone 
is a dependent. As simple as this question sounds, I must respond with a series of 
questions to determine 1) relationship, 2) marital status, 3) citizenship, 4) 
residency, 5) income, and 6) support. These questions take on a whole new 
complexity if the child was of divorced parents. 

• What if a spouse loses a job. What is the tax status of any unemployment benefits. 
Moreover, in these low income years, there is the possibility of qualifying for the 
earned income tax credit. We observe, however, that this credit is far too complex 
for the population it targets. 

• Later in life the married couple moves. It's bad enough that the couple must file 
split year state returns, but they must also face two additional complications on the 
federal return. The first one is the moving expense deduction. To calculate this 
deduction, there is a distance and a time test and of course exceptions thereto. 
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Then all expenses must be broken down into categories to determine whether 
some, all or none are deductible. The second is reporting the gain on the sale of 
the personal residence and the replacement property. This calls for the 
compilations of all the records relating to expenditures of the sold residences. 
Fortunately, once a person has gone through this exercise, they generally keep 
better track of their house expenditures thereafter. Still, one of the most frequently 
asked questions is "How long and what records do 1 need to keep for income tax 
purposes?" 

Unfortunately our theoretical couple become separated or divorced which creates a 
series of difficult and theoretically complex issues such as; gain recognized; sale 
of residence and reinvestment; alimony; what constitutes child care expenses; who 
gets the deduction for the children, etc. 

When our theoretical taxpayers become elderly, the tax complications compound 
along with the normal complications of aging. Upon retirement, major decisions 
must be made concerning the taxation of retirement pay: when, how much, how 
long, lump-sum, roU over, annuity, contribution recovery etc. Upon receiving 
social security, a complicated formula needs to be done annually to determine how 
much, if any, is subject to tax. The calculations needed to determine the taxable 
portion of social security benefits are so convoluted as to greatly aid in the 
misunderstanding of the scope of the provision. 

For the elderly a credit is possible if one meets an age test, a filing test and an 
income test which takes into account nontaxable income. 

And finally, death brings upon several tax complexities, especially in the estate tax 
area. Practically no one in the United States really knows how to prepare someone 
for our estate tax law other than those who practice in this area. 


”Main Street'* Business Issues — Life Cycle of a Business 

The kinds of basic and normal changes in an individual's life, also exist in the normal 
changes during the life of a business from its birth (choice of entity) to its death 
(bankruptcy or liquidation). The current system, which generally requires die taxpayer to 
understand and to fully comply with tax rules, has procedural and definitional difficulties 
that many taxpayers must learn by experience - sometimes too late. 

• Choice of Entity - startine the business 

Basic Business Forms . 


All taxpayers are experiencing an undue burden with respect to tax 
filing requirements. These onerous requirements begin the moment 
a business starts operations. Choosing the proper business entity 
from a tax viewpoint can perplex even the most sophisticated 
entrepreneur. Most decisions are made with little or no knowledge 
of compliance requirements. And typically, no financial or tax 
advisors arc consulted at the time the decision is made. 

Many startup businesses arc incorporated with little thought about 
the tax consequences. Every week, business owners show up in one 
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of our offices owing two levels of tax as a C corporation when the 
business should have been organized as an S corporation. The 
businesses have effectively overpaid (sometimes hundreds of 
thousands of dollars) because they were not focused on the tax 
consequences and did not have adequate tax advice from the start. 
These are resources that could have been reinvested in the company; 
yet there is nothing we can do to get back the prior tax liability 
already paid. We can only solve the problem going forward by 
advising the company to elect S corporation status. 

Now that states are adopting new legal entity rules to permit a new 
kind of pass-through entity, limited liability companies (LLC), some 
of the same companies are again having difficulty with the federal 
tax rules. These new entities have all kinds of competitive 
advantages in the marketplace (e.g., the types of employee fringe 
benefits and investors that the federal tax law will allow them to 
have), yet S corporations can generally only convert to this LLC 
status by paying a very significant federal income tax toll charge. 

Selectim A Tax Year . 

The change made in the law to require a December 3 1 year end for 
businesses that operate as pass-through entities is an example of how 
a tax procedural rule can run completely afoul of business interests. 
A retailer who has a huge Christmas season and January clearance 
sales will use a January 3 1 year end for solid business reasons, but 
for tax purposes a December 3 1 year end must be used (or a complex 
alternative under Section 444). This has not worn well in practice. 
It causes difficulty for the taxpayer as well as workload compression 
for tax practitioners which translates into workload compression for 
the IRS. 

Elections Generally: do they communicate fairness to the taxpayer? 

Our current tax code and regulations are filled with complicated 
elections that must be made with the first return filed to which the 
election could apply. This causes tax directors of major companies 
many sleepless nights. They worry that they have missed a possible 
election that would benefit their company. They worry that they 
made the wrong election because they had so little time to make it 
that they had to guess. It gives tax professionals an uncomfortable 
feeling that the tax code has a Las Vegas mentality - heads I win, 
tails you lose. This sort of burden is hard to quantify but adds much 
angst to the system. Why couldn’t an election be made or changed 
anytime before the statute of limitations has tolled? Is it really in the 
government's interest to make taxpayers feel tricked when they are 
trying to comply while paying the least amount of tax legally owed? 

Net Operating Losses — early year operations 

A usual scenario for the entrepreneurial company includes operating losses in the 
early years. When the entrepreneurial venture shows some signs of real success, 
the company frequently needs an infusion of additional investors to compete 
successfully enough to assure that the any of those benefits will materialize. 
Enough new investors can mean triggering the change of ownership rules in Sec, 
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382. The lengthy and complex rules requiring reporting under Sec. 382 (even for 
years prior to utilization of the net operating losses), assume the 
resource-constrained young company can accumulate and analyze the appropriate 
records to comply. We hear many justified complaints from taxpayers about the 
wasted resources spent on Sec. 382. In many cases, companies with limited 
resources will not pay to have a proper analysis performed, or provide data for 
adequate information reporting, and noncompliance may result. 

Depreciation and AMT — buildine a manufacturine business 

During the growth cycles of companies, they quickly are confronted with 
significant compliance for fixed asset reporting. These same problems affect 
mature companies that are capital intensive. For my California clients, they must 
sometimes track 7 depreciation methods, one for financial statement purposes and 
6 under federal and state tax law. This usually creates such a burden that to 
comply with the tax law requires a full-time employee just to work on fixed assets. 
Maintaining ongoing records for assets owned when each depreciation change is 
made in the law is an undue burden. Bottom line — having one set of rules for 
depreciation for regular tax purposes and another set of rules if you are not 
profitable enough to pay the regular tax is a compliance nightmare. 

The best real world example of how badly the current AMT works involves a 
bankrupt company for which we filed tax returns . The company's actual losses 
were so significant that there was no possibility that it would ever pay taxes under 
the regular income tax system, and it was clear that the company was destined for 
liquidation. Yet, because of AMT preferences, the company owed alternative 
minimum taxes. The AMT tax liability took preference in liquidation over the 
debts to unsecured creditors. There was no income and no benefit from the so 
called "tax preferences", yet the IRS got paid an "income tax" while the business 
suppliers and ocher creditors of the business got almost nothing. 

As soon as the company becomes profitable, the myriad of estimated tax payment 
rules must be dealt with. It is not out of the ordinary that these rules require the 
financial books be "closed" within a matter of days in order to make the 
calculations (usually more than one calculation including AMT analyses) and 
arrange for payment by the I5th day of the following month. This assumes the 
availability of accounting personnel as well as hardware and sophisticated 
accounting software. 

Employee Benefits — addins and attraciine employees as the business £rows. 

There arc a myriad of reasons why the addition of employees to any business 
increases the compliance burden and potential problems with the IRS. We carmot 
hope to do justice to the entire topic today. This Committee is well aware of the 
problems of classification of workers as independent contractors or employees. It 
is one of long standing and difficult to resolve. It will persist in any tax system 
that involves distinctions between these classes in terms of deductibility of 
compensation paid or in the treatment of benefits provided. However, and more 
importantly, the so-called "qualified plan rules" in the federal tax code have 
changed an inordinate amount since 1981, causing many to "give up the ghost" and 
eliminate their retirement plans altogether. The small businessperson today has 
little other choice given the very complex set of tax criteria faced in setting up a 
plan and even in determining which employees can participate in a plan. These 
complexities can extend to other sorts of employee fiinge benefits as well. 
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An employer that offers mairicd employees a choice of benefits can find that 
instead of improving the lot of their workers as intended, they have created a 
nightmare. According to the IRS, if an employer gives a married employee a 
choice between health insurance and improved retirement pay, so that employees 
who have superior coverage through their spouses can benefit in another way, the 
company has inadvertently caused the employee who chooses to stick with the 
health plan to be taxed on that benefit which is a totally counter intuitive result. 

Oneoim Complexity — durim a company 's operatins lifetime. 

The federal tax code is full of rules for which the balance between complexity 
imposed on the taxpayer and federal revenue benefit is highly questionable. We 
have a trillion dollar plus per year tax system, with parts of it adding complexity 
for U.S. business enterprises that are an anathema to the rest of the world. 

Uniform Capitalization Rules , 

IRC Sec. 263A requires taxpayers that cany inventory, such as 
manufacturers and retailers, to capitalize a portion of their indirect 
costs. If you have an off-site storage facility, the costs of that 
warehouse must be capitalized into inventory. Similarly, the salaries 
and payroll taxes of the person purchasing the inventory must be 
capitalized. The inventory accounting system for tax purposes is 
generally not acceptable under accounting principles, so that 
taxpayer generally does not even have the option of conforming 
book accounting to the tax accounting system. Therefore, the 
taxpayer must maintain both systems. This discrepancy causes 
major difficulties for small businesses and entrepreneurs. 

The best example of this problem is the company that paid their 
accounting firm S200.000 to perform an analysis of their inventory 
accounting system which concluded that the uniform capitalization 
rules required the taxpayer to make an additional one time payment 
of SSO.OOO. What this means for a company with a constant level of 
inventory is that the federal government gets a one time revenue 
pickup and the taxpayer gets an additional accounting system for tax 
purposes that, legally, must be maintained in perpetuity. 
Furthermore, the company may have taken a business deduction for 
the $200,000, in effect costing the government rev. .e. 

Larger and more sophisticated businesses can reach an acceptable 
compliance level after working with complex rules for a number of 
years, as long as those rules do not change. But new businesses and 
large existing companies that must face complicated new rules 
struggle and spend inordinate amounts of time and money to 
implement such rules. A timely example is the interest capitalization 
component of the Sec 263A rules that are newly effective 1/1/95. 
The IRS, eight years later after enactment of the provision, has 
finalized rules for capitalizing interest that depart dramatically from 
current practice and will require much adjustment by many taxpayers 
in different industries. Real estate developers will be required to 
keep detailed records of construction costs incurred as of certam 
"measurement dates" in order to decide how much interest must be 
capitalized. This data would not be kept for any other purposes. 
Additionally, in some cases, entities without construction activities 
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must capitalize interest because of construction activities of related 
companies. 

Basic Definitional Issues . 

Whenever definitions are a key component of a tax rule, problems 
and complexity result and sometimes these are out of balance with 
the benefits to the system. A recent example is the excessive 
difficulty, time and money taxpayers have spent to determine their 
non-deductible "lobbying" expenses and to allocate the proper costs 
thereto. Definitional issues arise in many parts of the Code. Today 
we see problems even in the definition of those activities that 
everyone agrees should be most promoted, such as basic and 
experimental research. 

A recent meeting I had with a seasoned, highly qualified CEO of a 
high technology firm which is developing state-of-the-art technology 
in a field historically dominated bv Japanese companies, is 
illustrative of this problem . In order for him to be comfortable with 
our tax advice on the company's research and development, he spent 
20 hours understanding the tax regulations on the issue. He was 
most disconcerted that our tax system is so complex that he must 
re-allocate his time to this effort instead of adding real value in his 
field of engineering. Not only was his time not well spent, but he 
also lost the training and coaching time he would have spent with 
either his engineering or marketing teams. 

''Passive Activity. ” 


These rules are complex, some would say unpenetrable. And the 
rules affect anyone who has a piece of rental real estate or a limited 
partnership interest, no matter how small. It is virtually impossible 
to calculate without a computer program. This source of complexity 
affects all types of taxpayers. A great many middle and lower 
income retirees, in an effort to maximize the rate of return on their 
savings, have brokers and investment advisors that have invested 
them in a small interest in a limited paitnership, typically $5-10,000. 
An experienced tax advisor can easily spend 20 hours performing the 
calculations that can have little impact on ultimate tax liability. We 
run the calculations on powerful computers, and even then the time it 
takes to input the data seems ridiculous. This breeds 
non-compliance often involuntarily. 

Fundamental procedural complexity. 

Procedural rules should be measured against a common sense 
standard. The best example of a procedural rule that communicates 
the wrong message to a taxpayer when discovered is perhaps the rule 
for the due date of tax deposits. Taxpayers who must make multiple 
deposits of taxes during the month frequently send a messenger to 
the bank to make sure the payment is there on time. Few taxpayers 
understand that the payment is treated as if made at a baiik and 
recorded when the bank closes ite books, not when it closes its 
doors. 
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For example, the company that dutifully sends a messenger to the 
local bank before it closes at 3:00 PM is one dav late if the bank has 
closed its books at 2:00 PM . Worse yet, if the company sends its 
payment directly to a Federal Reserve bank at 2:00 PM and the 
Federal Reserve bank closes its books at noon, the taxpayer is one 
day late even though its check is in the system faster than if the 
company deposited on time in the local branch office. Imagine the 
reaction of extremely compliant taxpayers when the IRS assesses 
large penalties and interest on all the taxpayers' past tax deposits due 
to the taxpayers' misunderstanding of the system. 

Multinational Businesses — srowine into forehn markets. 

The income tax system is currently inordinately complex and burdensome for U.S. 
companies trying to do business abroad and we urge the Congress to assess the 
nonproductive costs it is placing on these companies. Even within the constraint 
of our current system, significant improvement can be made to the workability of 
the rules, reducing the areas of uncertainty and excess burden. 

For U.S. multinationals, the present rules make it very hard to get foreign earned 
dollars back to the US efficiently. Frequently, rather than repatriating cash earned 
by foreign operating subsidiaries, and thus making this cash available for U.S. 
investment and job creation, companies are investing this cash abroad in active 
businesses so as to avoid other tax costs that would be incurred if the cash were 
repatriated. 

For example: Many U.S. parent companies experiencing U.S. net operating losses 
often choose to let their foreign operating subsidiaries invest their earnings 
offshore rather &an paying dividends into the U.S. Payment of a dividend very 
likely would resiilt in the permanent forfeiture of the ability to utilize foreign tax 
credits prop^y associated with the dividends. Repatriating the earnings to the 
U.S. woi^a result in double taxation and a significant waste of the companies' 
investm^n^i?e^ources. 

In a number of ways, the current system presents obstacles to US companies trying 
to penetrate foreign markets. First, the foreign tax credit rules require companies 
to deal with the tax implications of any intemationai investment and the result is 
that many investments can not meet the company's so-called "hurdle" rate of return 
because of^ tax costs involved. In this regard, the rules for allocating expenses, 
includin^^M^ to foreign source income tend to overallocate these expenses to 
such income. This has the effect of unfairly and inappropriately reducing foreign 
source income to the point where foreign tax credits associated with this income 
are rendered unusable. The expense allocation and other FTC rules do not have to 
be as complicated or harsh to serve the tax policy purpose for which they were 
conceived. 

Intemationai joint ventures in particular are fi-equently further discouraged 
because of the effect of the rules under the Code’s "toll charge" rules. All too 
frequently, the transfer of technology to an intemationai joint venture cannot be 
done without incurring "deal breaking" tax costs. In essence the global 
exploitation of US created technology is greatly undermined because of our tax 
mles. These mles simply have not kept up with the developments in the world and 
the need to enhance the position of US companies, products, and technologies 
abroad. 
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Summary 

The current tax system has grown over the years with layers of sometimes conflicting 
policy, most of which were designed to raise revenue within the constraints of whatever 
political compromise could be reached at the time. That layering of policy creates a 
compliance nightmare and breeds both voluntary and involuntary non-compliance. The 
additional burden affects U.S. taxpayers on at least two fronts: unnecessary compliance 
burdens drain business and family resources from more productive endeavors; taxpayers 
often must compete on price with someone whose tax situation is less complex, or who is 
less compliant, or in the case of multinational companies, with a foreign firm which bears 
less tax burden. 

We suggest that your Conunittee adhere to two principles regardless of whether you 
decide to replace the current system or merely reform it: 

• Make clear consistent policy choices - conflicting policy goals create complexity 
and unnecessary burden. 

• Strive for simplicity in every aspect of your policy decisions. Tax complexity, 
when it competes with the time individuals have for work and family or the time 
that business executives and others have to compete in an ever more complex 
global economy, reduces GNP and breeds significant voluntary and involuntary 
non-compliance. 

It is with great respect for the process ahead of you that I must observe that completely 
replacihg-the^urrent tax system is a legislative initiative that no Congress has attempted. 
It will require the best economic and policy analysis plus your base of experience with 
constituents. Fundamentally, it will require you to shape a tax system that comports well 
with the American ethos. 

Thank you for the opportunity to testify and I would be pleased to respond to any 
questions. 
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Chairman Archer. Thank you. 

Our next witness is William Dakin, senior tax counsel for Mobil, 
Fairfax, Va. 

You may proceed. 

STATEMENT OF WILLIAM G. DAKIN, SENIOR TAX COUNSEL, 

MOBIL CORP. 

Mr. Dakin. Mr. Chairman, distinguished Members, it takes 57 
man-years at a cost of $10 million to prepare Mobifs Federal in- 
come tax return. 

Each year we study the changes that Congress has made to the 
Internal Revenue Code — ^five major tax bills since 1986 — the new 
regulations and rulings published by Treasup^ and the IRS, and 
the court decisions. At yearend, we send revised instructions and 
forms to 260 U.S. incorporated companies and 475 foreign incor- 
porated companies. It takes 250 pages of instructions and forms 
just to collect the information we need to prepare the return from 
each of our U.S. incorporated companies doing business in the 
United States. It takes 330 pages of instructions and forms to col- 
lect the information we need from our U.S. incorporated companies 
operating outside the United States because the foreim provisions 
of the Code are so complex. And it takes 200 pages of different in- 
structions and forms to collect the information we need to file on 
behalf of each of our controlled foreign corporations. 

We keep our books according to generally accepted accounting 
principles. As soon as our books are closed in March, accoimtants 
throughout the world spend the next 2 to 3 months adjusting our 
financial accounting to the special accounting that the tax law re- 
auires and sending the results to our tax group in Dallas. This tax 
data is collected, analyzed and reported solely for the IRS. It is of 
no use to our creditors, our investors, any foreign government or 
the people who run our business. 

From May through September, 40 tax return preparers — ^they are 
over there in that photograph — verify the data received from the 
field locations and do the tax calculations. Each of our companies’ 
taxes has to be calculated twice, once for the regular tax and again 
for the alternative minimum tax. 

[The following was subsequently received:] 
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On September 15, 1994, the tax return for 1993 that you see be- 
fore you was delivered to the IRS offices in Dallas and Austin. It 
consists of 9 volumes; it totals 6,300 pages and it weighs 76 
pounds. That is this, also in the picture. 

The return itself, however, is just the tip of the iceberg. It could 
not be prepared without doing the work to connect it to Mobil’s 
books and records. This stack consists of the workpapers for just 
1 of our 745 companies. The total workpapers for the 1993 return 
consists of 146,000 documents. This is a 27-percent increase over 

1986, the last year before the Tax Reform Act of 1986 took effect. 
I might say that our return was two-thirds of this size prior to 

1987. 

However, to the costs of filing the return must be added the costs 
of conducting the audit. Mobil maintains 16 full-time employees in 
Dallas, assisted by 17 full-time equivalents in other locations to 
work on the audit. Our total costs of conducting the audits run 
about $5 million per year, and this figure does not include litiga- 
tion costs or outside counsel fees. 

Due to the complexity of the tax rules in our last audit cycle, 
1987 through 1988, we received requests for information on 8,000 
different items. Each request required Mobil to produce one or 
more documents from various locations around the world and to 
prepare written responses to the questions asked. 

In our current audit cycle, 1989 through 1991, requests are run- 
ning about 30 percent ahead of where we were at this point in the 
last cycle, which would give us something over 10,000 items being 
looked at. 

We are currently working with the IRS to finalize unresolved is- 
sues which date to 1974. 

Mr. Chairman, Mobil’s experience in complying with the tax law 
since 1986 is that it has become far more complex than it needs 
to be to protect the revenue. This complexity creates serious prob- 
lems for both taxpayers and the IRS. 

We look forward to working with you and your Committee in 
making the tax law less complex and reducing the heavy compli- 
ance costs that U.S. taxpayers now bear. 

Chairman Archer. Mr. Dakin, thank you for your presentation. 

Our final witness will be introduced by our colleague. Congress- 
man Nethercutt. 

Mr. Nethercutt. Thank you, Mr. Chairman and Members of the 
Committee. 

It is my pleasure today to have the opportunity to introduce to 
you and the Committee, Wayne Williams of Liberty Lake, Wash. 
Mr. Williams is here to testify about the economic impact of Fed- 
eral estate taxes on closely held family businesses. 

Mr. Williams is not only an inventor and an entrepreneur and 
a community leader, but he is also the president of a company 
called Telect, which is a company very heavily involved in the tele- 
communications industry, and he is uniquely qualified, I believe, to 
testify about the effect of Federal and State taxes on family held 
businesses. It is my honor and pleasure to introduce Wayne Wil- 
liams today. 

Chairman Archer. Mr. Williams, you may proceed. 
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STATEMENT OF WAYNE E. WILLIAMS, PRESIDENT, TELECT 
CO., LIBERTY LAKE, WASH. 

Mr. Williams. Thank you, Mr. Nethercutt. 

I commend Chairman Archer for initiating this hearing. I come 
before the Committee today representing my family and the nearly 
13.5 million other family businesses in tne United States. I am also 
here on behalf of my employees, who represent a few of the nearly 
20 million family business private-sector jobs that were createa 
during the eighties. Telect is a closely held S corporation. With the 
exception of one outside family member, all of the members of the 
corporation are family. We have grown from 3 employees 12 V 2 
years ago to nearly 600 employees today. We compete on a national 
and international basis. Our 1994 sales were over $41 million. We 
are a company that offers good jobs and good benefits. This has 
happened solely with the dedication, planning, and efforts by my 
parents and me as well as the efforts of our number one asset: Our 
employees. We may appear to be a large business to some, but we 
are a mere tadpole amongst killer whales in the emerging tele- 
communications and videocommunications industry. 

When my father decided to start Telect in 1982, he was con- 
cerned about where his kids would work and what opportunities 
would be available to them. On September 13, 1982, he started a 
family business. My mom, a housewife of 20 years, entered the 
workplace and collected no salary for nearly 2 years. I was directly 
out of high school and went to work on the first day. 

Our philosophy has been to reinvest our profits into new prod- 
ucts, employees, and our expanding international opportunities. We 
pay millions of dollars in taxes every year. The government looks 
at my family’s tax returns and sees millionnaires. We look at our 
family’s tax returns and see over 600 families living productive 
lives. 

In 1986, we began the onerous task of planning the succession 
in our company. This included leadership and ownership of our 
family business. The leadership is the part of business that every 
business should be concerned with. The ownership and death plan- 
ning efforts of the business are areas that should not have to take 
up time and money. It has been estimated that compliance costs of 
the transfer system, including compensation to attorneys and ac- 
countants, amount to approximately 65 percent of the revenues re- 
ceived [Payne, Unhappy Returns, 91 TNT 264-57, at 4 (1991)]. We 
are proud of what our family has accomplished during the last I 2 V 2 
years. The opportunity for the family business is thriving, but the 
perpetuation of the business into the future is at jeopardy due to 
the costly effects of our silent partner. Uncle Sam, waiting to cash 
out upon the death of my parents. 

I am sure that each of you are already aware that with a pri- 
vately held family business, the majority of family net worth is tied 
up in the family business. The business offers little, if any, liquid- 
ity. Uncle Sam has really done nothing to help our business and 
has already been for that contribution paid. 

I chuckle when the issue of estate taxes comes up and our gov- 
ernment says that we have allowed you to pay estate taxes for over 
15 years. That doesn’t mesh with our philosophy of trying to reduce 
our debt, rather than to increase it. It appears Uncle Sam wants 
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business to go into debt rather than to reinvest into economic en- 
hancing and asset building opportunities. 

I understand that two countries that the United States competes 
with on an international scale, CJermany and Japan, have made it 
much easier for their family businesses to thrive from generation 
to generation. We have made an effort to maximize gifting and are 
much further along in estate planning than most other family busi- 
nesses. 

My parents have used their maximum life exclusion of $600,000 
each which is basically the value inside the business and are using 
gifting allowances on an annual basis in order to mitigate the es- 
tate taxes that would be levied upon their death. In addition, a life 
insurance trust, costing our company and the employees nearly 
$250,000 annually, has been set up to allow the heirs to cover po- 
tential taxes. The trouble is that as the company grows, soon it will 
be impossible to buy enough insurance to cover the death tax obli- 
gations. At the same time we pay enormous amounts of income tax 
yearly on the profits of the company and still face a threat to the 
longevity of the company because of estate taxes. 

If you kill the company at the time the owners die, you are losing 
the golden egg of future taxes that the company would generate 
plus income taxes of employees. This ultimately affects the govern- 
ment because it is short-term gain but long-term pain by eliminat- 
ing the company, the jobs, and the annual taxes. 

If my parents died today while I am testifying before you, I 
would have to go back home and prepare a check to Uncle Sam for 
approximately $6,793,000. That seems ridiculous considering the 
fact that their estate is mostly made up of nonliquid assets in a 
business that is thriving. Not only does it seem unreasonable to tax 
someone for their estate based on business interest, death is the 
worst time to be trying to pay such exorbitant taxes. 

Please eliminate this tax from the estates of closely held family 
businesses. If the competitiveness of the United States is to in- 
crease, please quit thinking that this is taxing the wealthy and re- 
alize that it is affecting millions of jobs. And please realize that 
closely held family businesses are managed not against quarterly 
results, and many times not for the financial return to the share- 
holder, but are managed for the greater good of people and prod- 
ucts. 

Thank you for allowing me this opportunity to speak for family 
businesses. I realized one thing as I prepared this testimony. I am 
going back to Spokane, Wash., to work on a new product, a product 
that would let the founder and family members of closely held fam- 
ily businesses live forever, because if this product was developed, 
we would never have to worry about this tax. 

Chairman Archer. Thank you, Mr. Williams. 

Mr. Crane will inquire. 

Mr. Crane. Thank you, Mr. Chairman. 

I want to salute our witnesses today and express appreciation for 
their testimony. I was brought up, I think, the way everv one of 
you was as a Kid, and I tried to indoctrinate my kids in the same 
manner: Namely, don’t squander the paycheck at the end of the 
week on instant gratification but put something away for the pro- 
verbial rainy day. 
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I remember when my son was a teenager and he got his first 
check, and I am counseling him thus, and he said, “That is nuts, 
daddy.” I said, “What do you mean, that is nuts, George?” He said, 
“If I blow it at the end of the week on instant gratification, they 
only get at it once.” I reflected on that, and then came to the real- 
ization that if he invested, say, in Motorola or Mobil when they 
make a profit, it gets hit a second time, dividend distribution it 
gets hit a third time, sell your stock, enjoy a capital gain a fourth 
time, and the ultimate obscenity in the Code is when you have the 
audacity to die and leave them, they come in and bash your be- 
reaved spouse and loved ones. 

Our Tax Code does profound violence to all the values we believe 
in in this system. And for that reason I am grateful for these hear- 
ings. I have promoted a flat tax bill for 25 vears and I called it a 
tithe tax. It was only a 10 percent hit and admittedly that wouldn’t 
have covered revenue losses, but my ar^ment was we are brought 
up to believe we had an obligation to tithe because the Bible taught 
us so and that if God asked for only 10 percent Caesar should ask 
for no more. 

But I am willing to listen to the variety of options. And I salute 
especially our Chairman. I know his reservation about the flat tax 
concept is you have left the roots in the ground and some future 
Congress might come back and try to recreate the complexities of 
our current Code. 

So I will happily listen to the input on other proposals such as 
Sam’s proposal for a value-added tax. All of this is, to me, designed 
to address pulling the IRS out by the roots and the whole crowd 
cheers as the Chairman was saying. 

People have had it up to here with this stupid Tax Code we have. 
Simplification is part of it. I agree equity is a part of it. But I 
would argue on the flat tax, if you were only taxing above the pov- 
erty line and the poverty line was $10,000, you make $20,000, and 
under my tithe tax you pay 10 percent, you would owe $1,000. If 
you made $100,000, you pay $9,000. You are not bu 3 dng anything 
more from government by making $100,000 than making $20,000, 
So there is a distinction made based upon your income level. But 
on the question of pulling the roots out, I am intrigued by our 
Chairman’s line of ar^mentation there. 

One final question I would like to raise, and I have heard Milton 
Friedman say it many times, is it not accurate that only individ- 
uals pay all of our taxes? Businesses, in my flat tax bill, are not 
taxed because they don’t pay taxes. That is a cost of doing busi- 
ness. You’ve got to fi^re out how to pass that load through and 

§ et a fair return on investment or you are out of business. That 
eing the case, people need to open their eyes up to the fact that 
you are either paying for it with your tax hat on or paying for it 
with your consumer hat on. People also need to focus on the total 
magnitude of the burden and that is the burden of the waste in- 
volved in all the paperwork and all the man-hours invested by a 
business to be in compliance. 

Is there anyone that would find fault with that argument, espe- 
cially Mr. Dakin? 

Mr. Dakin. Mr. Crane, I think my purpose this morning was to 
provide the Committee with facts and figures and statistics to con- 
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vey what the magnitude of the corporate tax compliance burden is 
on filing returns and conducting audits, particularly for those com- 
panies that conduct business overseas. I think I will have to limit 
my answers to questions along those lines, sir. 

Mr. Crane. Well, let me add one further question. I have heard 
that two-thirds of the revenues paid by business, two-thirds of that 
amount above and beyond what is paid in taxes, is the cost of being 
in compliance with our Code. 

Mr. Dakin. The figures that were in my testimony today were 
the actual costs of filing our returns and conducting our audits on 
an annual basis. And I was really focusing on the system by which 
we collect the revenue and not talking about the — of course, the 
taxes we pay are much greater than that. 

Mr. Crane. Well, my time has expired, but again, I thank you 
all for participating today. 

And, Mr. Williams, did you have a comment? 

Mr. Williams. Yes, I would like to respond to that. I think that 
is a competitive issue, even from an international standpoint, that 
just OBRA 1993, the retroactive tax portion, cost our company an 
additional $300,000 during that year. That is something that we 
had not planned for. That was — with the new tax based on — at the 
individual income level, because we are a sub S corporation — was 
about a $112,000 increase anyway; but being retroactive, that is 
nearly — that is a product line for us. 

We will spend $200,000 to $300,000, typically, in development of 
passive product lines. And today, like in 1990, we did that with one 
particular product. We have about 90 jobs dedicated to that one 
product line today. So when you take the $300,000 just in the ret- 
roactive portion out of it, we had to push off research and develop- 
ment on some products, and it ended up affecting the jobs of 90 
people. 

Mr. Crane. Well, what you are suggesting then is there is a po- 
tential for big job expansion and all of the people who are tax law- 
yers and CPAs can find more productive work. Thank you. 

Chairman Archer. Very briefly, Mr. Dakin, just to be sure the 
Committee understands. Are the documents, the papers that you 
have in front of you there, 1 year’s tax return for your company? 

Mr. Dakin. These four piles are our tax return. 

Chairman Archer. Is it possible, without falling, for you to stack 
them all on top of one another? 

Let me be precise in my question: That is the return, that is 
none of the workpapers and everything else that went into develop- 
ing the return. That is simply the tax return itself. Is that correct? 

Mr. Dakin. Yes, sir. It is 76 pounds of return. It is nine volumes, 
each of which is about 5 inches thick. And this is simply the return 
per se for 1 year. Obviously, we may — it does not include an)rthing 
else. This is simply the return, strictly defined. 

Chairman Archer. Well, once, when we were in tax reform hear- 
ings back in 1986, our colleague, Andy Jacobs, when they began to 
talk about all the workpapers that had to be filled out before you 
could get to filling out your return, commented that by the time 
you get to the point of filling out your return, it is “Miller tiine.” 
And I just wonder, the workpapers and everything behind getting 
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to this point of having this return must be far more voluminous 
than the return itself. 

Mr. Dakin. Indeed they are. Let me just stop this constant bal- 
ancing act which I always 

Chairman Archer. Yes, sir, I don't want to jeopardize your phys- 
ical well-being there. 

Mr. Dakin. Mr. Chairman, these are the workpapers for one com- 
pany, for 1 year. The company is Mobil North Sea, Ltd., which pro- 
duces crude oil in the UK sector of the North Sea. This is one com- 
pany for 1 year. We have about 745 companies for which we have 
to prepare returns. The return — the workpapers are very volumi- 
nous. 

Chairman Archer. Thank you for physically demonstrating the 
cost of compliance with the current Income Tax Code. 

Mr. Gibbons will inquire. 

Mr. Gibbons. Mr. Chairman, I don't have any questions of this 
panel. I thank them for coming and for the information they have 
imparted. 

Chairman Archer. Mrs. Johnson will inquire. 

Mrs. Johnson of Connecticut. I appreciate your testimony; it 
has been very, very vivid and very helpful, and certainly we are 
keenly aware of the need for simplification. But as we move in this 
direction — and you don't have to answer this now, but if you will 
get back to us — what will be the impact of eliminating, for in- 
stance, research and development tax credits; and should we really 
try to wipe out everything, such as the deductibility for health in- 
surance premiums? 

Where do we draw the line? What really does affect economic ac- 
tivity? Where is the line between an absolutely simple flat tax, 
what Mr. Dakin has showed us, and a Tax Code that fosters eco- 
nomic activity, personal security, and strong families? Anyone who 
wants to respond — Ms. Beard. 

Ms. Beard. We get into all these schedules like when you de- 
velop or purchase a capital item, or something, you get these cred- 
its, then you have to depreciate your expenses over the income pe- 
riod. If you could take those expenses as the money leaves, because 
you no longer have the cash, and do it as cash, or on an as you 
go basis. Get rid of the schedules. I mean research, capital equip- 
ment, employee benefits are a cost of doing business — and should 
be treated as such. 

When I buy a vehicle or when I make a capital improvement, the 
money is gone. We don't have that money, but yet we are paying 
income tax on that money and we are depreciating, taking it for- 
ward and getting benefits years later. Business is on a day-to-day, 
month-by-month basis, and I think we need to drop the complexity 
and allow our taxes to reflect that. 

Mrs. Johnson of Connecticut. Thank you. , 

Mr. Williams. -■ 

Mr. Williams. I think in — if the whole Tax Code is completely 
revitalized and just, as Chairman Archer has brought up, torn out 
by the roots, I think there are issues that we could deal with, even 
on research and development tax credits and health insurance 
credits. 
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I know it is basically — I think everybody in the United States is 
so fed up with the system right now that we are willing to look at 
anything. Our — it is interesting the impact, even at a personal 
level, because I have got like one of my sisters, she made — she is 
not with the company right now. She made about $15,000 a year, 
and just the income from the company that got put on her tax re- 
turn prevented any charitable deductions for her, prevented any of 
the normal expenses that somebody else would get at $15,000, be- 
cause of the income of the Compaq. And she never saw that. 

You know, no one sees that. Tnat is the way — so there are so 
many things that are still impacting us besides this Federal Code, 
in that we still deal with the State reflation, the State taxes. 

In Washington State we have a business and occupation tax 
which is just crazy. I think that we are willing to look at about 
anything at this point, and offer any suggestions, too. 

Mrs. Johnson of Connecticut. Thank you. We will look for- 
ward to your input. 

Mr. Crane [presiding]. Mr. Bunning. 

Mr. Bunning. Thank you, Mr. Chairman. 

This is a question for anyone on the panel who wishes to answer. 
If we just took the Tax Code, both the corporate and the individual 
Tax Code, and started from scratch — and that is what I think that 
the Chairman has in mind — what would be the first thing that you 
would suggest? 

Ms. Beard. To keep it simple. 

Mr. Bunning. Right. Well, flat tax does that very well, but 
whether it is fair or not is a question for individuals. I am not sure 
how we handle the corporation end of it. 

Ms. Beard. There has not been a whole lot of detailed informa- 
tion on the flat tax. When I was at the airport, 1 started picking 
up magazines and getting more information on the way here. There 
is a lot more information coming out this week, regarding both na- 
tional sales and flat tax proposals. But I think that as I look at the 
national sales tax, we have a State sales tax in Illinois on retail. 
It is not all that simple. You have all these different CToups that 
are tax exempt. So as I do business, if I put in a fence for a school 
district, church. State or city government, they are tax exempt. 
When I buy a product, I don’t say, oh, this is going for a tax-exempt 
job or this isn’t. I usually order all materials into stock with tax 
paid at source, because we are in construction. 

Mr. Bunning. That includes your local and State taxes also? 

Ms. Beard. Yes. 

Mr. Bunning. So there would have to be some kind of coordina- 
tion? 

Ms. Beard. But then trying to get the deduction back or get the 
credits back once it is paid. It would have to be simple and timely. 
For example: On a $20,000 project, a 17 percent sales tax would 
be $3,400 that I would lose use of and for small business this could 
create big problems. 

Mr. Bunning. It takes longer to get it back than to pay it. 

Ms. Beard. We don’t get it back from them. I mean, it is a com- 
plex hassle. 

Mr. Bunning. Mr. Dakin, in the tax bill that we recently passed, 
we phased out the alternative minimum tax over a period of time. 
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How much would that phaseout of the AMT affect your corpora- 
tion? 

Mr. Dakin. The AMT is one of the two major sources of complex- 
ity in the Code, the other being the foreign provisions of the Code. 
So that phasing out the AMT and eliminating the need to calculate 
each tax twice would be a major reduction in workload. 

Let me ask — let me ask my prompter here if I can get a better 
estimate for you. 

Mr. Bunning. Certainly. 

Mr. Dakin. It should cut our workload by about 30 percent. 

Mr. Running. Thirty percent? 

Ms. Skidmore, in the alternatives that we have been discussing 
back and forth, like flat tax, consumption tax, VAT tax and other 
things, is there one that would make life simpler for the accounting 
group and/or tax lawyers and/or anyone else that has to worry 
about compliance — correct compliance, anyway? 

Ms. Skidmore. As all these alternatives are in the formative 
stage, we are analyzing details of each one. And certainly the pecu- 
liarities of these systems will be analyzed for our clients. At that 
point, we will be able to determine if one provision under one sys- 
tem versus another will have a dramatic impact on complexity and 
what the economic impact would be on certain of our clients’ indus- 
tries. 

Mr. Running. Let me ask the whole panel, what percentage of 
your employees pay more in FICA tax than they do in Federal in- 
come tax? 

Ms. Beard. All of them, including my husband and myself. 

Mr. Running. What about you, Mr. Williams? 

Mr. Williams. I would say it is a significant amount in our case. 
The same, I don’t have the exact figures on that, but that would 
be an interesting 

Mr. Running. The reason I ask that is that when we get into 
looking at the overall tax burden of an individual across this coun- 
try, we find that more people pay more money in FICA tax than 
they do in income tax. And I just wondered how it was with the 
businesses that you are involved with. 

Mr. Dakin. If you are referring to the employee share of FICA, 
we would estimate that few of our employees would pay more FICA 
than 

Mr. Running. I am looking at both ends, the employee and the 
employer, since you match. 

Mr. Williams. That is right. 

Mr. Dakin. If you combine the two, the number would be even 
smaller. Not many. 

Mr. Running. Ms. Skidmore, since you do the taxes, how do you 
find that? Are more of your clients paying more in Federal income 
tax than they do in FICA? 

Ms. Skidmore. I don’t have any of those statistics available, un- 
fortunately. 

Mr. Running. I thank the panel for their input. 

Mr. Crane. Thank you. 

Mr. Rangel. 
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Mr. Rangel. Thank you, Mr. Chairman. I assume that if we 
were able to pull this system out by the roots, we would have to 
get back to some type of system. 

I will assume that all of you would support a system that will 
remove the investments that you are making in the business and 
the salaries you pay for employees and that tnat should be allowed 
to be deducted as relates to the income. There are no objections to 
that, all right? 

And furtner, if indeed we are trying to discourage consumption 
and encourage savings and investment in plant and equipment, 
that if we manipulate the Code so that it would cost you less in 
taxes to do it, no one would object to that, since the whole idea is 
investment. My question then would be to Mr. Dakin and anyone 
else, if you take advantage of all of the things that we would try 
to do in order to encourage investment, at some point you would 
have no tax liability, it is possible, under many of the scenarios we 
have today; and that is the reason why we say that, well, there 
should be at least a minimum tax, because if a business takes ad- 
vantage of all the incentives, you know, it could be the government 
owes them money. 

Would you consider having an alternative minimum tax under 
those scenarios? 

Mr. Dakin. I would suggest, sir, with respect, that it might — ^it 
might be better to try to get it right the first time in the regular 
tax so that you don't need a minimum tax. If you 

Mr. Rangel. But what I am saying is, one way to do that is not 
to give the deductions for certain of the expenses or investments 
that we do now. Would you suggest that we look at that and per- 
haps avoid a particular taxpayer from having no liability at all? 

Mr. Dakin. I think you have to take a look at the totality of the 
special provisions which Congress has written into the Code over 
the years. 

Mr. Rangel. Forget that, because we are pulling that up by the 
roots. So it won't be there. 

Let me just ask this question: When we pull the darned thing up, 
what sounds closer to you as being the most fair way to go, rec- 
ognizing that any system is going to have its problems, but if the 
options were flat tax, sales tax, consumption t^, value-added tax? 
And since I know that you have given some thought to the replace- 
ment, could each of you just say what comes the closest, assuming 
we still would have to make adjustment as to what the replace- 
ment would be for the existing system? 

Ms. Beard. 

Ms. Beard. I think — a flat tax is what I see, and part of my rea- 
son for that is, if you keep it simple enough, those that are not 
high-wage earners, your middle-income, family households and 
such would not have the ability to reduce taxes through savings. 
They don't have the money that they can save at such a high per- 
centage. 

People who make the most would have the ability to save the 
most, therefore reducing their tax burden the most. 

Mr. Rangel. With this flat tax, would it take into consideration 
the number of employees, wage earners in a family? Or the size of 
the family, would you want that to be considered? 
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Ms. Beard. You would take the family income and then allow ex- 
emption, you know, for head of household, single, married and so 
forth, and dependents. 

Mr. Rangel. You would have exemptions. Would you have de- 
ductions? 

Ms. Beard. There would be the deduction for so many people, 
and then what remained in excess would be taxed at a flat rate. 

Mr. Rangel. How about when you get a new home, first home, 
young and just getting married, do you think the interest for that 
home should be deducted? 

Ms. Beard. Well, what you pay for rent is not deducted at all. 
When you buy a home, you have something in the end to — where 
you won’t be paying rent forever. I mean, there is a decision that 
is made 

Mr. Rangel. No, I just asked — so the answer is no? 

Ms. Beard. Personally, I am not opposed to doing away with the 
mortgage. I know a lot of people would be. There would be a dra- 
matic impact on the housing, real estate, and banking industry if 
abolished. 

Mr. Rangel. How about the Social Security deduction, should we 
continue that? 

Ms. Beard. I think Social Security should go through a major 
transformation. 

Mr. Rangel. How about the health care for the aged that is de- 
ducted, should that be eliminated? 

Ms. Beard. I think health care deductions are for the benefit of 
all. With the crisis that it is, we need to encourage individual re- 
sponsibility. If health care is not deducted, it is too often going to 
be paid for by someone else, including tax -financed programs. 

Mr. Rangel. And regardless of the income, you believe that even 
though wealthy people have more disposable income and spend a 
lesser percentage actually on things like food and clothing, that it 
should be just one rate fits all incomes? 

Ms. Beard. On consumption, in Illinois, sales tax has been 
viewed as a regressive tax, because an extremely low-income family 
would pay more for clothing and different essentials that they 
need, while not having any ability to save. 

Mr. Rangel. You would make adjustments based on 

Ms. Beard. Well, if you start making adjustments, “in fairness,” 
you are going to complicate the system to where, as a storeowner, 
it would become a bookkeeping, administrative nightmare. You say, 
this guy only makes so much money, therefore I can only charge 
him X amount of sales tax. Then the documentation in reporting 
could prove to be far worse than our current system. 

Mr. Rangel. Would you not want to make adjustments based on 
fairness? 

Ms. Beard. Well, then you get a paperwork nightmare for the 
small business owner and the shopowner that has got to say 

Mr. Rangel. You want to avoid the nightmare and still be fair? 

Ms. Beard. Yes. 

Mr. Rangel. You would like to be fair? 

Ms. Beard. I think it ought to be fair. 

Mr. Rangel. Eveiyone believes the tax system should be fair? I 
mean, there is no objection to being fair and equitable? 
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Mr. Williams. Mr. Rangel, I would like to comment, too. 

I think, in place — in talking about the wealthy Americans, in a 
subchapter S corporation, because of that, I think it gets — it is a 
picture that is not true with the income tax on the corporation. 

I think, in proposing something like the flat tax, I think we need 
to get to the point where the States collect the taxes, and we give 
this body here a proportionate share of the services that we are 
gaining from the Federal Government; and that we have to look 
at — the businesses and individuals need to be looked at separately, 
but they are both benefiting, the jobs. And I mean, we are looking 
at this with the advent of GATT, with the World Trade Organiza- 
tion, with lots of discussion going on. 

We have to look at our corporate competitiveness. I even question 
why Mobil has 750 corporations and, in many cases, why all these 
companies have to be set up because of the Tax Code to do that, 

Mr. Rangel. What function do you believe the Federal Govern- 
ment should actually 

Chairman Archer. The gentleman’s time is about to expire, 

Mr. Rangel. Son of a gun. I will get another chance, I think. 

Thank you, Mr. Williams. I thought you were thinking the same 
way I was. 

Chairman ARCHER. Mr. Hancock will inquire. 

Mr. Hancock. Thank you, Mr. Chairman. 

Mr. Dakin, you are aware of the fact that you are not under oath 
in this hearing. If you were under oath, would you be willing to 
swear that that tax return is absolutely 100 percent in compliance 
with all the tax laws? 

Mr. Dakin. I am delighted that you asked that question, because 
the person who signed that return is sitting right behind me, Mr, 
Book, of our Dallas accounting office. And I am — I am happy to say 
that it is Mr. Book who signs the return, rather than me. 

We do the very best we can. We comply to the limits of our abil- 
ity. Is there a number wrong in these 6,300 pages? No doubt there 
is. 

Mr. Hancock. You think maybe the depreciation schedule might 
be off just a little bit, you missed a month or two someplace? 

Mr. Dakin. But we do take the obligation to comply very, very 
seriously, and Mr. Book particularly, because he is the one who 
signs it under oath. 

Mr. Hancock. Ms. Skidmore, do you think it is even possible to 
fill out or to complete an income tax return that is, you know, just 
a little small one like 85 or 90 pages; do you think it is possible 
to complete that and absolutely say, this is 100 percent in compli- 
ance with the law? 

Ms. Skidmore. At this point, the complexity of interpretations of 
the law are such that one person’s idea of what one interpretation 
is versus another is not clear. 

Mr. Hancock. Well, has anybody on the panel ever just gotten 
a notice from Internal Revenue saying the penalty for noncompli- 
ance, $4,500 or what have you, you don’t have the vaguest idea 
what they are talking about? 

Ms. Beard. My accountant, when he gave me those figures from 
his survey, one problem that he has run across is a lot of times 
when they send out those penalties or those notices, they are incor- 
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rect. But when you send back your reply, it is difficult to get a 
timely response. Currently, what has been happening, is they nave 
really sped up collection. Instead of five notices before they start 
nailing you, they have dropped to three. And you cannot get a re- 
sponse back from the IRS in that timeframe. 

Mr. Hancock. I have a background in small business. I have 
been in Congress a little over 6 years. And frankly, Mr. Chairman, 
I have been looking at this thing since I got into business. I never 
dreamed in my lifetime there would ever oe a hearing like this in 
the Ways and Means Committee in the U.S. Congress; and I 
think — I hope the public realizes the historical impact of what is 
happening here. 

A few years ago, 15, about 25 years ago, I started a small leasing 
company. You are in the telephone business, and anybody that is 
in business understands that when you are leasing, it is capital in- 
tensive. Normally it takes 5 years before you get your volume up 
to where you could even possibly have profits. 

I wonder how many tax returns are completed, thousands of dol- 
lars spent, to prove to the government you don’t owe them any 
money. 

I tried to make a deal with Internal Revenue. I said, look, you 
know, rather than me filling out all these reports, it costs me 
$20,000 a year to tell you I don’t owe you any money. Why don’t 
we split it, you take $10,000 and I will take $10,000; everybody is 
happy. They wouldn’t do that. So for 5 years, I spent $20,000 a 
year to tell them I don’t owe them any money. 

How many thousands of dollars are spent each year with our Tax 
Code in that area? Would anybody want to just — Mr. Williams, I 
am sure when you all got started, for several years that is what 
you did. 

Mr. Williams. We were actually pretty fortunate that we were 
profitable within the fifth month of business. And since 1982 and 
in our marketplace, we have owed — we have — we have owed taxes. 
But I think the — ^you know, there are two things that we have that 
are in life and that is life and death, and we are taxed to death 
while we are here and then we are going to be taxed half again 
when we die; and the — that is the issue right now. 

We are talking about substantial costs. And I think I measured 
over $6 million if my parents were to die today, that I would have 
to go back and if we did not have any estate planning going on 
right now, we would have to write a check and we could not afford 
to do that. I don’t know many businesses out there that, as their 
value continues to increase, they could afford to do that. 

Mr. Hancock. One final question: You talk about the million- 
aires and the fact that you are saying, yes, we have been success- 
ful, we worked hard, but we look at it as 600 employees. How many 
times — and I am just guessing here — on April 15 have you paid 
taxes on the previous year’s profits without having taken from the 
business enough cash money to even pay the taxes on it? 

Mr. Williams. Oh, I think that in the last 4 years that has been 
the case. In fact, this last year we got hit pretty hard. 

And I might add, in talking about from a millionaire status, 
based on the value of this company, we have got a 401(k) contribu- 
tion that gives 54 percent return to every dollar that the employees 
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put in. We pay quarterly profit-sharing bonuses to the employees. 
We changed the 401(k) contribution, instead of taking people at 21, 
we put it to 18, so we can encourage savings. 

We have got over an 80 percent contribution right now in these 
employees investing for the future. We have got excellent medical 
benefits. They take — they understand this; they see it. And when 
you take and look and have to pay nearly $1 million, like we did 
this last April 15, in income tax and have to borrow to do it — I 
mean, we operate off — all the profits in the company are rolled 
back into the company, and we operate off a line of credit like most 
businesses do. And when you have to borrow to pay the income tax, 
I mean it significantly hits your company, because there is nothing 
that is benefiting out of that. 

Especially, I might add, we are not publicly held. And when you 
operate that way, you take that money right out of a company 
that — that is their cash flow. You are operating off cash flows all 
the time. That is the future business and the growth. 

This year we are projecting 35-percent growth, and we could be 
hindered because of not having the cash necessary to maintain a 
sustainable growth rate in the business. 

And all these things, you know — the employees, they are benefit- 
ing; I would rather see them benefit, the employees benefit, have 
the money go back into their pockets than I would to have the sub- 
stantial amount of cash being outflowed to the Federal Government 
at this point. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Johnson may inquire. 

Mr. Johnson of Texas. Thank you, Mr. Chairman. 

I would be interested to know, Ms. Skidmore, why you favor this 
with the ultimate result of possibly downsizing your business. Can 
you tell me about it? 

Mr. Tyler. Who are you talking to? 

Ms. Skidmore. To me. 

Mr. Johnson of Texas. The young lady next to you, sir. 

Ms. Skidmore. In our advisory capacity for our clients, we antici- 
pate that we want our clients’ businesses to grow and prosper. And 
with the level of undue complexity that we have today in this cur- 
rent system, it is very counterproductive for our clients. That is 
really why we propose that the Committee look at both consistent 
policymaking as well as simplicity in its deliberations. 

Mr. Johnson of Texas. Well, do you anticipate talk that ac- 
countants are going to go out of business? I don’t think that is true 
at all. But can you talk to that question? 

Ms. Skidmore. As each of the alternative systems is looked at, 
it depends on what details will be components of each system. And 
only then can we really ascertain just what level of compliance is 
going to be required at the basic level or beyond. 

Mr. Johnson of Texas. Even in a sales tax situation, you would 
still be required to help companies put their tax systems together, 
right? 

Ms. Skidmore. Very likely, if there are any such details that re- 
quire definitional interpretations or other interpretations. 

Mr. Johnson of Texas. Yes, OK Thank you. 
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In the case of Mobil, I like the question that has been asked 
about how can you verify the authenticity of all that information. 
And, you know, from an individual standpoint, I know filing an in- 
come tax return is difficult at best. I mean, just from a personal 
standpoint, you have got a whole pile of papers, so you are relying 
on your employees. All those employees in that picture, I presume 
are full-time employees, year-round? 

Mr. Dakin. All of the employees in the picture are full-time em- 
ployees, but not all of our full-time employees are in that picture. 
That is just all the folks that were in the shop on the date that 
the picture was taken. 

Mr. Johnson of Texas. So they are not all there? 

Mr. Dakin. No, sir. And it does not include those people who are 
not located in Dallas. We have people in Fairfax and we have peo- 
ple all around the world that contribute to this. 

Mr. Johnson of Texas. I kind of like Dallas. Why don’t you 
move them all down there? You don’t want to answer that, do you? 

Listen, I appreciate your input, because I think you have given 
us a vivid demonstration of what is wrong with the system. And 
I hope that you all can help us put it together. And I thank the 
Chairman for doing these hearings and for your approach to the 
process. Thank you, sir. 

Chairman Archer. Mr. Levin will inquire. 

Mr. Levin. Thank you, Mr. Chairman. I am glad we are holding 
these hearings. I very much believe we have to look at our present 
Code to strive to do better and, if possible, much better. I think one 
of the goals should be simplification. I hope we don’t get too sim- 
plistic as we seek simplification. 

So, Mr. Dakin, let me ask you a few questions. This is a panel 
that mixes small and perhaps medium and big business; and I 
guess you represent big business here. Do you file returns in other 
countries? 

Mr. Dakin. Yes, sir, we file tax returns in more than 100 coun- 
tries outside the United States. 

Mr. Levin. Is there any other country where the system is a bit 
complex? 

Mr. Dakin. There are some countries that have systems that are 
a bit complex, but the majority — there are no countries that have 
systems anywhere near like ours. 

Mr. Levin. So you think, for you, ours is the most complex? 

Mr. Dakin. Very much so. 

Mr. Levin. You mentioned the cost of $10 million. I think this 
is public, not proprietary infonnation. If it is proprietary, don’t in- 
dicate it. 

How much did you pay in income taxes last year to the U.S. Gov- 
ernment? 

Mr. Dakin. I have the information on how much we paid in taxes 
for a series of years, back at my office, and I would be happy to 
send it to you. 

Mr. Levin. Give me an estimate. 

Mr. Dakin. It comes to hundreds of millions of dollars a year. 

Mr. Levin. And the cost you say here was $10 million? 

Mr. Dakin. Yes, sir. 
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Mr. Levin, Is it possible your tax liabilities were over $1 billion 
last year? 

Mr. Dakin. I do not have with me the exact figures on what our 
tax liabilities were, Mr. Levin, but I will be happy to send that to 
you this afternoon. 

Mr. Levin. How about the gentleman, Mr. Book, do you have any 
idea what you paid in taxes? I am just trying to get some idea of 
what percentage of your taxes is represented by the $10 million. 

Mr. Dakin. If you would give me a moment, I will see if I can 
look it up for you. 

Mr. Levin. While you are doing that, let me ask Mrs., or Ms. 
Skidmore, you mentioned the principles, two principles, consistent 
policy choices, and simplicity. How about equity? 

Ms. Skidmore. Eauity is a principle that I hope this Committee 
will ponder as it makes the choices and as it looks at both simplic- 
ity and consistent policymaking. 

Mr. Levin. Well, would you raise that to the level of clear, con- 
sistent choices, and simplicity? 

Ms. Skidmore. Without looking at each alternative system and 
understanding the details, it is difficult to 

Mr. Levin. No, no, but should the — should the system be equi- 
table? Do your clients care about 

Ms. Skidmore. We are going to be studying for our clients, on 
our clients’ behalf, what each of our clients ask us to look at in 
each system with regard to what they perceive as being fair, based 
on each detail of the systems. But at this point 

Mr. Levin. I am not asking you which system is more fair than 
another. I am asking you, don’t the American people want a system 
that is fair as well as consistent and simple? 

Ms. Skidmore. I hope that is a decision that this Committee will 
make with care — ^you will make the decision as to what is equitable 
or not. 

Mr. Levin. You think that is an issue, whether it should be equi- 
table? 

Ms. Skidmore. I think that what is equitable is a decision for the 
Committee. 

Mr. Levin. But should it be a guiding principle? 

Ms. Skidmore. That is a decision for the Committee, Mr. Levin. 
Thank you. 

Mr. Levin. All right. 

Let me go back to Mobil, if I — my time is running out. Do you 
know? 

Mr. Dakin. The total income taxes that we paid, according to our 
annual report for 1994, were somewhat in excess of $2 billion. That 
is worldwide taxes on worldwide income. 

Mr. Levin. And it costs you $10 million-plus, I don’t mean to 
minimize that; I just think we want some perspective here. 

Let me finish by asking you, some of this complexity is the rela- 
tionship of the taxes you pay here to your foreign operations, right? 

Mr. Dakin. Yes. The 

Mr. Levin. You want some deduction for what you pay in other 
countries, for example? 

Mr. Dakin. Yes. We do not wish to be taxed twice on the same 
item of income. 
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Mr. Levin. And so any system that we impose, new system, 
would have to have enough complexity so you don’t pay twice, 
right? 

Mr. Dakin. It can be handled two ways. If you wish to have a 
system by which the United States taxes all of the income of its 
residents, wherever that income is earned, then you must have a 
foreign tM credit system so that if the country in which the income 
was earned, where the economic activity took place, exercises its 
prior claim to tax that income, you don’t tax it a second time in 
the United States. 

Other countries have gone to a territorial-based system where 
they have elected to tax only the income which is derived from the 
economic activities carried on within their borders. 

Mr. Levin. And to just finish, do you think your company should 
pay any tax, any income taxes to the U.S. Government? 

Mr. Dakin. Do I think we should pay any 

Mr. Levin. Do you favor a system under which you would pay 
any income taxes or should the shift be entirely away from any tax- 
ation to the corporation? 

Mr. Dakin. We do not have an official company position on the 
alternatives that have been put forward. Our focus this morning is 
really on compliance rather than on the alternative systems. But 
to the extent that we earn income in the United States, we are per- 
fectlv happy to pay tax on it. The problem is that fi^ring out now 
much tax we pay is more expensive than it ought to be. 

Mr. Levin. OK 

Chairman Akcher. The gentleman’s time has expired. 

Ms. Dunn. 

Ms, Dunn. Thank you very much, Mr. Chairman. And I too want 
to thank and congratulate the Chairman of our Ways and Means 
Committee for giving us the opportunity to hold these hearings, 
and I thank all of you for coming back for them. We are going to 
spend the next 3 days tiying to figure out the pluses and minuses 
of all the different tax systems, and there is nobody better in this 
room today to help us understand these pluses and minuses than 
you, members of the panel. 

In the last 2 months, I have held about 13 townhall meetings in 
my district in Washington State, and there has been consistent 
support for the simplicity and the clarity of a flat tax system. There 
are points that have come up on behalf of all the systems that we 
are looking at in these — ^beginning with these hearings, during the 
next 3 davs, but there are some important negatives to each of the 
systems that I think we have the responsibility of investigating. 

For example, when you come to a consumption-based tax, senior 
citizens have gone through their income-producing years and they 
have paid income taxes and they planned ahead for their future in- 
comes and they are living on a set income; and that would be seri- 
ously invaded oy a consumption-based tax. But I am very, very in- 
terested in learning the pluses of that system but naturally would 
like to investigate it from all points of view. 

I have heard your testimony that the flat tax — that any kind of 
tax system that replaces the income tax system should be simple 
and should be fair, and my constituents would agree with you. You 
have brought up an additional factor that is very important to our 
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considerations, and that is the compliance costs as you try to com- 
ply with the requirements of the IRS and this strange and con- 
voluted tax system that we have right now. 

I wonder if those of you who are representatives of companies 
have had your companies examine the costs of the various systems 
we will be considering and looking at — the value-added tax, the na- 
tional sales tax, the consumption tax and the flat tax — and you 
have calculated how your costs would be affected by our replacing 
the current income tax system with any of those other alternatives. 

Mr. Williams, since you are from my State, maybe you could talk 
to me first about this. 

Mr. Williams. This was measurement on the three different 
types of taxes and what the costs would be? It is interesting, be- 
cause hearing different comments from each of the representatives, 
we haven’t done that evaluation, but it seems like — that no matter 
what, there are still the comments leading back toward, well, do 
we leave this in or take this out. And so it would be really difficult, 
without seeing true proposals for each of the three, to do the meas- 
urement on what our compliance costs would be. That is why we 
are interested in almost seeing something come out if there is a 
true proposal on what the consumption tax would be and seeing all 
those, to measure those up. 

Because I have heard comments, well, should businesses be ex- 
empt from any income tax at all or should they not be, and so 
which one of these, is this from a flat tax, I didn’t have to ask the 
question, are businesses going to be charged with one flat tax and 
people going to be charged with another flat tax, or everybody 
charged with the same, and we haven’t had a chance to measure 
those. 

Ms. Beard. I did find the question earlier, it relates to yours, 
there is an excellent article that is in the new Fortune magazine 
that I picked up at the airport, and an economist, James Payne of 
Standpoint, Idaho, estimates total costs for the Nation to prepare 
our Nation’s tax bill that we send as we write our checks and pay 
our taxes, an astonishing $593 billion a year. That is a lot. 

But I have to agree that we do need to see what exactly is in 
the proposals. I do think if we could do something like a flat tax 
on a cash basis for a business and get rid of a lot of these schedules 
and the complications that go into it. This would also help spur the 
economy and would also create additional jobs. 

Ms. Dunn. Mr. Tyler. 

Mr. Tyler. Yes. 

Ms. Dunn. Do you have any — ^has your company taken a look at 
which of the alternative tax systems would be less expensive for 
you as far as compliance goes? 

Mr. Tyler. Well, you know, when you are in small business, it 
is a little different than being — with our friend here, these other, 
there is an angle to everything. Now, in my case, I don’t care what 
you do; I am going to figure how to make some money. 

However, it is obvious if I didn’t have to spend so much money 
on other things dealing with the government — to my accountant 
and lawyers — not only my lawyer for taxes, but if I get in trouble 
with the National Labor Relations Board or any of these other peo- 
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pie, it is costing money. That money does not go to my employees, 
it doesn’t go into my pension fund. 

I have a pension fund I give 3 percent a year to. I pay full hos- 
pitalization for one person. Now, I also have profit sharing. One 
year I had a very successful year; I put 14 percent into the profit 
sharing and 3 percent into the pension, which are both — are fed 
into the same thing. 

Now, I could — these people would have a lot more money for re- 
tirement if I didn’t have to spend all this money on compliance. 

I don’t really spend that much money for taxes. This year, I 
spent $20,000 Federal and $4,000 District franchise tax. So it isn’t 
a big deal with me, except that all this money I am spending in 
compliance on these things would go to the employees. If you are 
smart, take care of your employees. 

One thing I think this Committee should think about has noth- 
ing to do with actual taxes, which I don’t like to bring up. There 
is a tremendous — there is a tremendous backlash at the govern- 
ment today. Now, one reason for this is fear. Fear. Every time I 
have a thing go across my desk, it says Bureau of Internal Reve- 
nue — I have no trouble with the Bureau of Internal Revenue — a 
fear sets in. I have got to open that envelope right away. 

If I have any envelope that comes from OSHA, whatever you call 
it, the fear sets in there. If it is anything that comes from the De- 
partment of Labor, fear sets in there. And a lot of it is because it 
is so complicated. 

I have had two cut fingers in my — in 35 years, and I still was 
fined by OSHA this year when they came in, which — it is another 
compliance, it is cost. So I think this Congress should start think- 
ing a little bit about the Internal Revenue striking fear into the 
hearts of people. 

The first thing that happens when you are afraid, if you have 
ever been in combat, your first thing is fear, you are frightened. 
The second thing is embarrassment. The third thing is resentment, 
and there is a lot of resentment in this country toward this govern- 
ment. So that is another tax factor. 

Chairman Archer. The gentlelady’s time has expired. 

Mr. Thomas. 

Mr. Thomas. Thank you very much, Mr. Chairman. I have been 
visiting for the last few minutes with some friends to this country, 
and if I might I would like to ask the visitors from Russia and the 
Ukraine and the other republics to stand up briefiy, please, in the 
back of the room. We have a dozen young leaders from the former 
Soviet Union. 

In listening to Mr. Tyler in terms of fear of government, what I 
have been learning over the last few minutes is basically what not 
to do to make sure that we avoid the mistakes of others. Mr. Chair- 
man, I am just absolutely pleased that these hearings are under- 
way. I thought over the years as we talked about our desire to ex- 
amine the tax structure, that it would probably take a change in 
the Majority in the House of Representatives to actually have this 
occur. And guess what? It did. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Cardin. 
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Mr. Cardin. Thank you, Mr. Chairman. I also want to offer my 
thanks for your leadership in holding these hearings. I come to 
these hearings committed to looking at significant radical change 
in our tax structure, because our tax structure is too complicated. 
My constituents don’t understand it, and they feel that people in 
similar economic positions are treated differently and they don’t 
like it. The system adds to a lack of confidence in our tax structure. 

I applaud your leadership on broad-based consumption taxes. I 
think that is a better way to go than our income tax base. I think 
we can take care of some of the regressivity problems associated 
with consumption taxes through tax credits which are not very 
complicated or difficult to enforce, I think these hearings are ex- 
tremely important because we must understand the impact of 
changing from our current tax structure. 

I think Mrs. Johnson’s point as to what impact it will have on 
business decisions related to either health insurance or pension 
benefits are important questions on which we need to get expert in- 
formation before we act. I must tell you I am also concerned as to 
what impact the change will have on our State and local govern- 
ments, and we need to take a look at the impact of tax changes in 
that regard. 

With the panel before us, though, I would like to concentrate on 
the small business decisions. I have heard from many small busi- 
nesses in my district about the concern that so much of the small 
business entrepreneur’s time is spent in dealing with government 
that it drains their ability to deal with their business. But I must 
tell you, I have heard about that in many contexts, whether it be 
in tax compliance or dealing with environmental regulations or 
dealing with Workman’s Comp, issues or dealing with tort liability 
concerns. It seems to me that the leaders of small business spend 
an exorbitant amount of time in dealing with these issues. So I 
would like to at least get some sense from our panelists on the rel- 
ative importance of the tax issues to the other concerns that you 
must deal with as small business individuals. 

Understanding Mr. Gibbons’ caution, we are not talking about 
the level of taxes, how much taxes we are going to collect, but the 
compliance costs, how much time you must spend in dealing with 
our tax structure, how the current tax structure lines up in rela- 
tionship to some of the other concerns that small businesses have 
about simplifying the way in which government interferes with 
your lives. Perhaps — I have 1 minute left on my time, but perhaps 
the panelists who represent small businesses could give me some 
help in that regard. 

Ms. Beard. Earlier, I provided you with actual numbers from the 
survey completed by an accountant in Springfield, 111. 

Mr. Cardin. I heard your percentages, but I am concerned that 
that may be coupled with 

Ms. Beard. But that is actual 

Mr. Cardin. Yes, that may be coupled with the tax burden. Peo- 
ple don’t like to pay taxes. 

Ms. Beard. No, that was primarily, where do you need help; as 
far as when they pick, they had different services and different 
areas of concern for small business, which included increasing 
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sales, payroll, inventory, cash flow, bank loans, capital, various 
things to choose from. 

Mr. Cardin. Mr. Tyler, could you help me in this issue as far as 
small business concerns? 

Mr. Tyler. Well, all I can say is this. I think you have got too 
many people running around this Congress with a doctor’s degree 
from Harvard’s Economic — School of Business. 

If I agree to pay my employees, I agree with the government to 
pay my employees 3 percent a year taxes on their — I mean, retire- 
ment on their salaries, I also have a vent there for extra profits of 
a profit sharing where I can pay — 1 year I paid 14 percent, as I 
have told you, on the profit sharing, which builds up a nice little 
tax-deferred thing. 

I don’t see why everything has got to be so complicated. I have 
a degree from George Washington University. I have night schools 
of another year and a half credits. And I have to take a thing this 
thick from my bank to pay 3 percent a year on the retirement? 

Let’s get with it. What in the worla is all this about? I mean, 
what are they trying to — am I trying to prove that I am honest? 
I mean, what is this all about? I mean 

Mr. Cardin. How much of your time is spent on this? 

Mr. Tyler. It used to be more than it is now. I will tell you why. 
I used to do the pension plan myself and pay an actuarial lawyer 
$1,000 a year to figure it out. All right. So I took the time. I used 
to pay my taxes; this is 30 years ago, I used to pay my own taxes, 
and this took a little time. But now, I don’t do this anymore. I paid 
the bank $26,000 last year to take care of the pension fund, be- 
cause I wouldn’t dare do it. 

I pay another accountant $9,000 a year to advise me and do my 
taxes. I pay a lawyer, another lawyer, if I need anything else. A 
couple years ago I paid $40,000 to a labor lawyer to get me out of 
a mess which I shouldn’t have been in in the first place. I fired a 
man and — ^very justifiable, and people even testified. I tell you, the 
cost of all those complications you have got going on around 
here 

Mr. Bunning [presiding]. The gentleman’s time has expired. 

Mr. English will inquire. 

Mr. English. Thank you, Mr. Chairman. And I appreciate all of 
the panelists participating today in the opening of wnat I think is 
going to be a series of historical hearings on our tax system, which 
will ultimately lead the way for Congress to fundamentally over- 
haul our Federal tax system. 

I wanted to particularly discuss with this panel some of the prob- 
lems of excess burden, that is, the extent to which the tax system 
distorts decisions in a way that may lead to an unproductive alloca- 
tion of resources. I wonder if each of you would, from your own ex- 
perience, offer some examples of how the current tax system, be- 
yond what you already have, in your testimony — of how the current 
tax system distorts decisions, allocates resources into lower priority 
areas and leads to an inefficiency in your productive enterprise — 
starting with Mr. Williams. 

Mr. Williams. I would say that probably for the owners and our 
board, which consists of mv parents and I and our vice president/ 
general manager, we probably spend 20 percent of our time dealing 
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with the issues that are related to — 25 percent of the time related 
to the “future planning for the estate” issue. It has caused us in 
the last 8 years to start a couple of corporations, make sure that 
the value inside those corporations are selling a lot of the products, 
merge the corporations in so that we can ^an for the future, to 
work in all different areas, figuring out how much money we are 
going to have to spend this year and what the income tax burden 
is going to be. We have to plan for that ahead of time, you know, 
and almost be paying quarterly amounts that are going to be for 
next year’s liability. 

And so it takes up quite a bit of our time, while the rest of the 
employees are hopefully running the business the way that you 
want to, and in our case they are. But it is significant. 

Mr. English. Ms. Beard. 

Ms. Beard. Well, I know we have — and as I said, I am a real 
small business, with only six employees and two crews that go out 
and put up fence. I know at one point we had a 401(k) program, 
and actually what we discovered is it was costing us more to keep 
it in place than what any of the workers were willing to put into 
it. With a tax system as complicated as ours, it makes compliance 
even more costly and burdensome. Even with the “tax incentives” 
available — ^the administrative compliance is more of a disincentive. 
I hate dealing with them. 

Mr. English. Mr. Tyler, have you had this experience in your 
company? 

Mr. tStler. Well, let’s get back to the time I have been in busi- 
ness. I have been in this business 35 years. Prior to that, I worked 
for — I was a secretary to one of the heads of Anaconda Wire & 
Cable Co. I got a lot of information from them. And prior to that, 
I worked for a Senator as a secretary. So I got around a lot of big 
people. So I got — I am going to repeat, there is an angle to every- 
thing. 

Now, when you pay pensions for people, you have got an angle; 
there, you are trying to help those people become better workers. 
When you pay bonuses, you are trying to help them be happier and 
make more money and so forth. When you pay overtime, quite 
often this is the case there, too. 

Now, one thing that should interest you is — a very simple thing, 
is the — I just purchased — now, let’s see, this year I purchased a 
$55,000 press. I am in the small press business. I put $30,000 in 
the typesetting. I put — I bought another inserter for $35,000. 

Now, I have to pay taxes on all this cash, and then I write it off 
in 7 years. Well, now that meant that I had to pay taxes of $20,000 
corporation tax, and $4,000. If I could just take this cash that I 
have made and just pay for this stuff and then not have to worry 
about all these taxes, it would be a lot better, I would buy more 
equipment, or a lot of people would. 

Mr. English. Thank you, Mr. Tyler. 

Mr. Dakin, with regard to the alternative minimum tax which I 
know has an enormous impact on many capital-intensive compa- 
nies like yours, what is the cost of having to maintain an extra set 
of books and what impact has the AMT had in general terms on 
your investment decisions? 
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I know it is always touchy to ask any enterprise how, specifically, 
they make investment decisions, but in broad terms can you en- 
lighten us on how AMT and other provisions in the Tax Code have 
distorted your behavior and pushed you into less productive activi- 
ties? 

Mr. Dakin. To answer your first question, the AMT is about 30 
percent of our compliance burden, so without the AMT, we would 
cut the cost of preparing our return by about $3 million per year. 

To answer your second question, our management has no dif- 
ficulty in making it clear to the tax department that the tax tail 
will not wag the business dog, so our management makes its in- 
vestment decisions based upon their view of the long-term strategic 
goals of the company; and if it winds up that by making that in- 
vestment, we owe minimum tax, then paying minimum tax is just 
one of the costs we bear in making that investment. It is a cash 
flow deterrent, but I could not honestly say that our management 
has been deterred from making an important investment for the 
long-time viability of the company for tax considerations. 

Mr. Running. Thank you, Mr. English. 

Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. I come to these hearings 
excited because, as a small business person that had never been in- 
volved with politics — I am a veterinarian and own my own animal 
hospital; as you go through different processes and you learn, as 
a small business person, you are trying to run your business, you 
are trying to be a success, you are tiying to see what the customer 
wants, especially when you are brandnew in business. 

All of a sudden you get a notice from the IRS, you think, oh, no, 
have I done something wrong? A lot of times you have done some- 
thing wrong and you had no idea there was a law that even con- 
cerned that. 

Now you have to pay a penalty, pay the fine because you had so 
many employees, now you have to report more often; and the com- 
plexities — I can relate to what you are saying because I experi- 
enced all of those complexities, not only to do with IRS, but OSHA. 

My family has a closely held corporation that they recently sold 
to a public company that had a lot to do with the estate laws, be- 
cause it was not liquid; and the chances, we felt, of holding on to 
that were very little without the market to be able to sell in. When 
you are in a public market you are in a liquid market and can do 
that to handle the tax burden. 

I think we are pointing out a lot of problems at all levels. Wheth- 
er you are talking about the size of a company like Mobil or six 
employees, we are talking about an incredibly burdensome tax sys- 
tem that hurts productivity. 

In my own company, if we are looking at buying maybe a piece 
of equipment that would allow us to practice a higher quality medi- 
cine and, instead, we are looking at now much we have to pay the 
accountant each month and how much we have to pay to comply 
with these tax laws, that may be something we don’t buy that year, 
or for 2 or 3 years, simply because of those costs involved. 

We had a profit-sharing plan and we had the same kind of expe- 
rience, where I stopped the profit-sharing plan. I was contributing 
15 percent a year to employees, but the costs got to be so great for 
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administering it and the incentives were taken off because it is ei- 
ther pay the tax now or pay the tax later; it looked like taxes were 
going to go up over the years, and I decided to pay the tax now. 
So my experience has been virtually the same. 

I want to champion this cause as far as doing away with the cur- 
rent tax system. Whether that is a national smes tax or a flat tax, 
to me either is better than the current system as long as we look 
at issues that deal with fairness. 

On the issue of fairness, I have not heard anybody address deal- 
ing with flat tax, whether it is 10 or 20 percent or whatever it is. 
If the same percent isn't fair for all income levels, then what per- 
cent is? Should rich people pay 30 percent, 40 percent, 50 percent, 
90 percent, 100 percent? How can you define “fairness” by putting 
a percentage that is different for different income levels? I have 
never heard that issue addressed from a “fairness” standpoint. 

Ms. Beard. There was an older version of a flat tax, although 
people just are hearing about it; within the last couple of years, 
there has been more and more talk about a flat tax. There was a 
flat tax back in 1982 that was talked about. What they did with 
that was, from the gross income they deducted an amount and then 
charged a flat tax on everything above that amount. So, yes, it was 
a flat tax as far as there was one consistent rate on income over 
a certain amount, beyond that deduction; but in effect what hap- 
pened, those who have been on the lower edge of the wage scale 
were paying a reduced tax and it was still progressive, but not 
nearly to the degree as what we have seen today. 

Mr. Ensign. OK. 

Mr. Williams. I think that measurement, too — in talking about 
the percentages for the wealthy, I think it is significant to know 
that 60 percent, I read at one point, of the gross national product 
comes from small businesses and a dominant amount of those busi- 
nesses are subchapter S corporations — I don’t know what the exact 
percentage is. But when we talk about taxing the wealthy, when 
we look at the taxing of wealthy people, you mentioned yourself 
that you needed to go, public offering. We are looking at the value 
of the corporation. It is not liquid. I can’t sell it. We are looking 
at keeping this business on, generation through generation, provid- 
ing jobs, and it is significant. 

So that element needs to be taken out and maybe we wouldn’t 
have all these corporations to have to worry about if the tax system 
were completely overhauled. Because we are changing some of 
these avenues — why are you an S corporation, why are you a C cor- 
poration — and the effects that that has on each business that is out 
there. 

Mr. Bunning. The time of the gentleman has expired. 

Mr. McDermott. 

Mr. McDermott. I thank the Chairman for having these hear- 
ings. I don’t think there is anybody on the dais who wants to pay 
taxes, so we share with our constituents a common feeling. It is 
nice to have a discussion about not paying any taxes. 

Mr. Dakin, what are the total worldwide revenues of Mobil? Be- 
cause it is a rare opportunity to have you here. We don’t generally 
get an 800-pound gorilla. If I could get unanimous consent to enter 
your tax return into the record, I would do it. 
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Mr. Dakin. What do you mean by revenues? Do you mean gross 
receipts from all sources before 

Mr. McDermott. I am not an accountant or a tax lawyer. How 
much money comes in to you? 

Mr. Dakin. The total gross receipts in terms of what we collect 
from the total amount we sell during the year in 1994 was about 
$67 billion. 

Mr. McDermott. And you paid $2 billion in taxes? 

Mr. Dakin. That is why I asked you what you meant, because 
that is not profits, that is not the income we made. That is our 
total sales. 

Mr. McDermott. But out of all that, on that $67 billion you paid 
$2 billion in taxes? 

Mr. Dakin. Our income on those sales was about $1,7 billion. 

Mr. McDermott, So you lost money paying taxes; is that what 
you are saying? 

Mr. Dakin. No, sir. 

Mr. McDermott. You are saying profits after taxes were $1.7 
billion; is that what you are trying to tell me? 

Mr. Dakin. Yes. I am having a little trouble finding my place on 
tables on the annual report. 

The income after tax would have been $1.7 billion, $1.7 billion 
income after paying all expenses and after paying all taxes. 

Mr. McDermott. And you spent about $10 million in compli- 
ance? 

Mr. Dakin. We spent $10 million preparing our U.S. Federal in- 
come tax return. 

Mr. McDermott. So you are spending less than one-half of 1 
percent to produce a tax document to give $2 billion to the Federal 
Government? 

Mr. Dakin. Sir, to put this in focus, we are a worldwide com- 
pany, and you asked what was our worldwide income. We have to 
distinguish between the total worldwide taxes we pay on our total 
worldwide income. That was the figure that I was giving. The $10 
million 

Mr. McDermott. Let me move to my next question, because I 
know that they would not run a bill through here if you had not 
had a chance to review. This Committee passed a bill which in- 
cluded a provision to eliminate the alternative minimum tax. What 
tax break does that give you? What is your benefit from the bill 
that passed out of here? 

Mr. Dakin. I was called here to testify on the compliance costs, 
I can tell you that the compliance costs of just filling out and filing 
the data on the AMT is 30 percent of our total compliance costs of 
about $3 million a year. 

Mr. McDermott. It would help us if we knew how much you 
would save in taxes out of that $2 billion that you pay? 

Mr. Dakin. We haven't saved anything in taxes. 

Mr. McDermott. You mean that AMT proposal that went out of 
here had no impact on Mobil? 

Mr. Dakin. We don't pay on proposals, Mr. McDermott. 

Mr. McDermott. It must have been submitted to you and you 
ran it through your tax department and they said, under this pro- 
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posal, we would pay only $1.4 or $1.1 billion or $600 million or 
something. 

Mr. Dakin. Because we are a very heavy investor in the United 
States to the tune of about $1 or $1.1 billion every year, we throw 
off a lot of depreciation. The AMT depreciation recoveiy rules are 
so slow that tnat is what causes us to become an AMT taxpayer. 
So obviously allowing better capital recovery for investment in the 
United States would reduce the amount of AMT that we pay, 

Mr. McDermott. So you would get a big tax break. I find it hard 
to believe that you would want a system to be thrown out in favor 
of a flat tax when you can come here and adjust it down and get 
it so it works just right for you — maybe I don’t understand cor- 
porate mentality. 

One of the things that troubles me about the flat tax business 
is the question of equity. The Coopers & Lybrand witness really 
factored herself out. She is not willing to comment on whether they 
believe in fairness or not. 

I would like to hear the rest of you, because I have a report from 
the American Enterprise Institute and one from Treasury which 
say, under every flat tax, whether you are talking fat or you are 
talking a flat tax, you wind up with 80 percent of Americans pay- 
ing more taxes and the top group getting the tax break. 

Does that trouble anybody at the table? 

Mr. Tyler. Why do they get a tax break? 

Mr. Bunning. Your time has expired. We need to move on. 

Mr. Christensen will inquire. 

Mr. Christensen. Thank you, Mr. Chairman. I applaud Chair- 
man Archer for instituting these hearings, because I believe, as Mr. 
Tyler said earlier, that our tax system is too complex and it causes 
fear in the American people. We need to institute a system that is 
simple, fair and one that is a whole lot less in size; I think our cur- 
rent system has roughly 10,000 pages, compared to the one in 1914 
that had 14 pages. The amount of money that is spent in compila- 
tion and time is money put down a drain, and we need to fix that. 

I knew sooner or later that this discussion on an alternative tax 
system would turn to a class warfare argument. I think that is un- 
fortunate. I think we need to focus on the fact that the system we 
have today doesn’t work. We need to find a more simple, more fair 
system. 

I think Mr. Dakin’s testimony was well received, in the fact that 
it is not the amount of tax that they pay or don’t pay. We are talk- 
ing about the type of system that we have and the complexity and 
the various props that you brought along, I think, helped add to 
that system. I want to thank the witnesses today and appreciate 
your testimony. 

More than anything, I compliment the Chairman for bringing in 
people from the business community — small; large; medium-sized 
businesses — that had the opportunity to testify first, prior to some 
of the expert panelists that we sometimes refer to as bringing in 
some of the policy ideas, that have the Ph.D.s behind their names. 
Not that they don’t have some good ideas, but it is enjoyable, for 
the first time since I have been on this Committee, to hear from 
the people in the trenches first, and I applaud the Chairman for 
that and thank you, Mr. Chairman. 
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Mr. Running. Mr. Payne will inquire. 

Mr, Payne of Virginia. Thank you very much, Mr. Chairman. 
I too want to commend Chairman Archer for holding this hearing 
and these hearings that we will have this week. As a former small 
business man myself, certainly I understand what I am hearing 
from this panel that the Code today is too complex. We are way be- 
hind in terms of providing regulations for the IRS, and because of 
the complexity, not only is a burden being imposed upon large busi- 
nesses and small businesses, but upon individuals as well. These 
are things that we need to look at and things that we need to cor- 
rect. 

I would say, too, that it is very important with a Tax Code that 
it provide some degree of certainty. Especially when you are in 
business, it is very difficult when the Code changes or when you 
anticipate changes as you are trying to make decisions about in- 
vestment. Even hearings like the ones that we are having this 
week can create some uncertainty. People who may be thinking 
about making some investment, hearing what is going on, may say, 
maybe I should wait because maybe the tax climate will be more 
advantageous in the future. I think it is important to understand 
that we are beginning a process that will be a very long process, 
but a very important one. 

I would certainly think, Ms. Skidmore, for you and others in your 
profession, as people approach you and ask about what is going on 
in Washington and about investments that they are thinking of, 
that people need to put this in perspective. They should not make 
decisions or investments because of things that are going on here. 
These are important hearings to lay the groundwork for changes 
that may be made, but at some time in the future, perhaps no ear- 
lier than 2 years or more from now. 

So I think that is an important thing to keep in mind about hear- 
ings like this, that they should not be disruptive to the kind of im- 
portant activity that is going on in the economy at the present 
time. 

Let me use the few minutes I have left to inquire of the small 
business people about the taxes, really, in three areas. Let me 
break these down into three large groups — payroll taxes, income 
taxes, and other, such as the pension issues that have been 
brought up by Mr. Tyler. 

Would you comment, as you see it, on how much each of these 
three takes away from your doing business that you would nor- 
mally do — payroll taxes, income taxes and other? 

Mr. Williams, maybe I could start with you. 

Mr. Williams. Again, without having all the timeframe that is 
there, I think the time that is taken for each of us to even come 
here, the plane flight back here to have to talk about the issues 
that are going on in our business today, when we go out and spend 
time with our employees and work in manufacturing for a day. I 
ask the same thing, like Mr. McDermott, that he does not have the 
corporate information and has not been in business. For him to 
come and to sit down with our people for a day, any one of you, 
we would give you an opportunity to work inside figuring out what 
it takes to comply with the costs, payroll and income. It is some- 
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thing that I did not come here prepared to talk about, each of the 
percentages. 

Mr. Payne of Virginia. Not the percentages so much, but if we 
look at overhauling the Income Tax Code and leave in place the 
payroll taxes as they are now, to what extent have you been bene- 
fited as a small business. Is it not likely that you would be back 
sa\nng, this is OK, but what we really need to address are the pay- 
roll taxes because of the amount of time that it takes to get some- 
body on the payroll, the forms we have to fill out, the compliance 
as well as the amount of money that the employee and we have to 
put aside in order to pay these particular taxes? 

Mr. Williams. I would say out of our accounting department, 
which — we have probably 10 people, there are 3 V 2 devoted to just 
taking care of payables of expenses with our suppliers, and the 
rest, 80 to 90 percent of their time is dealing with payroll and in- 
come tax issues, State, local and Federal, all Federal issues, 

Mr. Payne of Virginia. Ms. Beard, could you comment on this, 
please. 

Ms. Beard. As far as actually adding up the time, I haven't. 
There were many nights I was in the office until 2 or 3 o'clock in 
the morning because it had to get done. When you are in business 
for yourself and you are doing everything, you don’t add up the 
hours; you are trying to get things accomplished. Until a year ago 
I was doing all the payroll and handling the payroll deductions and 
getting the reports done. There are many nights when you are sit- 
ting there trying to figure out, and it doesn't balance. 

We have a gentleman on our delegation who is a veterinarian, 
and he is very vocal, that this is servitude in his eyes, and he is 
from England originally. 

Mr. Bunning. The gentleman's time has expired. I thank the 
panel members for their input today and take the privilege of the 
Chair to request that Hon. Michael Boskin, David Bradford and 
Gary Hufbauer would come forward. We know that you are pressed 
for time. If the other panelists would hold back until we receive 
testimony from these three gentlemen and we could question them. 
Thank you very much, panel. 

Mr. Bunning. Mr. Boskin, if you would begin, we would appre- 
ciate that. 

STATEMENT OF HON. MICHAEL J. BOSKIN, PHJ3., TULLY M. 

FRIEDMAN PROFESSOR OF ECONOMICS AND SENIOR 

FELLOW, HOOVER INSTITUTION, STANFORD UNIVERSITY, 

STANFORD, CALIF., AND FORMER CHAIRMAN, COUNCIL OF 

ECONOMIC ADVISERS 

Mr. Boskin. Thank you, Mr. Bunning. It is a privilege to be back 
to testify before the Ways and Means Committee. 

I want to con^atulate the Members of the Committee for initiat- 
ing these historic hearings. There is a tremendous opportunity to 
greatly improve the Federal system of corporate and personal in- 
come taxation in a manner that will accomplish two important 
goals: First, dramatically improve economic performance, and sec- 
ond, substantially reduce the compliance and administrative bur- 
den on America’s families and firms. But it must be accompanied 
by spending control, devolution of some Federal functions to the 
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States and localities, less and more flexible regulation and sound 
money. We have an opportunity to launch a new era of prosperity 
over the long term in America. Why would a fundamental change 
in the tax system change our economic performance, improve it? 

While tax collections in personal and corporate income tax today 
total only about 10 percent of GDP, the system systematically af- 
fects private behavior, household and firm behavior, affecting the 
overwhelming bulk of GDP; and the result, overwhelmingly, is that 
behavior is heavily tilted toward the present against the future, to- 
ward consuming today and saving and investing for the future. 

I have five standards or tests that I apply to tax reform that I 
will briefly mention before mentioning a few words about the spe- 
cific proposals under consideration. 

Will the reform improve the performance of the economy? And by 
far the overwhelming and most important standard of performance 
is the rate of economic gprowth because that determines future liv- 
ing standards. There are other goals of economic performance that 
I won’t get into here. The most important way the tax system af- 
fects economic growth is through the rate of saving, investment 
and entrepreneurship, which is heavily retarded by the current cor- 
porate and personal income tax. 

Will the tax system likely affect the size of government? It is my 
own view that it is important for the point of finance and the point 
and purpose of spending to be more closely tied. That, in my view, 
will be the best brake we can apply to ensure more effective and 
efficient government. 

Will the tax structure affect federalism and, if so, how? 

Will the new tax structure likely endure? As this Committee 
knows better than I, we have had major or fundamental tax re- 
forms eight or nine times since the late seventies. We should be 
concerned that when we move to a better tax system it won’t be 
undone shortly thereafter. 

In 1986, for example, the tradeoff was to lower rates for a broad- 
er base. That was undone in 1990 and dramatically worsened in 
1993. 

And finally, over time, will the tax reform contribute to a pros- 
perous, stable democracy? I have mentioned prosperity. I am con- 
cerned that starting from where we are now, as we move forward, 
the press of demography is going to cause us to have an ever-grow- 
ing ratio of people receiving, on balance, income from the govern- 
ment to people paying taxes. That will have to be addressed on the 
entitlement side primarily, but we also should be concerned on the 
tax side, whether we are collecting the proper amount, we have 
enough taxpayers, we are getting at the underground economy, and 
so forth. 

The overall burden the tax system imposes on the economy is 
composed of two parts. You heard mostly this morning about the 
compliance burden. The lowest estimate I have heard is over $100 
billion. I have heard estimates up to $600 billion for filling out 
forms, the paperwork, and so forth. That is important. It is the 
thing that affects a large majority of people. 

The tax system, however, as one of the last questions asked im- 
plied, distorts the allocation of our activity between consumption 
and savings, consumption and investment, and so forth. The sizes 
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of those distortions are proportional to tax rates. The cost goes up 
with the square of tax rates, so we want a broad base and low 
rates to the maxiniuTn extent possible. 

What does that imply for tax reform? It seems to me that the two 
fundamental purposes of tax reform in order to achieve a better 
system and a stronger growth in the economy should have a much 
broader base that is equal to or much more closely aligned with 
consumption in the economy as opposed to income on the one hand, 
and that we get the rate as low as possible on the other. That will 
lead to some tradeoffs between what gets deducted, rebated and so 
on, but I would say that, overwhelmingly, we have an opportunity 
to make a major improvement. Estimates suggest we could gain as 
much as perhaps 10 percent of GDP higher in the long run, with 
a very low rate broad-based form of consumption tax, whether that 
is done on the retail sales value-added type or through the income 
side, allowing people to deduct their saving, or through an income- 
type flat tax that winds up with consumption as its base rather 
than income. 

Quickly speaking, my own view is that simplicity and the under- 
ground economy and things of that sort, and GATT border tax ad- 
justment rules, weigh in favor of the retail sales tax. The flat tax 
would get us partway there; it has a lot of appeal, as well. It raises 
additional issues. 

Each of them would run the risk of having some of the good they 
do undone by raising rates later or by having to have exemptions, 
deductions or rebates. 

I would suggest the Committee go through the task of fundamen- 
tal tax reform if we are pretty sure that we will be able to keep 
that fundamental reform relatively intact for some time to come. I 
think those opportunities are substantial and I commend the Com- 
mittee for beginning the education process for the country. I think 
much education needs to be done before we can get the bulk of the 
population understanding what we are really talking about. 

The gains are large, potentially large enough in my opinion to se- 
riously consider sucn fundamental reforms. Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF HON. MICHAEL J, BOSKIN 
STANFORD UNIVERSITY 

Chaiiman Archer, Ranking Member Gibbons, and other distinguished members of the 
committee, I appreciate the opportunity to appear before you today to discuss the important 
question of fundamental tax reform. There is a tremendous opportunity to greatly improve the 
federal system of corporate and personal income taxation in a maimer that will both significantly 
improve economic performance and substantially reduce the compliance and administrative 
burden on America’s families and firms. 

Estimates put the annual compliance burden range well upwards from over $100 billion to 
almost $600 billion, with well over 5 billion hours of human effort devoted to that task. The cost 
in distortions of economic decisions is many times higher. And the Internal Revenue Service 
apparently only gives correct answers to taxpayer inquiries about 63 percent of the time. The tax 
system is cleariy too complex. Remarkably, the system of voluntary compliance yields a very 
high percentage of tax liabilities actually due, especially when viewed relative to other countries. 
That speaks well of Americans’ basic values. But there is widespread concern that the system of 
voluntary compliance will be decreasingiy effective over time unless tax rates are reduced and the 
tax system made far less complex. 

I hope these hearings start an educational process, a national dialogue and debate that will 
help build a consensus on the need for tax reform and on the best route to it. 

Tax Reform and Economic Policy 

Tax policy is imbedded in the overall economic system and the overall system of public 
policy instruments. Taxes—current or future— are how government spending is financed. The tax 
system affects and is affected by other areas of policy. 

The current tax system as well as government spending, deficits, and regulation, are the 
subject not only of intense legislative political debate currently, but are widely viewed, according 
to all public opinion polls, as out of control. Taxes are too high and complex; the government 
spends too much; it is too centralized and too inefficient; the government borrows too 
much, and regulates too much private activity too inflexibly. So an improved tax system has 
the potential to significantly improve the economy. But it must be accompanied by slower 
spending growth to balance the budget, devolution of some federal functions to the states and 
localities, less and more flexible regulation and sound money. 

The current tax reform debate focuses on the personal and corporate federal income taxes. 
These amount to about 10% of GDP, and about a quarter of all explicit and implicit taxes. Total 
federal, state, and local government spending is about 40 percent of GDP. Current explicit taxes 
are somewhat less than that, the difference being budget deficits. The current reform debate 
generally does not focus on the payroll tax or excise taxes. Nor is it explicitly directed at state 
and local taxes, although some proposals would affect them. 

Recall also that there are two partially hidden taxes that we generally do not list as taxes in 
our budgets. One is the hidden tax imposed by our regulatory and legal system. (Some of those 
regulations and part of our legal system work reasonably well, but some does not, imposing 
unnecessary additional costs on families and firms.) The costs are very much like a tax. Estimates 
range all over the place, but recently have been in the $400 to $500 billion range per year. That is 
the yield of the payroll tax and a large fraction of the yield of the income tax. 

There are also large future tax liabilities implied (but not terribly well measured) by the 
budget deficit. America was bom in a revolution against taxation without representation; who is 
less represented than the future generations who will bear this burden? 

There is a general feeling that we have increasingly seen the point of tax and the point and 
purpose of expenditure diverge. That is one of the reasons there is so much discontent with 
government. In the Eisenhower Administration, say 1958, six out of every seven dollars the then 
much smaller federal government spent was on purchases of goods and services such as national 
defense and roads. Only one out of every seven dollars was spent on transfer payments. Today, 
net of interest on the debt, transfer payments are the bulk of the absolutely and relatively much 
larger federal spending. So one can no longer speak of the tax side of the budget by itself At the 
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very least, taxes and transfers must be considered simultaneously, better yet, taxes and spending 
more generally. 

Tax policy interacts with trade and trade policy. In an era of large and expanding trade in 
goods and services, and investment, more foreign source income flows across national borders. 

Finally, tax policy interacts with monetary policy. Tax brackets were indexed in the early 
1980’s, but not the definition of income. Nomin^ capital gains and nominal interest are taxed, 
nominal interest is deducted, historic cost depreciation is used, etc. So inflation still affects 
effective tax rates. 

While all these other areas of policy must also be improved to spur economic growth, the 
tax reforms currently under discussion would go a very long way to improving the economy. 
That is because, while the tax collections themselves are only a modest part of overall GDP, 
the current tax system systematically affects private sector (household and firm) behavior 
affecting the bulk of GDP. And the result is that behavior is heavily tilted toward the 
present against the future. For example, the current corporate and personal income tax system 
taxes saving, investment, and entrepren«jrship quite heavily. Indeed, some types of saving are 
doubly or triply taxed. Our tax system is one reason America’s net national saving~the amount 
the nation has available to invest in a more productive future— is so low relative to other advanced 
economies, a point I return to below. 

Five Tests for Tax Reform 


I have five standards or tests that I apply to tax reform before I get to the specifics of the 
tax proposals. 

1. Will the tax reform improve the performance of the economy? 

By far the most important aspect of economic performance is the rate of economic growth 
because that determines future living standards. The most important way the tax system affects 
economic growth is through the rate of saving, investment, entrepreneurship and work effort. 

2. Will the tax reform likely affect the size of government? 

Tax reforms that more closely tie the payment of taxes to expenditures and get the 
individual citizen and taxpayer focusing on the fiict that their taxes are being used to finance 
expenditure will better insure a more effective and efficient government. Also, any new tax— a 
broad-based consumption tax, for example— should completely replace the income tax. 
Otherwise, there is a risk the new tax will just be piled on the old and used to raise revenue to 
grow government— the European disease that has so damaged their economies. 

3. Will the new tax structure affect federalism? 

Closely tied to item 2, I believe it is important to strengthen the federal system. Tax 
reforms can affect the federal system in many ways and we should favor those that strengthen it 
and devolve authority to state and local government and private institutions to the extent possible. 

4. Will the new tax structure likely endure? 

We have had major tax reforms or fundamental tax reforms in each of the following years: 
1978, 1981, 1982, 1983, 1985, 1986, 1990, and 1993. We should be concerned that we could 
move to a better tax system only to undo it shortly thereafter. In 1986, the tradeoff was lower 
rates for a broader base. That was undone in 1990 and dramatically worsened in 1993. 

5. Over time, will the tax reform contribute to a prosperous stable democracy? 

I have emphasized prosperity above. Now 1 want to emphasize stable democracy in the 
following sense; Are we likely to see over time a change relative to what is currently projected in 
the ratio of taxpayers to people receiving income firom government? We now have a much higher 
ratio of people who are net income recipients to people who are taxpayers than in any previous 
time in our history. Fortunately, that number is still well under 50%. But as we move through 
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time, as wc see the retired population grow, the baby boom approach retirement and then retire, 
the fraction of the population in any given year who are receiving more than they are paying will 
grow. We must deal with this both on the tax side (underground economy, perhaps too many off 
the tax rolls), but especially on the transfer payment side, the entitlements programs, and do so 
soon, or we will get into a spiral of higher benefits, higher tax rates, and a weaker economy and 
intergenerational conflict. 

Before discussing alternative reforms and how they relate to these standards, a simple 
parable will distill much economic knowledge on the subject of the economic cost of taxation. 
Suppose the government takes a dollar away from the taxpayer’s to finance spending. In order to 
collect that dollar, the government has to distort the allocation of resources. The tax will aflfect 
private decisions: an income tax is well-known to doubly or triply tax saving, and thus distorts the 
incentive to consume versus save, or alternatively to consume in the present versus in the future. 
Both income and payroll taxes distort the incentive to work in the market versus the home and/or 
of employers to hire permanent or temporary workers, etc. 

The severity of these distortions depends on two things: first, the size of the tax wedge, 
how high is the real effective marginal tax rate that drives a wedge between doing one of the 
activities versus the other, between consuming and saving, between working in the market and 
working in the home, etc ? And second, how sensitive or elastic is the activity to changes in tax 
rates? Some activities are well known through numerous studies to be quite sensitive to tax rates; 
for example, the realization of capital gains and the labor supply of second earners in families. 
The combination of the size of the wedge and the sensitivity of the activity to it determine the 
severity of the tax distortion. 

Generally, the overall total burden that these tax distortions impose on the economy 
goes up with the square of marginal tax rates. The marginal cost goes up proportionally 
with tax rates. Thus, high marginal tax rates are very bad for the economy. So, the income 
tax distorts many decisions. Workers switch between taxable income and Binge benefits, 
investors between low dividend and high dividend stocks; and so on. A lower bound estimate of 
the cost to the economy of each additional tax dollar is $1.40 or $1 50 Some estimates go much 
higher. 


Now the tax dollar (which costs us $1 .40 or $1.50) is put into a bucket. Some of it leaks 
out in overhead, waste, etc. In a well-managed program, the government may spend $.80 or $.90 
of that dollar on achieving its goals. Inefficient programs would be much lower, $.30 or $.40 on 
the dollar. This immediately tells us that a key to the quality of the tax system, how badly it 
distorts the economy, hinders growth, misallocates resources, is the level of effective marginal tax 
rates. The lower the effective marginal tax rates, the smaller the distortion of private 
decisions. 

Unfortunately, some examine just the statutory rates rather than the effective marginal tax 
rates. The effective tax rates on private activity can be quite different from statutory rates 
because they interact with the tax base and can cascade across several taxes. For example, 
there are people who, despite a statutory rate of 28 percent, pay tax rates in excess of 100% 
on real capital gains, because they have nominal gains but real losses. 

Perhaps nowhere is the current income tax system more harmful than in the taxation of 
saving, investment and entrepreneurship. One of the nation’s most serious problems is that we 
have a very low rate of national saving. It is low relative to the nations with which we compete. 
It is low relative to our own historical average. If it was the result of a tax, budget and regulatory 
and legal system that was neutral with respect to whether people and firms consumed or saved 
and invested, I would not necessarily see much problem with it. But the overwhelming 
evidence is that all these public policies wind up favoring current consumption and 
penalizing saving and investment. 

Our net national saving rate in the 1990’s has been slightly under 2%. That is the sum of 
what households, businesses, and governmental units add, net of depreciation, to our nation’s 
ability to grow in the future. Two percent is remarkably low. Fortunately, we have been an 
attractive enough place to invest that our net investment rate has been higher than that, the 
difference being financed by importing capital. 
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There are two reasons the nation’s saving rate is so low. Most people focus on the budget 
deficit. The budget deficit clearly is one reason. But just as important has been a decline in the 
private saving rate. I want to spend one minute on the relationship between the two. Those who 
have argued that the best thing we can do to raise the nation’s saving rate is to reduce the 
budget deficit are only correct if they add the proviso: in a manner that does not reduce 
private saving. 

The 1993 tax increases, for example, clobbered private saving. In addition to the direct 
limits on 401(k) plans, etc., the rate increases apply to the highest propensity to save groups: 
well-off households; middle income two-earner households in their peak earning and saving years; 
and small businesses. 80% of American businesses are unincorporated; 42% of corporations are 
sub-S corporations. These businesses use the same 1040 form you and 1 use, and had large 
increases in their effective tax rates on profits available for re-investment. Not surprisingly, 
personal saving declined at about a $60 billion annual rate. So even if the Ux increases collect 
the projected revenues-and my guess is they will not-tbey had no net effect on national 
saving. The smaller deficit is being matched by less saving. This is at best circular. 

I favor tax policies that reduce or redress the disincentives to save, invest and innovate in 
our current tax system, as well as policies to reduce the federal budget deficit. Indeed, that is how 
I tie the current debate together on whether it makes sense to have tax cuts as well as spending 
cuts given the budget deficit. My answer is yes when those tax reductions will increase 
private saving to complement the reduction in government borrowing from the spending 
cuts. 

What does all this imply for fundamental tax reform? 

As Congress moves forward to debate legislation on various piecemeal tax proposals this 
year, such as capital gains rate reduction and indexing, expanded IRAs, and other tax cuts, a 
useful way to think about these reforms as well as the more fundamental reforms, is that they are 
designed to redress the severe distortion of saving and capital formation caused by the current 
system of income taxation Most other countries rely much more heavily on taxes on 
consumption— so-called indirect consumption taxes such as sales taxes and value-added taxes, and 
income tax systems that exempt far larger amounts of saving from the tax base (thereby leaving 
most households’ tax base as income minus all saving, i.e. only that part of income that is 
consumed). Most of their corporate taxes have various features that allow more rapid write-off 
of investment than does the U.S. corporate tax; some have features by which they integrate the 
corporate and personal tax; others, such as Japan, have corporations that have much higher 
leverage and therefore finance a much larger fraction of investment through tax advantaged debt. 

The U.S corporate and personal income taxes (and other taxes at both the federal and 
state level) tax some types of saving once, others twice, some three times and in some instances 
even four times. To set concepts, it is generally understood that a pure income tax would tax 
saving twice: first when it is earned as part of income, and again when it earns a return in 
the form of interest or dividends. An alternative way to think about this is that present 
consumption is taxed once while future consumption is taxed twice, since the bulk of saving is 
done for the purpose of future consumption, for example during retirement. 

Now consider the separate corporate and personal income tax and a family putting their 
saving in corporate equities. The family first pays taxes on their own income (perhaps their 
wages). That is tax one. They save some of that after-tax income in the form of corporate 
equities. But the corporation pays corporate taxes (on behalf of the family as a shareholder). 
That is a second tax. Then the family pays taxes again when it receives dividends or capital gains 
(in this case one has to net out inflation, deferral, the possibly slightly lower tax rate, incomplete 
loss offset, etc. to determine the true effective tax rate). That is a third tax on the saving. If the 
family is fortunate enough to accumulate, perhaps at a few thousand dollars a year compounded 
over a lifetime, enough to leave a taxable estate, the saving is taxed a fourth time 

Of course, there are numerous exceptions to this rule. For example, employer provided 
pensions, 40 Ik plans, IRAs, etc. are forms of tax deferral (not tax forgiveness) that eliminate one 
layer of the taxation of saving. But going through the entire complexity of the tax code still 
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produces the overall conclusion that capital formation is taxed especially heavily in the 
United States, relative to other uses of income and relative to our competitors. 

There are numerous ways to simplify the tax system and remove the distortion between 
the present and the future, between consumption and saving of households, and among types of 
investments. That is, there are numerous ways to tax consumption in the economy. We can 
generally divide these into two approaches— direct and indirect. So-called indirect taxes include a 
national retail sales tax, various types of value-added taxes, etc. So-called direct taxes would tax 
households and firms on the part of income which was consumed. They are sometimes called 
consumed income taxes. It is important to examine the combination of the business-level tax 
and the personal-level tax to determine what the final tax base will be. 

Economists use a concept called the circular flow of income and product to describe the 
economy. Business firms use capital and labor, which they pay wages and interest or other forms 
of capital income, to produce products, which they sell to obtain revenues out of which the 
payments to labor and capital are made. One can look at the total value of the production of the 
firms or the total income received by households as two equivalent sides of the nation’s accounts. 
Thus, households can be taxed at the personal level by taxing their total income, or various 
components of it such as wages, interest, dividends, etc. Alternatively, households can be taxed 
by taxing firms on the capital and labor they employ, or on their output. The taxes thus collected 
would reduce the flow of payments back to households. In this sense, a tax at the business level 
should be thought of as a withholding tax on households. To repeat the old saying, 
corporations do not pay taxes, people do. Taxes collected at the business level are paid either by 
shareholders, owners of capital in general, workers, or consumers. 

Thus, a tax on output sold by firms is equivalent to an equal rate tax on the wage income 
and capital income paid by the firm from the sales of the output. Alternatively, households could 
be taxed when they use the income they receive from the firms to purchase goods and services or 
to save, the two broad uses that are made of income. Alternatively, since saving equals 
investment (ignoring complexities of the international economy for the moment), income can also 
be taxed by taxing consumption plus investment in the economy. 

Turning from taxing output or income to taxing consumption, the government can do so 
in a variety of ways. The most obvious is taxing the purchase of goods as through a retail sales 
tax. A second option is to tax income of households but allow them to deduct net saving , leaving 
a tax base of consumed income. An alternative is to tax wage income at the personal level but to 
tax capita] income at the business level (a withholding tax on the capital income of the 
shareholders) but to make the tax a consumption tax we would allow immediate expensing, i.e. a 
business tax deduction for investment in the year made. 

While these are very different approaches to consumption taxation, with very different 
attributes, I want to begin by stressing the conceptual equivalence of these approaches to taxing 
consumption. Consumption equals income minus saving, so the Nunn-Domenici type tax with an 
unlimited net saving deduction is a consumed income tax (in the case of Nunn-Domenici, levied at 
progressive rates). Consumption taxes can be levied directly as a retail sales tax on the purchases 
of goods and services. But consumption is also equal to income less investment and therefore 
labor Income plus capital income less investment. Hence, a tax such as the so-called flat tax of 
Majority Leader Armey, which owes much to my Hoover colleagues Bob Hall and Alvin 
Rabushka, which taxes wages at the personal level and capital income less expensed investment at 
the business level also winds up having as its tax base total consumption in the economy 

I noted above the importance of low tax rates. The broader the base, the lower the rate or 
rates. Thus, a national retail sales tax on all consumption goods, including services, replacing the 
current corporate and personal income tax, would greatly reduce the drag on saving, investment, 
entrepreneurship and economic growth. It could be implemented in a maimer which is far less 
intrusive and burdensome on taxpayers. It would, however, be a proportional tax on 
consumption. If greater progressivity is desired, a refundable tax credit, or exempting 
commodities consumed disproportionately by the poor, would be the two approaches. The latter 
is inefficient in the sense of exempting, for example, food for rich and poor alike. The former 
would require some cumbersome administrative apparatus, and as we have seen with the earned 
income tax credit, open up opportunities for abuse. I believe each of these problems is 
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surmountable. Also, while it would not completely eliminate the underground economy, this 
approach probably would get at more of the underground economy than any other. 

The approach of allowing an unlimited saving deduction (sort of a super net IRA) in a 
system similar to the current income tax system, offered recently by Senators Nunn and Domenici, 
is a progressive rate consumed income tax. While it has many admirable features (such as 
offsetting the payroll tax), as currently configured it winds up with tax rates that are too high for 
the health of the economy (a top rate of 5 1 percent). A serious complexity issue is the need to 
track of all pre-existing assets. Also, since a huge part of the complexity of the tax system is in 
the treatment of capital income, I believe the alternative of taxing labor income at the personal 
level while taxing capital income minus investment (business cash flow) at the business level 
would be administratively simpler. My former CEA colleague David Bradford has designed such 
a tax, with lower progressive rates, which he calls the “X Tax,” 

This approach to the lax base, with a flat rate, is the so-called flat tax. While common 
usage calls it a flat rate income tax, as proposed by Majority Leader Armey, the flat tax taxes 
labor income or wages at the personal level and capital income minus investment at the business 
level at the same proportional rate. Some of the simplicity is due to the single rate, as various 
transactions just net out, such as a business deducting interest paid and a household paying taxes 
on interest received, since these would be at the same rate. Some progressivity is introduced into 
the flat tax with very high personal exemptions, which therefore remove many households &om 
the income tax rolls. While the tax rate is constant, the ratio of taxes to income rises with income 
until it gradually approaches the flat rate. For example, if the exemption level for a family of four 
were set at $25,000, a family earning $25,000 would have an average tax rate of zero, one 
earning $50,000 would have an average tax rate of 10 percent if the flat rate is 20 percent (20 
percent on the $50,000 minus the $25,000 exemption); a family earning $100,000 would have an 
average tax rate of 15 percent (20 percent on $100,000 minus $25,000); at extremely high 
earnings, the average tax rate gets very close to the marginal rate of 20 percent. 

The value-added tax (VAT), which is in widespread use in other countries, (although as 
mentioned above is often viewed as the way to finance the much larger government spending) 
also taxes income minus investment. It does so for each good and service, by taxing income 
minus investment at each stage of production. Adding up across stages of production and across 
all goods and services leaves the tax base as aggregate income minus investment, or aggregate 
consumption in the economy. As a technical matter, among types of VAT’s, a subtraction 
method VAT with destination principle border tax adjustments on balance would be better than 
the other types of VAT’s. 

Each of these alternatives has its pluses and minuses I can only begin to mention a few 
here, by using the criteria I laid out before Each type of tax will require far greater 
examination from the polity and the public, as they are not yet very well understood. If it 
really could completely replace the corporate and personal income tax, a national retail sales tax 
probably in the end would be the simplest to administer and do the best job at getting at the 
underground economy. Some argue it would encroach on the states’ revenue source. With no 
income tax, there would be no deductibility of state and local taxes and no tax-exempt bonds (the 
same would be true in a pure flat tax with no deductions), although lower interest rates would 
partly offset this effect. A broad-based indirect consumption tax would be rebatable at the border 
under GATT rules To the extent refundable credits and/or exemptions were necessary, tax rales 
would have to be higher, and the advantages of a low rate broad-based consumption tax would be 
diminished. 

The same is true of a value-added tax, which while it has a self-policing feature, is 
somewhat more complex than the retail sales tax, but still relatively simple compared to income 
taxes. In either case, I personally would strongly object to such an approach unless it was 
used to replace income taxes, test it be used to expand the scope of government. 

The flat rate tax would be a huge improvement over the existing income tax system, but 
ag 2 un to the extent that exemptions, deductions, etc. were left in place, or crept back in over time, 
some of its advantages would be eroded. And, as with a broad-based sales tax or VAT, I would 
be concerned that small increases in the rate would raise lots of revenue, and that over time, we 
would evolve back toward a higher rate system unless spending was strictly controlled. 
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Every deduction in the income tax has its supporters— including the direct beneficiaries— 
and an apparent rationale. But the general interest in lower rates and a healthier economy 
overwhelms most, perhaps all, such arguments. 

The two I would be most concerned about are the mortgage interest deduction and the 
charitable deduction. The equity in their home is the largest asset for a majority of American 
families and home values would fall under a pure flat tax. Perhaps a gradual transition would 
mitigate this effect. I believe charities strengthen a pluralistic democracy and the evidence 
(including work for the Filer Commission by Martin Feldstein and myself) is that the charitable 
deduction yields more for charities than it “loses the Treasury,” i e. is an efficient way to finance 
charities. 1 would rather have thousands of charities doing their good deeds than have 
government bureaucracies try to do them. Note that these deductions also vanish with a retail 
sales tax or VAT. Some of the same federalism issues arise if there is no deduction for state and 
local taxes and local government bonds lose their tax-free advantage. 

The progressive consumed income tax, whether of the saving deduction Nunn-Domenici 
variety, or the Bradford “X Tax” (a progressive tax on labor income at the personal level plus 
taxing capital income minus expensed investment, business cash flow, at the highest tax rate at 
the business level), would be improvements over the current system, but not nearly so much as the 
other approaches. 1 do believe there is a stronger case for the Bradford approach than the Nunn- 
Domenici approach for compliance and administrative reasons, but again, recall the general 
statement made above that from the standpoint of economic performance, lower effective 
marginal tax rates are best. While the tax rates on consumed income get quite high under 
Nunn-Domenici, it is the only approach that attempts to integrate payroll tax credits to reduce the 
marginal impact of the payroll tax on labor supply and employment. 

What is likely to be gained by moving to one of these tax systems? Will it be worth the 
substantial political capital and transition costs to various families, firms, industries, and economic 
disruption that accompany any major tax change? The answer, in my opinion, is that the gains are 
potentially quite large. My review of the literature plus my own modeling reveal estimates of 
long-run GDP up to ten percent higher per year by replacing the current corporate and personal 
income taxes with a broad-based, direct or indirect, tax on consumption or consumed income 
Perhaps a conservative estimate would be five percent per year, which however, is gained partly 
by foregoing some consumption. This occurs because the increased saving and capital formation 
increases wages, and future income. These are large potential gains; large enough, in my 
opinion, to begin a serious dialogue and discussion, indeed national debate, on the 
desirability and feasibility of fundamental tax reform, which in turn might develop the 
support for legislation in the near future. 
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Chairman Archer [presiding]. Professor Bradford. 

STATEMEOT OF DAVID F. BRADFORD, PROFESSOR OF 

ECONOMICS AND PUBLIC AFFAIRS, WOODROW WILSON 

SCHOOL, PRINCETON UNIVERSITY, PRINCETON, NJT, 

Mr. Bradford. Thank you, Mr. Chairman. Mr. Chairman and 
Members of this distinguished Committee, it is a pleasure to ap- 
pear before you again to discuss fundamental tax reform. The last 
time I did so was almost exactly 10 years ago, June 11, 1985. 

It may seem that tax reform is always with us. I am hopeful, 
however, that these hearings reflect the approach of a critical mass 
of those who favor a thoroughgoing reorganization of the U.S. tax 
system around the idea of taxing on the basis of consumption rath- 
er than income. 

In my few minutes, I would like to review with the Committee 
the main reasons it makes sense to have another go at fundamen- 
tal tax reform and to explain why a consumption g^idepost for 
writing tax rules provides the key for a tax system that is fun- 
damentally fairer than the one we have now, that is vastly simpler 
and less intrusive in compliance, and that enhances U.S. living 
standards. 

I will try to make two simple points: First, the present taxation 
should be viewed in the same lieht as other structures of regulation 
in our economy. In this case, the regulatory system is designed to 
define and protect the revenue base. Our tax regulatory system has 
become absurdly complex and counterproductive. 

Second, a consumption-based tax offers a way to cut through the 
problems. 

So, first, why reform again? In my earlier testimony, I spelled 
out many reasons the tax system at that time was defective and 
should be reformed. Most of those reasons persist. Rather than re- 
iterate those here, I describe in my written testimony three exam- 
ples of the ways in which the tax system now requires simplifica- 
tion and rationalization. 

I won’t go through the time to tell you about them now, but one 
concerns financial innovation, as an example. It is one of the ways 
in which our U.S. economy is most innovative and flexible, and pro- 
found changes have taken place. It is a case where the tax rules 
impede development and the tax rules themselves are the focus of 
a great deal of very high talent devoted, in effect, to drawing reve- 
nue out of the Treasury. 

The second area is retirement saving. I give an example there. 
It is a very, very important area of our lives. Practitioners know 
this is one of the most complex areas of the tax law. The contrac- 
tual relations between employer and employee serve a large variety 
of economic functions, and as with financial innovation, we are, on 
the one hand, wasting resources figuring out how to make arrange- 
ments that most exploit the tax advantages while staying within 
the law and, on the other hand, tying the hands of our employers 
and employees in reaching the most effective compensation ar- 
rangements. 

My third example — and these are just examples — is capital 
gains. That probably defines itself; I don’t need to tell this Commit- 
tee about capital gains. In view of the interminable controversy 
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about capital gains taxation, it need hardly be said that the rules 
involve much more than fees for accountants and lawyers, but 
enter into every aspect of the business life of the country, with 
costly effect. 

All three of these examples — and they could be multiplied — ^have 
in common that they are sources of great complexity and impose 
serious costs on the U.S. economy. And these costs are borne not 
just by the businesses and often high-income individuals who must 
directly comply with these rules. But like the banking laws or the 
securities laws or the telecommunications regulations, the costs 
they impose are spread throughout the economy, striking workers 
and consumers at all income levels. 

The second thing these three examples have in common is that 
the harm that they cause could be easily avoided by adopting a 
consumption-based tax system. 

Why is that? The reason that this is true is because cash flow 
accounting gets the right answer for implementing a consumption- 
based tax, I would refer to the written testimony for just a sTcetch 
of the details. It is amazing that that apparently technical account- 
ing detail makes all the difference in the world. 

Is a consumption-based tax feasible? The answer is yes. There 
are many ways it could be done. There are currently under active 
discussion three possible reforms — a retail sales, or value-added 
tax; the flat tax; the Nunn-Domenici unlimited savings allowance 
tax. All three have in common that they would replace the existing 
income tax and perhaps the payroll tax and they would shift, the 
tax system to a consumption base. 

I want to emphasize a couple of further points. In my view, a 
consumption-based tax is fairer than an income-based tax. Equity 
was much discussed in a previous hearing. In my view, personally, 
equity is perhaps the most important property of a tax system. If 
a tax system isn’t fair, it won’t stick and it shouldn’t. 

Many people feel that an income tax is the fairest tax, but that 
we should adopt a consumption-based tax, regrettably, because it 
would encourage saving. I disagree with this on several counts. 
Most important, in my view, a strong reason for adopting a con- 
sumption tax is that it is fairer than an income tax. 

The central principle is this. As between two people who are 
similarly situated in terms of their economic opportunities, broadly 
speaking, how rich they are, well to do they are, the tax system 
should not assim a greater tax burden to the one who postpones 
consumption relative to the person who consumes. In other words, 
don’t assign a higher tax burden on someone just because he or she 
saves. 

In conclusion, as in other realms of policy, one might decide to 
impose an unfair tax system if it were needed to serve some other 
public purpose. I am asserting here that the income-based tax sys- 
tem is unfair relative to a consumption tax. But on all counts — ad- 
ministrability, compliance costs, interference in economic deci- 
sions — an income tax, even a much more consistent one than ours, 
is inferior to a properly constructed consumption tax. 

The advantage of a consumption-based tax in terms of improved 
incentives to save and invest and, equally important, in terms of 
equalized treatment of investments of all types and by all people, 
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are going to be emphasized sufficiently by others in today^s hear- 
ings and beyond. I would like simply to reiterate here the advan- 
tages of the reduced regulatory buraen. By replacing an outdated 
and unnecessarily costly regulatory system with a consistent, sim- 
ple system we can reap gains for everyone in the U.S. economy. 

This is the true meaning of international competitiveness, and it 
has the advantage of allowing us to gain at no cost to the rest of 
the world. Indeed, if the rest of the world follows our example, the 
benefits will be multiplied. I hope the time is approaching when we 
will make the move. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Testimony of David F. Bradford 
before the Committee on Ways and Means 
House of Representatives 
U.S. Congress 

June 6, 1995 


Mr. Chairman and members of this distinguished committee, 1 very much 
appreciate the opportunity to appear before you again to discuss, again ^ the subject of 
basic tax reform. 

The last time was ten years ago almost to the day (June 11, 1985, to be exact). In 
that case, my testimony concerned President Reagan’s reform proposal, which was to 
emerge as the Tax Reform Act of 1986. As a matter of interest, in preparing for today’s 
session, 1 pulled that old testimony out of my files. 

Since my views have continued to evolve with time and experience, I was rather 
surprised to see how much of that statement could be delivered again today. Specifically, 

I said, in effect, that 

• The proposed reform failed to deal with a number of serious structural 
problems of the income tax, such as the need to correct the income- 
measurement for inflation and to rationalize the treatment of corporations and 
individuals. 

• As a consequence of several inconsistencies in the treatment of various sorts of 
income, the plan included ad hoc patches, such as a minimum income tax, 
limitations on the deduaibility of interest, and a new surtax on distributions 
from retirement plans, that were sources of complexity and undesirable 
incentives. 

• I foresaw that the accretion of such patches would only worsen in the future, as 
taxpayers followed their natural inclination to exploit inconsistencies in order to 
reduce their taxes and the rule-writers struggled to plug the gaps. 

In that statement, I also suggested an alternative approach, a phased introduction of 
something I dubbed the X-TaXy a close relative of the Flat Tax that is being debated today, 
arguing that this consumption-based system represented the sort of genuine transformation 
of the tax system that was called for. 

Ten years later, it seems to me that the predictions have been borne out. And my 
advice for how to proceed from here is much the same. 

It may seem that tax reform is always with us. I am hopeful, however, that these 
hearings reflect the approach of a critical mass of those who favor a thoroughgoing 
reorientation of the U.S. tax system around the idea of taxing on the basis of consumption, 
rather than income. In my few minutes, I would like to review with the Committee the 
main reasons it makes sense to have another go at fundamental reform and to explain why 
a consumption guidepost for writing tax rules provides the key for a tax system that is 
fundamentally fairer than the one we have now, that is vastly simpler and less intrusive in 
compliance, and that enhances U.S. living standards. 

I will make two simple points: 

• The present tax system should be viewed in the same light as other structures 
of regulation in our economy. In this case, the regulatory system is designed 
to define and protect the revenue base. Our tax regulatory system has become 
absurdly complex and counterproductive. 

• A consumption-based tax offers the way to cut through the problems. 
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Why Reform Again? 

In my earlier testimony (and in other testimony), I spelled out many reasons the tax 
system at that time was defective and should be reformed. Most of those reasons persist. 
Rather than reiterate those here, I would like to use three instances of problems in the 
present law as illustrations of the need to simplify and rationalize our tax system today. 

Financial Innovation 

The U.S. economy is extraordinarily dynamic. Innovation and flexibility are its 
hallmarks. Nowhere has innovation proceeded more rapidly than in fmancial markets. 

The ingenuity of Wall Street’s rocket scientists is legendary. 

The tax system relates to these developments in two ways. First, much of the 
ingenuity is directed toward obtaining the best tax results in connection with any particular 
economic activity. Indeed, some of the ingenuity is directed to making profit at the 
expense of the U.S. Treasury. Second, the tax rules get in the way of accomplishing new 
fmancial arrangements. 

The week before last I participated in a colloquium at New York University Law 
School on the taxation of new financial instruments. Among the papers was one by a 
practitioner, David Hariton, in which he took as an illustration of the state of the law the 
steps involved in advising a taxpayer who owns low-basis stock and borrows identical 
stock and sells it short. This would seem to be a pretty straighforward, if not exactly 
everyday transaaion. Having first established that any number of possible complicating 
characteristics of the taxpayer do not apply (the taxpayer is not a controlled foreign 
corporation, for example), Hariton goes on for nearly fifty pages of options that the tax 
advisor must resolve, rules that may or may not apply, apparent inconsistencies, and so 
on. It was quite a convincing demonstration that the law has become unworkable. If the 
most expert tax advisers cannot establish with certainty how a “plain vanilla” transaction is 
to be treated by the tax law, how is the IRS to enforce the law? Any particular result has 
to be essentially arbitrary. 

Retirement Saving 

When I started as an assistant professor at Princeton University a long time ago, 
there was a retirement plan that called for contributions that were graded according to age, 
one rate up to age 30, another to age 40, and the highest rate over age SO. At some point 
Princeton changed its plan, but let existing faculty elect to continue on the “old plan.” 

The new plan was more generous up to age SO and less generous than the old plan after 
age 50. I chose to stay on the old plan. By the time I reached age 50, most faculty 
members were on the new plan. Those of us who had survived so long at the University 
were, perforce, in the senior and hence better-paid ranks of the faculty. At that point it 
was determined that the old plan discriminated in favor of better-paid employees, and was 
therefore ineligible for favoral tax treatment. We had to switch to the new plan, 
notwithstanding the fact that we had just reached the point where our persistence in the old 
plan was about to pay off! 

Believe it or not, my objeaive here is not to plead for relief from this injustice, but 
simply to call attention to one of the most complex areas of the tax law. Practitioners 
know how difficult it is to assure compliance with the law, and how much talent is devoted 
to designing plans that fit within the r^latory constraints. Yet the contractual relations 
between employer and employees serve a large variety of economic functions. As with 
financial innovation, we are, on the one hand, wasting resources figuring out how to make 
the arrangements that most exploit the tax advantages, while staying within the law, and on 
the other hand, tying the hands of our employers and employees in reaching the most 
effective compensation arrangenoents. 
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Capital Gains 

My third example probably explains itself: capital gains. It used to be said that 
half of the business of a tax accountant or lawyer was convening ordinary income to 
capital gains. The other half was converting capital losses to ordinary income losses. 

This was especially true when the difference in the rate of lax applied to the two types of 
income was larger than it has been until recently. But the difference has widened again. 
And in any case, because of the necessity to limit capital losses, the rules that distinguish 
the income according to its ordinary or capital gain “character” have continued in force 
and account for many inches of tax law books. 

In view of the interminable controversy about capital gains taxation, it need hardly 
be said that the rules involve much more than fees for accountants and lawyers, but enter 
into every aspect of the business life of the country, with costly effect. 

All three of these examples have in common that they are sources of great 
complexity and impose serious costs on the U.S. economy. These costs are not borne just 
by the businesses and individuals who must directly comply with the rules in question. 
Like banking laws or securities laws or telecommunications regulations, the costs that they 
impose are spr^d throughout the economy, striking workers and consumers at all income 
levels. 


The second thing these three examples have in common is that the harm they cause 
could be easily avoided by adopting a consumption -based tax system. 

Why A Consumption-Based Approach Offers the Solution 

Cash-Flow Accounting Gets the Right Answer in a Consumption-Based Tax 

Tax specialists generally take as a standard an idealized concept of a person's 
income, often referred to as accretion income. Accretion income is defined as the sum of 
what the person consumes during the year, and the increase in the person's wealth. The 
first component is, obviously, consumption, and the second is the economic defmition of 
saving. So accretion income is defined as the sum of consumption and saving. 

To the uninitiated, it usually seems odd that what theorists mean by income is 
something that looks more like outlay by the person on consumption and the acquisition of 
assets (or reduction of indebtedness). To the uninitiated, income is, logically, something 
that comes m, like wages or dividends. This view is almost certainly what the enactors of 
the income tax had in mind, but in the process of trying to impose consistency on a variety 
of cash inflows (for example, the proceeds from the sale of an asset like a house), tax rule- 
writers concluded that it was the underlying power to consume, either exercised currently 
or accumulated for future exercise, rather than the flow of Incoming cash, that constitute 
the essence of income as a measure of ability to pay. So income tax rules are designed to 
take information on transactions such as receipt of wages or dividends or the proceeds of 
the sale of an asset and convert it to a measure that reflects the sum of a person's 
consumption and saving (increase in wealth) during the year. 

In an ideal income tax accounting system, ail changes in a person's wealth are 
tracked and subjected to tax (or tax relief, in the case of a decline in wealth). In the 
practical income tax world, not all wealth changes are taken into account. The unrealized 
capital gain in a person's portfolio of stock is a notable example. But practicality is not 
the only reason the actual tax system contains many deviations from accretion income. 

The special rules that apply to retirement savings, for example, are intended to alleviate 
the burden on saving that is characteristic of an income tax. Indeed, one could say that the 
existing system is notable mainly for its remarkable inconsistency in taxing accruing 
income. To cite just one other example, the corporation income tax, viewed as part of a 
system to measure and tax people's income, is largely uncoordinated with the individual 
income tax. 

In comparison with a consumption-based tax, an income tax is inherently difficult 
to administer because in order to tax Income consistently accruing wealth has to be 
measured. By contrast, correctly taxing consumption requires simply keeping track of 
cash flow. 
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The importance of this apparently technical, accounting point cannot be 
exaggerated. The hardest part of measuring income is tracking changing wealth. 

Again, capital gains provides a good example. If for no other reason than that it is 
impractical to measure what has happened to the value of a person's assets except when 
they are actually sold, gain or loss is taken into account only at that point. This would not 
necessarily be serious except that where rules for measuring accruing wealth are 
inconsistent, there is generally an opportunity for taxpayers to profit by taking offsetting 
positions. One position produces a current loss on the tax accounts, while the other 
position produces an equivalent gain that is deferred into a future year. Positions that are 
exactly offsetting from a true economic point of view, are not offsetting from a taxable 
income point of view. 

To plug the revenue leak, Congress and the Treasury have to write special rules. 
Because there is always some inconsistency left, taxpayers devise further ways to profit at 
the expense of the fisc. The tax-rule writes are always playing catch-up ball, and the 
system becon^ more and more and more complex. 

Contrast this accounting problem with the way a sequence of transactions leading 
to a capital gain is properly taxed in a consumption-based system. There are basically two 
possible approaches: Either the cost of the asset is deducted from the tax base at the time 
it is acquired, in which case any cash proceeds arising by virtue of holding the zsset, 
including the proceeds of sale of the asset, are included in the tax base. Or the cost of the 
asset is not d«lucted on acquisition, and the return flow is ignored in the calculation of 
tax. (This would, for example, be the way the transaction would be treated under a value- 
added tax.) Either approach is simple, gives rise to no special incentive effects (such as 
the lock-in effect that charaaerizes the realization treatment of capital gains in the present 
tax system), and gives the right answer. In a consumption-based system, we could throw 
away the distinction between ordinary income and capital gains. Think what that would do 
to the law books. Think what it would do to the everyday economic affairs of the country. 

The rules relating to retirement saving alluded to in my second example, compose 
another extremely complex area of current law. In this case the source of the problem is 
the special treatment of r^iremem saving that we have ^op^ as a matter of policy. 
Qualified retirement saving is accounted for on consumption-tax principles: the amount 
saved is deducted from income (or simply not included, when it is put aside by the 
employer), and no tax results until there is a cash flow to the beneficiary at the time of 
retirement. This cash-flow accounting is an entirely natural approach. But it is 
inconsistent with proper accrual accounting, which would not allow a deduaion for (or 
exclusion of) the amount put aside, would tax the earnings on the savings as die amount 
grew over the years, and would not tax the benefits, any more than withdrawals from 
one's savings account are subject to tax. 

‘‘Proper” accounting for the pension saving probably sounds bizarre to anyone 
other than an income tax expert, and I would guess that the treatment of qualified pension 
plans was thought of as no more than die natural way to handle them vdien the incxjme tax 
was young (and had low rates). The problem is that the inconsistency in treatment of this 
form of saving and, say, putting money in a savings account, meant a payoff to tax 
planning. There was money to be made by borrowing with the left hand and putting the 
money away in pension savings with the right hand. The taxpayer's mie economic 
position was unaffected by this combination, but it gave rise to deductible interest 
payments currently, offset by an inclusion In income in the future. 

(james of this sort are worth more, the higher the applicable tax rate and the lower 
the cost of the needed transactions. When tax rates got high enough, the needed 
transactions began to be available more cheaply and those with the highest tax rates took 
most advant^e of tax-deferred n^irement saving. Hie result was the phenomenon of 
highly paid executives making extensive use of p^ion savings, while low paid rank and 
file workers did not. Policy makers saw in this absolutely predictable pattern of use of 
pensions an unfair distribution of a “tax preference,” and so we have “anti-discrimination” 
rules, some of the most arcane provisions of the tax code. 

In a consumption-based system, cash-flow treatment of retirement saving is ncrthing 
more than one of the two corr«:t and consistent ways of accminting. In a consumption- 
based system, we could throw away the antidiscrimination rules, along with all the other 
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retirement income regulations (insofar as their purpose is to limit the use of the “tax 
preference” in the current system). 

A Consumption-Based Tax Is Feasible 

Currently, there is aaive discussion of three reform plans: 

• a retail sales tax or a value-added tax, 

• the Flat Tax, 

• the Nunn-Domenici Unlimited Savings Allowance (USA) Tax. 

In terms of implementation, these three reforms have certain features in common. 
The first approach, a retail sales tax, is a proportional tax paid by businesses. The second 
and third, the Flat Tax and the USA Tax, both constitute integrated systems, consisting of 
a proportional tax paid by businesses, more or less similar to a value-added tax, and a 
personal-level tax, along the lines of the existing individual income tax. In the case of the 
Flat Tax, the individual tax is imposed only on a person’s compensation, such as wages 
and salary. The individual-level tax in the USA system is an example of what has come to 
be called a “consumed income” tax, which Is to say, it is based on something like the 
present taxable income with a deduction for net saving (and inclusion of net dissaving). 

All three systems are conceived of as replacements for the federal income tax, both 
corporate and individual. In addition, the USA Tax integrates the social security taxes 
through a system of credits. All three approaches would shift the U.S. tax system to a 
consumption base. 

Why a Consumption-Based Tax is Fairer Than an Income-Based Tax 

It seems to me that the fairness of a tax system Is its most Important property. If 
people do not feel that the tax system is fair, they will try to evade the tax, or they will 
change It through the political process. 

Fairness is, however, not a scientific concept, something that we can measure 
objectively. Some people think the tax system should be more progressive, some less. 
Some think there should be better provision for charities, or older citizens, or children. 

The choice between income and consumption as a tax base is independent of these debates. 

The administrative advantages of a consumption-based approach really cannot be 
denied. But clearly administrative advantages are not the only important characteristic of 
the tax system. Do we perhaps need to accept the huge complexities and wasteful 
incentives in the present system in order to serve the goal of fairness in distributing the 
burden of tax? 

Many people feel that an income tax is the fairest tax, but that we should adopt a 
consumption-based tax because it would encourage saving. I disagree with this on several 
counts. Most important, in my view, a strong reason for adopting a consumption tax is 
that it is fairer than an income tax. 

The central issue is this: As between two people who are similarly situated in 
terms of their economic opportunities, the tax system should not assign a greater tax 
burden to the person who postpones consumption, relative to the person who consumes in 
the present. 

It seems to me that an argument could be made that the person who postpones 
consumption, saves, in other words, should be rewarded with a lower tax burden. To 
listen to the rhetoric about encouraging saving, one would think this would be the position 
most people would take. I, myself, think that people should be free to decide for 
themselves, neither rewarded nor penalized by the fiscal system for their choices. That is, 
in my view, savers and dissavers should be treated alike. 

An income tax, by its nature, penalizes savers. To me, this seems inherently 
unfair. A consumption tax imposes the same burden on the saver and the dissaver. (I 
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would not describe them as saver and consumer, because the matter is one of timing. The 
present saver is a future consumer.) 

To be sure, the unfairness of an income tax, relative to a consumption tax is not 
fatal. The two tax bases have much in common. But of the two, the consumption base 
seems to me to occupy the high ground on the criterion of fairness. 

There are many plausible arguments to the contrary. Most of these concern 
progressivity and are based on a mistaken view that a consumption-based tax is less 
progressive than an income-based tax. Progressivity is a characteristic that is designed 
into a tax system (or, rather, into a fiscal system more broadly conceived, encompassing 
expenditure and transfer programs as well as taxes). There is nothing that makes an 
income tax inherently more progressive than a consumption tax. The degree of 
progressivity is a policy choice under either approach. 

Under some versions of consumption taxes (for example, the Flat Tax), people are 
not obliged to report and pay taxes on dividends, interest, or capital gains. It is not 
surprising that observers would conclude that such a tax must not be very progressive. 

One imagines a millionaire, sitting on his terrace sipping a Martini, not paying any taxes. 
But the image is a trick and the conclusion is false, because it is based on reasoning that 
stops short of looking behind the dividends, interest, or capital gains to the tax treatment 
of the businesses that create them. 

I am told that the American electorate will never be able to understand this point. 

It may be so, but I doubt it. I think that if political leaders thoroughly grasp the way a 
consumption-based tax system works, they will themselves be convinced of its superiority 
and will in turn be able to convince the electorate. 

As in other realms of policy, one might decide to impose an unfair tax system if it 
were needed to serve some other public purpose. But the contrary is the case. On all 
other counts — administrabiiity, compliance cost, interference in economic decisions — an 
income tax (even a much more consistent one than ours) is inferior to a properly 
constructed consumption tax. 

Why a Consumption-Based Tax is Conducive to National Prosperity 

The advantages of a consumption-based tax in terms of improved incentives to save 
and invest, and, equally important, in terms of equalized treatment of investments of alt 
types and by all people, are going to be emphasized sufficiently by others on today’s 
panel. I would like in this connection simply to reiterate the advantages of the reduced 
regulatory burden. By replacing an outdated and unnecessarily costly regulatory system 
with a consistent, simple system, we can reap gains for everyone in the U.S. economy. 
This is the true meaning of international competitiveness, and it has the advantage of 
allowing us to gain at no cost to the rest of the world. Indeed, if the rest of the world 
follows our example the benefits will be multiplied. 

I hope the time is approaching when we will make the move. 
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Chairman ARCHER. Thank you. 

Our last witness is Gary Hufbauer. 

STATEMENT OF GARY C. HUFBAUER, REGINALD JONES SEN- 

lOR FELLOW, INSTITUTE FOR INTERNATIONAL ECONOMICS 

Mr. Hufbauer. Thank you, Mr. Chairman. 

I want to generically refer to all the proposals for reform — the re- 
tail sales tax, the flat tax and the U.S.A. tax — I want to refer to 
all of them as taxes on business activity. My statement con- 
centrates on the business side, not the personal side, of tax reform. 

There are two strong arguments for a TBA system, a tax on busi- 
ness activity. One is the savings/investment argument. A TBA sys- 
tem will boost savings and investment. And the second argument 
is the complexity argument. A TBA system will cut through our 
grotesquely complicated tax system. 

I have been invited to discuss the international side of a tax on 
business activity. There are two broad principles of dealing with 
the international side of a tax on business activity. One is tne so- 
called destination principle of border tax adjustments. I realize that 
is a mouthful. The destination principle taxes goods and services 
where they are used or consumed. What that means, in practice, 
is that goods or services exported from the United States would be 
relieved, exempted of any of these TBA taxes. The goods and serv- 
ices will be taxed, if at all, where they are consumed — CJermany, 
Japan, or wherever. 

Conversely, goods and services imported into the United States 
will pay a tax at the border when they come into the United States. 
Some services will arrive electronically, for example, value-added 
telecom services. Merchandise will arrive at the various customs 
districts. Taxation upon arrival is the destination principle. 

There is a second principle of border tax adjustment. It could be 
called a principle of nonborder tax adjustment. Under the origin 
principle, goods and services are taxed only where they are pro- 
duced. In Uie case of a tax on business activity paid in the United 
States, there would be no adjustment when the goods and services 
are exported and, conversely, when goods and services are imported 
there would be no tax placed on them at the border. 

The origin principle is the current system with respect to the cor- 
porate income tax. We do not remit the corporate income tax when 
goods and services are exported that are produced in the United 
States, and we do not impose a corporate income tax on goods and 
services that are imported from abroad. 

Let me discuss quickly how these two different principles deal 
with three important issues: First, how the principle chosen deals 
with price distortions which are a feature of nearly every tax sys- 
tem; second, how the principle chosen affects the trade balance, 
sometimes referred to as the current account balance; and third, 
how the principle chosen facilitates the transition from one tax sys- 
tem, namely what we have today, to a new tax system, one of the 
TBA reform proposals. 

So, first, the price distortion question. A choice must be made be- 
tween two evils, if you will. One is distortion of prices in consump- 
tion. The orimn principle minimizes price distortion at the con- 
sumption levm. This principle means that the prices in the United 
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States will be largely dominated by world prices, because goods and 
services will be imported at world prices, and U.S. exports must be 
priced to meet world prices, so that export firms will tend to price 
the same in the United States as they price abroad. So the origin 
principle minimizes distortion at the consumption level. 

But the destination principle minimizes distortion at the produc- 
er’s level. What the destination principle does is ensure that pro- 
ducers, when they sell abroad, get world prices because the U.S. 
taxes don’t affect them. Meanwhile, when goods and services are 
imported, consumers pav U.S. tax at U.S. rates, so U.S, producers 
are not disadvantaged by comparison with their foreign competi- 
tors. 

Between these two principles, I think it is much more important 
to minimize price distortion at the producer’s level. If there are 
questions of why that is so, I can give some examples. They are set 
forth in my testimony. I think reflection will show that reducing 
price distortions facing producers is a much more important prin- 
ciple in our economy. For that reason, I favor the destination prin- 
ciple. 

Let me quickly turn to the issue of impact on trade balances. 
Briefly, choosing one or the other of these principles will make no 
longrun difference in the trade balance. The U.S. trade balance is 
determined by our savings and investment decisions. The change 
in the tax system will change those decisions. That will affect the 
trade balance; whether we choose the origin or destination prin- 
ciple will not make a difference. It may make a difference in the 
extent of necessary exchange rate adjustments, but that is all. So 
I would dismiss trade balance arguments as a reason for choosing 
between these two principles. 

Let me come to the critical reason for favoring a destination prin- 
ciple approach, and that is the transition from the old system to 
the new system. Any transition will entail higher taxes on some 
producers than they pay today. And those producers will be ex- 
tremely concerned about being disadvantaged in world markets, 
disadvantaged when they export because they are paying higher 
taxes than they were before, and disadvantaged by comparison 
with competing imported goods and services because they are being 
taxed and their import competitors are not. 

So I think it is terribly important to have the destination prin- 
ciple border tax adjustment for a new TBA system. I think that the 
ability to have destination principle adjustments should work into 
the evaluation of the various TBA systems. 

I think it is quite clear that the retail sales tax is adjustable at 
the border under the destination principle. I think the U.S.A. tax 
is also adjustable. However, I have not had time to study the flat 
tax in this important respect. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF GARY C. HUFBAUER 
INSTITUTE FOR INTERNATIONAL ECONOMICS 

A TAX ON BUSINESS ACTIVITY AND BORDER TAX ADJUSTNENTS 


It is a pleasure to appear before the Conunittee. Today, I 
intend to briefly discuss the international conseciuences of 
reforming the current tax system by replacing large portions of the 
current system with a tax on business activity (or TBA system) 
There are two strong arguments for a TBA system: it should increase 
private savings and investment and it would certainly simplify the 
grotesquely complex U.S. tax code. 

Over the past decades, various TBA systems have been proposed. 
In 1969 President Nixon considered a federal VAT to finance the 
reduction in local property taxes or the federal corporate income 
tax. Other initiatives were considered in the ensuing two decades. 
More recently, in 1993, Senators Sam Nunn (D-Ga) and Pete Domenici 
(R-N.M.) propounded the Unlimited Savings Allowance Income Tax 
System (the USA Tax) and, in 1994, Representative Armey (R-Tx) 
proposed a flat tax. 

My testimony focuses on five issues related to a TBA system: 

1 . To what extent a TBA system would promote sav ings and 
investment . 

2. Different principles for adjusting taxes at the border. 

3. How border adjustments compensate for price distortions. 

4. Whether border adjustments would affect the trade balance. 

5. How border adjustments would facilitate the transition to a 
new tax system. 


1. Promoting Savinas and Investment 

A TBA system would encourage savings and investment. The 
rationale is simple; unlike the present system, savings and 
investment would either be untaxed, or taxed at a lower rate, under 
a TBA system. 

A higher U.S. savings rate is widely regarded as an essential 
ingredient for maintaining annual economic growth at 2.5 to 3.0 
percent over an extended period of time. The Competitiveness 
Policy Council recommends an increase of the national savings rate 
by 5 to 7 percentage points of GDP in order to finance larger 
national investment, and hence a higher trend rate of growth.^ The 
U.S. investment rate has long been lower than the rates of other G- 
7 countries. For the other G-7 countries in the 1980s, the 
unweighted average gross investment rate was 22 percent of GDP 
versus 19 percent in the United States. 

Low U.S. investment rates are directly attributable to the low 
U.S. savings rate. Even in today's world of high capital mobility, 
low domestic savings lead to low domestic investment. OECD 
statistics show that the United States now has one of the lowest 
gross savings rates of any G-*? country: gross saving as a 
proportion of GDP averaged 18 percent in the 19808 compared with an 
unweighted average of 21 percent for the other G-7 countries.^ 

Nearly everyone agrees that reducing the federal deficit is a 
sure way to raise national savings, at least by 2 or 3 percentage 
points of GDP.^ Between the 1960s and the 1980s, the U.S. public 
accounts ( federal , state and local combined) dropped from a 
positive 1 . 9 percent of GDP to a negative 2 . 9 percent of GDP. 


^For further analysis, see Gary Hufbauer, assisted by Carol 
Gabyzon, Border Tax Adjustments and the USA Tax . Institute for 
International Economics (unpublished), April 1995. 

^Competitiveness Policy Council, Promoting Long-Term 
Prosperity . Third Report to the President and Congress, May 1994. 

^OECD, OECD National Accounts . Paris 1994. 

*See for example , Competitiveness Policy Council , Promoting 
Long-Term Prosperity . Third Report to the President and Congress 
(May 1994). 
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Recent federal budget decisions, with the implied reduction of 
public spending, seem likely to reverse this path. 

Few if any TBA advocates suggest that a tax on business 
activity should be added to the existing tax structure. Instead, 
they see the TBA system as a replacement for personal and corporate 
income taxes. The debate, therefore, concerns the impact of a 
revenue-neutral TBA system both on private savings — namely the 
combination of household savings (e.g., pensions) and corporate 
savings (retained earnings) — and on private investment. 

The savings impact of a TBA system depends on how the new 
system changes private behavior. My opinion is that heightened 
public awareness of the importance of savings that would come with 
an historic shift from income taxation to the TBA system would make 
a positive difference in total private savings of 2 to 3 percentage 
points of GDP. 

By enlarging the US savings pool, a TBA system would 
indirectly promote investment. In addition, a TBA system would 
directly spur investment because investment outlays would be 
expensed immediately. My guess is that the spur to gross 
investment rates might amount to 2 percentage points of GDP. 


2. Principles of Border Tax Ad-^ustnents 

Adjustments at the border for taxes on goods and services are 
an established practice in international trade. During the last 
two centuries, national laws and international agreements have 
progressively enlarged the scope of permissible border tax 
adjustments. The rules have been articulated both in national 
legislation and international agreements such as the Uruguay Round 
Agreement on Subsidies and Countervailing Measures. 

Border tax adjustments are based on the destination principle 
of taxation which calls for taxing goods or services shipped across 
an international border only in the jurisdiction where the goods or 
services are consumed. The destination principle is applied via 
the non-excessive remission (or exemption) of taxes when goods or 
services are exported and the equivalent imposition of taxes when 
like goods or services are imported. 

By contrast, the oriain principle of taxation calls for the 
taxation of all goods and services only in the country of 
production, irrespective of where the goods or services are 
consumed. Under the origin principle, there can be qs remission 
(or exemption) of taxes when goods or services are exported and 
there can be ns imposition of corresponding taxes when like goods 
or services are imported. In other words, under the origin 
principle, there are no adjustments at the border. 

There are three main consequences of the choice between the 
destination principle (which complements taxation at the 
consumption stage) and the origin principle (which complements 
taxation at the production stage) : 

• How the principle chosen addresses the price distortions which 
are an inevitable complement of almost all tax systems; 

• The extent to which border adjustments affect the trade 
balance; and 

• The extent to which they facilitate the transition between tax 
systems . 


3. How Border Adjustments Compensate for Price Distortions 

Nearly every tax system distorts prices in an economy. The 
question therefore is which principle of border adjustment — the 
origin principle or the destination principle — better compensates 
for tax-induced price distortions. 

In select circumstances, the choice between the destination 
and the origin principle in fact makes no difference. If the tax 
in question is a general tax . namely one that applies 
proportionately to all goods and services produced in the economy, 
or to all factor incomes earned in the economy, and if all prices 
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and wages are flexible , and if factor supplies are inelastic , then 
in the Iona run it maXes no di f f erence to a country * s economic 
structure whether it chooses the origin or destination principle. 
Under these highly restrictive circumstances, the underlying tax 
system will not distort relative prices, and any border adjustment 
is aXin to an exchange rate change. 

However, in most circumstances, these restrictive conditions 
are not met, and thus the choice between border adjustment 
principles has important economic implications. Moreover, the 
short run matters as much as the long run, especially when making 
big changes from one tax system to another. To be specific, the 
origin principle will minimize price distortions facing consumers, 
since purchasers can still buy at world prices. By contrast the 
destination principle will minimize price distortions facing 
producers. In my opinion, it is far more important to minimize 
price distortions facing producers. 

Talk of "price distortions facing producers" is, in fact, a 
rather antiseptic way of describing real world events. For 
example, if U.S. producers of computer software must pay a 10 
percent tax on sales, when other U.S. products are taxed at 5 
percent, and if sales taxes are not adjusted at the border, it 
seems very likely that U.S. software firms will decide to make 
their diskettes in Canada, Korea, or France. The reason is that 
any compensating exchange rate change will not affect the heavily 
taxed computer software firms any more than it affects the average 
sector. Therefore, computer software firms will have a harder time 
retaining skilled workers. The result will be the closure of 
plants in places like Seattle and Boston — costing thousands of 
jobs. In other words, when it comes to taxes that are unevenly 
applied to different activities, only the destination principle can 
effectively prevent the contraction of industries that are more 
heavily taxed than other sectors of the economy. 

In this example, destination principle border tax adjustments 
will give a larger export exemption to computer software firms (10 
percent) than to average firms (5 percent) . Correspondingly, it 
will apply a higher compensating tax on Imported computer software 
(10 percent) than on average imports (5 percent) . These 
differences will enable Seattle and Boston to retain their 
competitive edge in the computer software industry. The same 
illustrative example would be relevant if a shift from tax system 
A (the current US tax code) to tax system B (a TBA system) resulted 
in a bigger tax increase on computer software firms than on average 
U.S. business firms. 

To some degree, national and international rules have evolved 
to accommodate these practical concerns about output effects. 
Indirect taxes can normally be adjusted at the border. Since the 
core definition of indirect taxes includes excise and sales taxes, 
a country can elect to apply the destination principle to those 
taxes that most conspicuously differ in their burden from sector to 
sector. However, international rules do not permit direct taxes to 
be adj usted at the border . Corporate income taxes and social 
security charges often differ considerably from sector to sector, 
but variations in their burden cannot be compensated by destination 
principle border adjustments since these taxes are defined as 
direct taxes. 

The Uruguay Round Agreement on Subsidies and Countervailing 
Measures makes the distinction between direct and indirect taxes as 
follows : 

Direct taxes are defined as "...taxes on wages, profits, 
interests , rents , royalties , and al other forms of 
income, and taxes on the ownership of real property..." 

Indirect taxes are defined as "...sales, excise, 
turnover, value added, franchise, stamp, transfer, 
inventory and equipment taxes, border taxes and all taxes 
other than direct taxes and import charges..." 

Where do TBA systems lie on the spectrum between direct and 
indirect taxes? I cannot comment on all TBA systems, because I 



87 


USA Tax, and I am convinced that it is adjustable at the border 
under current GATT (WTO) rules. The reasons are spelled out in 
another paper. ^ 


4. Impact on Trade Balances 

Many businessmen see destination principle border tax 
adjustments as conducive to a national trade surplus. However, in 
the long run, the choice between origin principle and destination 
principle border tax adjustments exerts little or no impact on 
national trade balances. Instead, trade balances reflect savings 
and investment balances in each national economy. 

The structure of a country *s tax system may alter its savings 
and investment balance? if so, there will be an impact on its 
exchange rate and its trade balance. But whether or not taxes are 
adjusted at the border will have little effect on these fundamental 
forces. If the tax system is reformed, and if the reform alters 
the balance between savings and investment, and if the new taxes 
are not adjusted at the border, then the country *s exchange rate 
will change to accommodate the new tax system. Conversely, if the 
new taxes are adjusted at the border, then the exchange rate may 
not have to change so much to accommodate the new system. As far 
as the trade balance is concerned, therefore, destination principle 
border tax adjustments can be seen as a substitute for exchange 
rate changes. 

To summarize: border tax adjustments are not required to 
ensure that the trade balance responds to the new savings- 
investment balance. However, border tax adjustments may facilitate 
the required adjustment and require less move in the exchange rate. 


5. Facilitating the Transition to a New Tax System 

These statements about the interchangeability of border tax 
adjustments and exchange rate changes are sound as long-run 
technical propositions , but they miss the short-run political 
economy of radically reforming a country *s tax system. 

The fundamental reason for border tax adjustments is neither 
to alter the nation's trade balance nor to find a substitute for 
exchange rate adjustments. The fundamental reason for border tax 
adjustments is to deal with the burden on sectors that are more 
heavily taxed under the new system than the old. Any TBA system 
will impose higher taxes on many business firms than the current 
corporate income tax, both because some firms pay little or no tax 
under the present complicated system and because, under some TBA 
systems, a larger portion of wage taxes will be paid at the 
corporate level. 

Producers that suddenly find themselves paying more taxes than 
before will inevitably (and rightly) worry that the new TBA system 
will erode their ability both to sell abroad and to meet the 
competition of foreign firms in the U.S. market. This fear is best 
answered by destination principle border tax adjustments. Such 
adjustments will help many U.S. firms accept reform of the U.S. tax 
system. In fact, it is no exaggeration to say that, without the 
feature of destination principle border adjustments, it may be 
impossible to gather the requisite political support to enact a TBA 
system. 


^ See Gary Hufbauer, assisted by Carol Gabyzon, Border Tax 
Adjustments and the USA Tax . Institute for International Economics 
(unpublished), April 1995. 


The views expressed in this statement are those of the author and 
do not necessarily reflect the views of individual members of the 
Institute's Board of Directors or Advisory Committee. 
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Chairman Archer. Thank you, Mr. Hufbauer. 

I understand that both Dr. Boskin and Professor Bradford have 
to leave in 10 minutes. Do you have any other time constraints, 
Mr. Hufbauer? 

Mr. Hufbauer, I can stay. 

Chairman Archer. I would ask that in the limited time available 
for Dr. Boskin and Professor Bradford that the questions be di- 
rected to them. 

Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Dr. Boskin, you raise the problem of the mutability of the Tax 
Code in your testimony, and it seems that over and over again in 
our history we have been subjected to a bait-and-switch technique 
where there is a flat, low tax imposed and then the rates go up, 
most recently in 1986 when the deal was that the many deductions 
would be eliminated in exchange for lower marginal rates which 
are now more than 40 percent higher than they were at the time. 

As we try to get this right, can you advise us as to how we can 
protect against this phenomenon and the related phenomenon of 
putting more loopholes in the Code as the nominal rates go up? 

Mr. Boskin. I think that is a very good question. 

I think there are two things. I personally favor a supermajority 
for tax rate increases. I know that has been discussed and is under 
consideration, and I would hope there would be an opportunity for 
the Congress to reconsider that in and of itself, perhaps even in 
House rules, as opposed to just as a variant of a balanced budget 
amendment. 

Second, in the reform that you move to, if your reform really ties 
and makes obvious that the taxes are the cost of financing govern- 
ment spending, it seems to me that will exercise some constraint 
through the taxpayers. 

One problem we ought to be worried about is if taxes are very 
much hidden. There are people who complain that withholding does 
that in the existing system or that a value-added tax mi^t be 
somewhat hidden. I personally think that we need to make it more 
obvious that the tax system is the price we are paying for govern- 
ment spending — or the current taxes and the fixture taxes, if we 
are deficit spending, are the price we are paying. And I think that 
will help ensure that the taxpayers themselves will exercise great 
restraint through their voting in elections. 

Mr. Zimmer. Mr. Bradford, do you have any thoughts on that? 

Mr. Bradford. I would join Mike Boskin in saying something 
like requiring a supermajority for rate changes would seem a rea- 
sonable thing to do. One reason it is very important is not simply 
that politically one may like lower rates, but also in a tax system 
of the type we are talking about, the incentive effect on investment 
is very strong. If you anticipate an increase in the rate, let’s say, 
of a value-added tax or a retail sales tax or flat tax, there is a 
strong incentive to postpone investment; and it would be very im- 
portant from the point of view of the stability of the economy to as- 
sure against very sharp increases in rates. And decreases are mis- 
chievous, too. So I endorse that idea. 

There is another possible mechanism that could be built into 
these systems, and that is, in effect, the use of the IRA-type device. 
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which allows people, in effect, to lock in the rates that prevail at 
the current time. That would be too far afield to discuss that fur- 
ther now, but I think that could also have a stabilizing effect and 
that could be very important. 

Mr. Zimmer. Professor, I appreciate your being here, Princeton is 
in my district. I appreciate your clarity. I must confess that Prince- 
ton is the only community in my district where people complain 
that taxes are too low, but not necessarily their own taxes. 

Let me ask you a fundamental question, both of you. When we 
considered the tax cut legislation earlier this year, some of our 
friends on the other side of the aisle differed with us on one of our 
principal premises, which is that changing the Tax Code can actu- 
ally encourage savings and investment and economic growth. What 
would you say to those people and how can you convince them that 
in fact that will happen? 

Mr. Boskin. I think there is no doubt fundamental reforms like 
moving to a retail sales tax or VAT or perhaps even to a flat rate, 
consumption-based income tax would increase the rate of savings 
and that would have all sorts of beneficial effects. The way I tie 
together the issue of a tax cut, why we are trying to slow the 
growth of spending to balance the budget is — the reason we want 
to reduce the deficit, in addition to the moral reason about liabil- 
ities to our children and grandchildren, is to free up saving to 
make it available to finance investment, so we reduce the govern- 
ment’s drag. If you can, through capital gains rate reduction or an 
IRA or something of that sort, raise private saving — one of the two 
reasons we have the lowest national saving rate of any country in 
the world if we could simultaneously do that, then you are accom- 
plishing with another leg of the stool the exact same purpose. That 
is how the two tie together. 

If we could have prosaving, proinvestment, progrowth tax rate 
reductions and get enough spending cuts to finance them in the 
short term, before they have a chance fully to kick in and help the 
economy grow, those two policies complement each other. They are 
not substitutes. 

Chairman Archer. The gentleman’s time has expired. 

Mr. McCrery will inquire and he will be the last inquisitor for 
Professor Bradford and Dr. Boskin. 

Mr. McCrery. Thank you, Mr. Chairman. 

I have a question that neither of you may want to answer, be- 
cause Mr. Hufbauer punted on it. The question is “have you looked 
at the flat tax in terms of our ability to adjust it at the border 
under GATT rules”? Have either of you done that? 

Mr. Boskin. I have thought about it. I am not a trade lawyer, 
but I do believe it is an open question. It may not be. 

Mr. Bradford. I have the same impression. It is very much a 
legal question, as you have probably heard from other economists. 
Economists think, at least this economist thinks, that the distinc- 
tion on which the rebatability or not of a tax turns is fundamen- 
tally a legal and not a real economic one. A tax that looks one way 
will be rebatable, and if it doesn’t look right, it won’t be even 
though it is economically equivalent. 

I think that is the situation with the flat tax. The flat tax is eco- 
nomically identically equivalent to a value-added tax and should 
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therefore be rebatable, I am talking about the business tax rate on 
all exports and subject to imports, according to the same rationale 
as applies in the case of a value-added tax. I think it is very much 
an open issue, legally. 

Mr. McCrery. As economists, do you think it is important that 
we consider that as part of the debate? 

Mr. Boskin. I do. Gary sort of said this only affects the trade bal- 
ance through its beneficial effects on the saving rate, and I would 
agree with that beneficial effect on balance, on the trade picture. 
But the notion that somehow this washes in exchange rates envi- 
sions a regime of permanently totally flexible exchange rates that 
totally adjust or a major adiustment in domestic prices. I think the 
world we live in now is a little bit different than that, and there 
is a lot of fixing and a lot of pegging and a lot of attempted inter- 
vention. So it is something that ougnt to be considered, but I also 
wouldn’t assume that there would be no adjustment at all in ex- 
change rates. 

Mr. Bradford. I think I would be more on the side of saying it 
doesn’t make much difference, but I would agree that the issue 
where it does make a difference is a matter of transition. Which 
way we did it wouldn't make any difference 5 years from now. But 
there are significant differences in the administrative problems 
that arise. For example, if you have a border tax adjustment and 
you have a tax of any significant size, or even not too large a size, 
you then have to assess the tax on the way in and you have all 
the problems of checking at the border when goods come in, the 
same as applying a tariff. Tourists would have to declare their 
goods and so forth. There are problems of that kind and differences 
in implementation that do matter. 

For example, as to where you choose to locate a business, there 
can be a difference in the way these two taxes work out as a mat- 
ter of implementation, and I think it is important to pay attention 
to that. 

Mr. Boskin. I would stress that in today’s world a larger fraction 
of firms and more and more industries find it easy and less costly 
to spatially separate their headquarters from their manufacturing, 
from their R&D, from their sales and marketing, and so forth. So 
I would be a bit concerned about being careful that any change we 
made in its border tax adjustments and its international features 
didn’t wind up creating an additional incentive for firms to 
outsource some of their activity outside the border. 

Mr. McCrery. Thank you, Mr. Chairman. 

Chairman Archer. You gentlemen are 4 minutes past your dead- 
line. I just want to quickly ask you this — when you responded to 
the fiat tax, as to whether it is adjustable at the border, what is 
your definition of a fiat tax? 

Mr. Boskin. The definition I was using was the kind of Hall- 
Rabushka archetype that apparently forms the basis for the generic 
proposal that Majority Leader Armey has proposed, which I think 
has not been fully specified as yet. And the business side of that 
has a feature whereby capital income is taxed and wages are de- 
ducted and business investment is expensed in the year it is ac- 
quired. So it is from an archetype, not from a proposal that I have 
seen written down by the Joint Committee and laid out in law. 
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There are many other ways to have a single tax rate besides 
that, and various people have exemptions and deductions and other 
things they propose and other ways they would go about taxing 
some income at the business level, some at the personal level. I 
was responding to that generic idea, which is perhaps more com- 
mon in academia. 

Mr. Bradford. I would say the same. I have in mind the flat tax 
proposal that was authored by Robert Hall and Alvin Rabushka 
and appeared about 10 years ago and I think is the basis for sys- 
tems currently under discussions as flat taxes. 

Chairman Archer. Isn’t that just a modified way to tax income? 

Mr. Bradford. Yes. 

Chairman Archer. I am not a legal scholar on GATT either, but 
it seems to me that when you are just having a modified method 
of taxing income, they are going to rule that that is not border ad- 
justable and GATT-legal. 

Mr. Boskin. That is definitely the argument. I think legally that 
is right, but I am demurring because I am not a lawyer. 

Chairman Archer. David, I know you have to leave. I want to 
mve you the opportunity to leave; and Dr. Boskin, if you need to 
leave, certainly take advantage of that. 

Mr. Bradford. I think I had better go. Thank you very much. 

Mr. Boskin. I will be happy to take a few more questions. 

Chairman Archer. Would you like to respond to that, Mr. 
Hufbauer? 

Mr. Hufbauer. Since this has become an item of interest to Mr. 
McCreiy and yourself, let me summarize what is a very com- 
plicated debate. 

First, concerning a retail sales tax, there will be no issue in 
terms of the international rules whether it is or is not adjustable. 
It is adjustable; that is established international practice. I have a 
lo!^ paper I can give you on that matter. 

Cnairman Archer. Isn’t that virtually a sine qua non, inasmuch 
as a sales tax wouldn’t be charged in the first place and wouldn’t 
have to be rebated? 

Mr. Hufbauer. When I use the word “rebate,” I include both ex- 
emptions and remission. The retail sales tax follows an exemption 
approach. 

Second, concerning the U.S.A. tax, if enacted and if we had des- 
tination principle a^ustments for it, that will entail a big fight in 
the WTO. It will be a big issue internationally, and there will be 
a panel proceeding. When I say it is “adjustable,” that is my judg- 
ment of how a fairly long international panel proceeding will come 
out. It will come out that the U.S.A. tax is adjustable. It is similar 
enough, in its business tax application, to the credit invoice VAT, 
that it will be adjustable. 

The reason I raise a flag of doubt in the case of the flat tax as 
the one you referred to by my colleague Mr. Bradford, is under the 
flat tax, wages are a business deduction, which is not true in the 
case of the U.S.A. tax. With wages being a deduction, the flat tax 
as imposed on business firms has an appearance which is closer to 
the corporate income tax than the VAT. 

And that is why the battle for destination border tax adjustments 
for the flat tax will be harder to fight, and harder to win, on legal 
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grounds. Let me take 1 more minute to step outside of current 
GATT law. 

I also ventured the opinion, and I stick with it, that if the United 
States undertakes a major reform in its tax system, and if we de- 
termine that we want to adjust the new taxes at the border, the 
WTO will in turn accommodate us. In other words, if we lose the 
legal case, but we still want to adjust the tax at the border, my be- 
lief is the WTO system will adjust to our adjustment. 

Now, there will be a lot of consequences of that adjustment. I 
won't take your time to go into them. But I think ultimately we 
can, if we wish, adjust even the flat tax at the border. 

Chairman Archer. I don't want to belabor this issue, but I really 
worry about your last comment, for the reason that in the case of 
a consumption tax, you can relate the tax percentagewise to the 
price of the product. In the case of an income tax, there is no direct 
relationship to the price of the product. And even if you go to a flat 
income tax, how do you know what to take off of the price of the 
product? 

Mr. Hufbauer. This is the core of the legal debate: How closely 
can you link the tax in question, levied on some kind of income con- 
cept, to a product price. And with the retail sales it is a nice and 
clear link, or at least people think the link is nice and clear, and 
as you segue over to income taxes, the link becomes less clear. 

If a flat tax is truly flat, the U.S. Grovemment can, in its legal 
proceedings, commission a lot of authoritative studies from eminent 
economists urging that the tax is passed on, akin to a retail sales 
tax, in product prices. Therefore, adjustment at the border is ap- 
propriate — here I am telescoping a veiy long debate here into a few 
sentences — and that argument gives us a possibility for winning. 

But the less uniform the tax rate is, the more there are the kinds 
of loopholes and deductions we have in our corporate income tax 
system, the harder and harder it is to identify the tax with price 
shifting effects. In turn, that weakens the legal argument for ad- 
justment at the border. 

Chairman Archer. Thank you very much. 

Mr. Rangel. 

Mr. Rangel. Thank you. 

My question is one to both of you as economists. Do you believe 
that there should be any relationship in the type of tax collection 
system that we acquire to the type of services the central Federal 
Government would render? 

The reason I ask the question is that I am constantly reminded 
that governments who use the value-added tax seem to be govern- 
ments that provide a broader-based social service network. And I 
am not saying that that is the correct thing to do, but I am really 
asking, when you are determining a tax system that would be best 
for the United States, is there any relationship at all to the serv- 
ices that the government provides? 

Mr. Boskin. Certainly, and the causality I think goes in both di- 
rections. If you have a very low-rate, broad-based tax, for example, 
you are causing much less compliance and distortion in the econ- 
omy, so that weighs to being able to finance, if you can do it effi- 
ciently, other services. 
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Mr. Rangel. When you say, Doctor, efficiently, I would want to 
really know, what would you think those services should be in the 
first instance. In other words, if we decide that we are not going 
to get involved in the health care industry, then I assume that 
someone else would have to think of how do you provide incentives 
to assure access to health. 

Mr. Boskin. Well, I think that debate is one we will continue to 
have, and whether we should do a variety of reforms, allow the pri- 
vate sector to do that, or whether the Federal Government should 
primarily be an insurer — making sure everybody can have cata- 
strophic insurance and so on, is not an issue I propose to get into 
here. But I think that is one that is worth enjoining. 

My basic point is the history has been that when new tax devices 
are piled on top of old tax devices, they have not really replaced 
the old devices. So in my testimony earlier, in my introduction, I 
said, let's make sure if we move to a new tax which is superior in 
a number of dimensions, such as a broad-based consumption tax, 
let's make sure we don't wind up getting both, unless we really 
want to see a big expansion of government. 

Mr. Rangel. No, I am talking to you, both of you, on the basis 
that we are starting this thing all over. We are starting from 
scratch. We are not building on anything. And the question would 
be, if we were starting from scratcn, would you not as economists 
want to know, well, what is it that you want to provide as a nation 
before you can determine the system that you are going to collect 
the revenues? 

Mr. Boskin. You are exactly right. I say that in my written testi- 
mony, we ought to think of the tax system and the outlay side of 
the budget simultaneously, there is no doubt about that. 

Mr. F^gel. Great. Because my basic question would be, what — 
as you envision the most effective way and least complex way to 
collect the tax, what do you believe the national responsibility 
should be? Besides national defense, which is just number one, is 
there any other responsibility you think that we should have as a 
debit? Maybe for political purposes we will keep Social Security so 
you won't nave to worry about that. 

Mr. Boskin. Well, I think between the Federal and State and 
local governments, the proper assignment of authority, among 
which 

Mr. Rangel. Stick with me. Doctor, because anything that we 
decide we are not going to do, we would assume that we are going 
to lower the tax base sufficiently so that local and State govern- 
ment could decide what they would want to do and pick up the 
taxes. So we will assume anything that we don't do, they can or 
cannot do. 

But I am talking about in terms of mandates, entitlements, do 
you see anything that we should do as a Federal Government, be- 
sides national defense, and now that we are stuck with Social Secu- 
rity, we will keep that for a while, but anything else? 

Mr. Boskin. Yes, I believe there are a variety of functions the 
Federal Government should either perform or finance. However, I 
do believe that in most instances, the Federal — not all, but in most 
instances the Federal Government has gone too far or they are pro- 
jected — 
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Mr. Rangel. I agree with you 100 percent, but we are starting 
from scratch. What type of thinp do you think that we should dor 

Mr. Bosket. For example, I think there is a national interest in 
funding certain — in helping to finance certain types of research 
that individual firms cannot capture the benefits of and would not 
get done otherwise. 

Mr. Rangel. OK. So we are joined in 

Mr. Boskin. I think you have to be very careful about where you 
draw that line. I think everybody will come in and claim that tneir 
research satisfies. And that is a problem in all these cases, sure. 

Mr. Rangel. I know, but let me be more specific. How about edu- 
cation and housing and nutrition programs and health; you think 
they could come up to the priority of sharing in research? 

Mr. Boskin. I am a strong believer in a humane but cost-con- 
scious social safety net, I bmieve we have not been as cost con- 
scious as we should be. We have transfer payments that transfer 
lots of resources to upper middle income and higher income people. 
And we are not doing as careful a job at targeting effectively, and 
from the recipient's point of view and efficiently from the tax- 
payers' point of view, in our broad social programs to provide that 
safety net. 

Mr. Rangel. My time has expired, but you are saying that we 
should continue some of these programs in a more effective way? 

Mr. Boskin. Yes, although some of them I would devolve to the 
States, others I would continue at the Federal Government, others 
I would aim the slowdown in the projected growth of spending dis- 
proportionately at people beyond some minimum level of income. 

Mr. Rangel. Is that in your paper? 

Mr. Boskin. Only the generic statement that we should be think- 
ing about the outlay side of the budget and the tax side of the 
budget, both. 

Mr. Rangel. OK. 

Thank you. Madam Chairlady. 

Mrs. Johnson of Connecticut [presiding]. Thank you, Mr. Ran- 
gel. 

Mr. Boskin, another way of asking the same question that my 
colleague from New York was discussing with you, is the following: 
Do you think the economic impact of an extremely simple system, 
whether it is U.S.A. tax or a VAT or whatever, is worth sacrificing 
any use of the Tax Code to encourage any specific activity? 

In other words, is it worth eliminating the R&D tax credit, elimi- 
nating any mortgage deduction, eliminating any deduction for 
health premiums, any incentive for pension savings, any encour- 
agement of education? 

You know, those are all social policies that we pursue through 
the Tax Code. And as we talk about simplicity, and in your testi- 
mony you specifically said let's broaden the base and lower the 
rate, so if you are going to really broaden the base, you have to 
eliminate any incentives or any deductions. And those deductions 
currently go primarily to research, education, and to a much lesser 
extent some historic preservation. It is really education, research, 
home ownership, a few basic activities that we have put a very 
hi^ value on in our society. 

Do you support eliminating absolutely all of those? 
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Mr. Boskin. My own preference would be if we kept an income- 
twe tax, although it wound up allowing an unlimited savings de- 
duction, a la Nunn-Domenici, or the alternative flat tax approach 
which would exempt capital income and so on. Let me point out 
that those would provide more incentives for saving and so on than 
the current system does. 

And while — a truly broad-based consumption tax, if you had ev- 
erything, all consumption in it, would have a tax base that is far 
larger than the current base of the income tax, even though you 
are exempting certain things, because we have a tax base of the 
personal or corporate income tax is only a very modest fraction of 
personal income in the country. 

There are obviously a large number of deductions, any one of 
which originally was put in for some noble purpose, and some of 
them may indeed be achieving some of those noble purposes. The 
two I worry most about, although I would not reject out of hand 
the prospect of eliminating them, but the two I raised as specific 
examples, and undoubtedly there are many and everybody has 
their own list, in my testimony, were if we kept the income-type 
tax, are the deduction for charities and the mortgage interest de- 
duction. 

And the reasons I mentioned those are twofold. One is I think 
there is a great benefit in a pluralistic society to having many in- 
stitutions doing good works rather than to having — relying more 
heavily on the government to provide the services that charities 
provide. And there is ample evidence that the tax deduction is an 
efficient — matter of fact, the evidence is my own work with Martin 
Feldstein for the Filer Commission — that charities get more than 
the Treasury loses from the deduction. 

The mortgage interest deduction is a slightly different stoiy. We 
do have a tax system that heavily biases investment toward invest- 
ment in owner-occupied housing, as opposed to other types of sav- 
ings and investment. And it would be — there is an open issue 
whether we are getting enough as a society out of that to justify 
the existing level, whether the cap should be brought down, wheth- 
er it should be eliminated or kept where it is. 

One thing I do know is if we move to eliminate it, that we 
would — not only would people as they wrote their tax checks have 
a slight change, but the value of their homes would be reduced be- 
cause the value of their home capitalizes the value of the mortgage- 
interest deduction. So I would be concerned to have two-thirds of 
the families in the country all of a sudden have the value of their 
largest asset decline. So I would be cautious before I did that in 
thinking it through. 

Mrs. Johnson of Connecticut. And you would make no dif- 
ferentiation among businesses that are capital intensive and busi- 
nesses that are not capital intensive, and you would be willing to 
eliminate the current incentives for health benefits and for edu- 
cation? 

Mr. Boskin. As a general matter, yes. I think the education ben- 
efits, most of the cost of education is foregone earnings, unless you 
are going to somewhere like Stanford which is extremely expensive. 
And that is treated obviously as if it is immediately expensed. 
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With respect to health benefits, I think there is an issue but I 
would deal with this in the context of health reform. I personally 
believe one of the problems we have is that the price ot health is 
not perceived at the marmn by the consumers, and that is one rea- 
son we have gotten into the health care cost problems that we have 
seen in the last decade. 

Mrs. Johnson of Connecticut. Thank you. 

I am going to move on to another Member, but when you say the 
problem with education incentives is that it mostly has to do with 
foregone earnings, that is a big problem. And we have had hearings 
recently on the tax incentives to help people get the education they 
need to earn at higher levels. And it is \ery hard for middle-class 
working people to move up. Those breaks that we mve them are 
material to their ability to do it. And the cost to the foregone earn- 
ings to society is really enormous. 

So I just wave a flag of caution, because over the years we have 
stripped out a lot of the tax expenditures, and those that are left 
have a fairly high level of social value. And as we move forward, 
I think we do have to be deliberate about what the consequences 
are going to be, and if we think savings and investment is the only 
value, then we have to be up front about that. 

Mr. Boskin. Well, I think I would just concur with your general 
description of — my reading of history is the same as vours. As a 
rough approximation, not item by item, the least bang for the buck 
so-called tax expenditures are probably the ones 

Mrs. Johnson of Connecticut. We will be talking more with 
you about this in the future. I have to move on to Mr. Hancock. 

Mr. Boskin. I take the point and I apologize, but as Chairman 
Archer mentioned, I stayed over another meeting, so I apologize. 

Mr. McCrery. Will the Chairwoman yield for a brief question, 
following up Mr. Rangefs comments? 

Dr. Boskin, you rightly answered to Mr. Rangel that we should 
consider in crafting a tax system what it is we want to finance. But 
isn’t there another question we should consider in crafting a tax 
svstem, and that is how much of what our society produces should 
the government take to finance all services? 

Mr. Boskin. Yes. The two are interrelated. That is what I meant 
by using the jargon, “it goes in both directions.” 

Let me give you a very brief parable I point out in my testimony. 
For the government to collect a dollar of taxes from the private sec- 
tor, it is ^oing to wind up distorting some resources, even if it has 
a very minimal compliance version as would be reduced by some 
of the reforms we are talking about. So it is going to distort Gary’s 
or mine or yours or other people’s incentive to consume versus save 
or what you are going to consume or how you live, you know, do 
you own a home or rent, things of that sort. 

Economists study the costs of this and at a minimum the cost to 
the economy of collecting $1 is $1.40 or $1.50. It goes up, the cost 
goes up with the square of the marginal tax rate, the marginal cost 
goes up proportionally with the tax rate. So we get $1 into the gov- 
ernmenrs hands, it costs the private economy about $1.40, $1.50, 
when we take account of all those changes and behaviors that have 
occurred that have distorted resource allocation. In a well-run pro- 
gram that is desirable, that is efficient, a large fraction of that dol- 
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lar will be spent on the purpose; on a poorly run program or a poor- 
ly targeted program, a small fraction. It will be transferred in a 
leaky bucket; some will leak out. 

So I just think you need a very rigorous benefit-cost standard, 
and I think you are right, that you have to be very cautious in the 
actual cost to the economy a lot more than the actual dollars col- 
lected by the Federal Government. 

Mrs. Johnson of Connecticut. Thank you, Mr. Boskin, and 
thank you for staying with us a little extra time. 

And thank you very much, Mr. Hufbauer, for being with us. The 
issues that you raise will receive a great deal more attention in the 
months ahead. 

Let us call forward then Charls Walker, Dale Jorgenson and 
Laurence Kotlikoff, to conclude the second panel. And thereafter we 
will proceed with the others we have invited to testify. 

We will start with Mr. Walker, who is the chairman of the Amer- 
ican Council for Capital Formation. 

STATEMENT OF CHARLS E. WALKER, PHJ3., CHAIRMAN, 
AMERICAN COUNCIL FOR CAPITAL FORMATION 

Mr. Walker. Thank you very much. Madam Chairman. It is a 
pleasure to be back bemre this Committee where I have testified 
over many, many years. I agree with you that these are historic 
hearings. 

Most of my statement, which g^ows out of the research and anal- 
ysis sponsored by the American Council for Capital Formation, oyer 
the past 20 years and done by many of the gentlemen you have lis- 
tened to today, concentrates on the demand side of the savin^in- 
vestment picture. And as always in economics, we need to look at 
supply ana demand; that is, the supply of savings available for in- 
vestment, and the demand for that savings from businesses for in- 
vestment in plant and equipment. 

I would like to take just a moment to extract from my statement 
a point or two on the savings side of the picture, since most of the 
analysis that we have is on the demand side. 

To what extent can public policy promote national saving and 
thus make more and cheaper funds available for business invest- 
ment? 

First and foremost, and most important of course, is to balance 
the Federal budget, or preferably get a small surplus over the busi- 
ness cycle. But that is not the end-all and be-all. Other things 
equal, an elimination of the deficit today would raise our national 
savings rate up to a level that is still below our past experience 
and less than half of Western Europe and a third of Japan. So that 
is not enough in and of itself. 

Second, reducing the budget deficit to increase savings — that is 
one of the results of it, there are a lot of other reasons— ignores the 
demand side of business incentives to borrow the savings that are 
generated by Federal surpluses, personal saving, and so on. And at 
times in the past, we have not had enough of that investment de- 
mand. So it is important that we look at both sides of the equation. 

The second major point I would like to make, our analysis of the 
studies by Lawrence Summers, Martin Feldstein, David Wise, 
James Poterba, a whole host of scholars, leads us to the conclusion 
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that the IRAs and the 401(k)s have contributed very economically 
to an increase in the personal savings rate. The U.S. personal sav- 
ings rate has dropped, but it would have dropped much more, we 
think, without these incentives. 

Because of that, I think we should give very serious consider- 
ation to the initiation of a very strong national savings campaign 
based on patriotism. Such a campaign would be good for the coun- 
try. 

When I was Deputy Secretary of the Treasury in the late sixties, 
we had a very strong U.S. savings bond program based on patriot- 
ism and on self-interest. Read yesterday’s Wall Street Journal, lead 
piece, right side. The baby boomers are saving less than one-third 
of what they expect to need when they retire. So this program 
could be sold both on the basis of patriotism and the self-interest 
side. 

Finally, on stimulating business saving, which is a big part of the 
picture, the lower capital gains tax rates which were voted in this 
Committee are a positive step. Taxes on capital gains are basically 
taxes on retained income. The higher the capital gains tax, the 
much more difficult it is for corporations to retain earnings and in- 
crease business saving. So what was done in that respect is a very 
positive factor to increase business saving. 

I will pass over but just mention the point that Mr. Bradford 
made and with which I fully agree, that actually the taxation of 
saving can be viewed as very unfair in our system. Typically, the 
questions you see in the polls, such as in the Wall Street Journal 
a few weeks ago, where you ask people whether they would rather 
pay or should they pay higher or lower taxes on their saving in- 
vestment income versus their wage income, they think of Donald 
Trump and David Rockefeller and people like that. But if you ask 
them directly whether if they save out of their income and pay 
taxes and invest, should they pay taxes again on that return, I 
think you get much different answers. And most Americans believe 
that taxation of saving is unfair. 

In my conclusion, I state that 1 year ago I would have said this 
task that the Chairman and others have embarked upon is impos- 
sible, as you could never replace the income tax in our system. I 
have changed that view over the last few months. And I think it 
is an extremely worthwhile effort because the income tax is not 
only a bad tax economically, as you have heard here, but also a bad 
tax politically for two major reasons. It is always an invitation for 
groups that can benefit from lower tax rates or special preferences 
to come in and get amendments to that effect. That might be true 
under its successor, but it still will tend to be less, I think, than 
under the income tax system. 

The second factor is that because rich people save more money 
than poor people, any efforts to move the tax system in a direction 
of reducing saving can rise to a demagogic sort of argument of rich 
versus poor, rich Americans versus working Americans. And that 
is the worst possible situation we could get into in our capitalistic 
economy. 

Thank you and congratulations for these hearings. 

[The prepared statement and attachments follow:] 
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Introduction 

My name is Charls E. Walker. I am chairman of the American Council for Capital 
Formation (ACCF). I am accompanied by Mark Bloomfield and Margo Thoming, respectively 
the president and chief economist of the ACCF. The ACCF represents a broad cross section 
of the American business community, including the manufacturing and investment sectors, 
Fortune 500 companies and smaller fums, individuals, and associations. Our board of directors 
includes cabinet members of prior Republican and Democratic administrations, former members 
of Congress, prominent business leaders and public fmance experts. We appreciate this 
opportunity to present testimony on the impact of fundamental tax reform on U.S. saving and 
investment, and econonuc growth. 

We commend the Committee’s decision to examine how a shift from an income-based tax 
system to a consumption-based tax could increase U.S. economic growth by eliminating the 
bias against saving and investment inherent in the income tax. Almost 10 years after the 
enactment of the Tax Refonn Act of 1986 (TRA), it is clear that U.S. tax policies toward 
saving and investment must be revised if we are to create better jobs, restore strong growth in 
living standards, and help the U.S. retain its leading role in world affairs. 

Our testimony today will focus on the need to increase saving and investment and how 
a shift to a consumption-based tax system might achieve that goal. In addition, there could be 
other likely consequences from such a shift, including reduction in the regulatory burdens and 
compliance costs associated with the income tax. 

Saving and Investment and Economic Growth 

Investment spending in the United States in recent years compares unfavorably with that 
of other nations as well as with our own past experience. From 1973 to 1992, gross 
nonresidential investment as a percent of gross domestic product (GDP) was lower for the 
United States than for any of our major competitors (see Table 1). The U.S. net saving rate 
during the same period is also low relative to other countries, averaging 4.6 percent compared 
to 19.0 percent in Japan, 10.6 percent in Germany, and 7.5 percent in Canada. 

Even more disturbing is the fact that net business investment in this country has in recent 
years fallen to only half the level of the 1960s and 1970s. Net private domestic investment 
averaged 7.4 percent of GDP from 1960 to 1980; since 1991 it has averaged only 3.1 percent 
(see Table 2). The U.S. net saving rate, a key determinant of U.S. investment, has also fallen 
sharply, from an average of 7.6 percent in the 1960-1980 period to only 2.0 percent in the 
1990s (see Table 2). While larger Federal budget deficits are part of the reason for the saving 
rate’s decline, personal and business saving rates have also fallen. 

Reflecting the reduced share of GDP being invested each year,, the U.S. capital stock has 
also grown more slowly. In the three decades prior to 1980, the total capital stock grew an 
average rate of 4.0 percent per year; in the 1980s and 1990s, the rate fell to 2.7 and 1.9 percent 
respectively (see Table 3). The stock of equipment, which many experts regard as critical for 
strong productivity growth, has increased much more slowly since 1980 than in earlier decades. 
Industrial equipment, which grew at an average rate of 4.3 percent over the 1950-1979 period, 
increased by just 1.2 percent annually in the 1980s and 0.5 percent since 1990. 

The overwhelming importance of investment in plant and equipment for economic growth 
is emphasized in Harvard Professor Dale Jorgenson’s new book, Productivity: Postwar U.S. 
Economic Growth. This study analyzed economic growth between peaks in the business cycle 
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over the 1948-1979 period. Allocating increases in output to three sources — growth in the 
capital stock, labor supply, and multi factor productivity — Professor Jorgenson found that 
increases in the capital stock had the strongest impact on growth in output. 

Studies by Harvard Professors Bradford De Long and Lawrence H. Summers, now on 
leave at the U.S. Department of Treasury, concluded that investment in equipment is perhaps 
the single most importance factor in economic growth and development. Their research 
provided strong evidence that for a broad cross section of nations every 1 percent of GDP 
invested in equipment is associated with an increase in the GDP growth rate itself of one-third 
of one percent — a very substantial social rate of return. 

Investment’s key role in advancing technological progress and productivity growth is also 
stressed in recent research by New York University Professor Edward N. Wolff. He concluded 
that U.S. labor productivity growth rates are depressed by the recent slower growth in the 
capital -to- labor ratio — from a peak of 2.0 percent per year in the 1950s to 1.2 percent per year 
in the 1972-1992 period. Professor Wolff stressed that the effects of the decline in U.S. capital- 
labor growth are perhaps even more pernicious than they appear at first glance. First, an 
increasing capital-labor ratio will increase labor productivity through capital deepening. Second, 
there appears to be an important and significant interaction effect between capital investment 
and technological advance. U.S. manufacturing productivity growth lagged behind that of most 
major industrial countries over the 1973-1993 period. Labor productivity, or output per worker 
per hour, grew at only 2.4 percent in the 1979-1993 period compared to 4.3 percent in Japan 
and Belgium, and 4.1 percent in the United Kingdom (see Figure 1). Lagging U.S. labor 
productivity growth is a concern because of its role in helping to increase real living standards 
for U.S. workers. 

The Savinc/Investment Equation 

Few analyses of business investment levels point out that at the heart of the issue is an old 
standby of economics — a supply and demand equation. In this instance, supply consists of the 
national saving available for investment; demand arises from efforts of businesses to earn more 
in the future by investing in new projects today. 

Much of the analysis elsewhere in this testimony concentrates on the demand side of the 
equation; after all, it is on business incentives to invest that taxes have their most direct and 
identifiable impact. But national saving as related to tax policy should not be ignored. Without 
doubt, effective steps to raise the national saving rate reduce interest rates (and therefore capital 
costs) and foster investment. 

The national saving referred to here is not confined to saving by individuals, although they 
are important participants in the process. Net national saving consists of individual saving, or 
that part of their income that people do not consume; business saving, defined as annual 
increases in retained earnings (earnings after taxes not paid out as dividends); and government 
saving, or the surplus (saving) or deficits (dissaving) realized by Federal, state and local 
governments. 

To what extent can public policy promote national saving and thus make more and cheaper 
funds available for business investment? Several points should be made. 

First and foremost, conversion of the structural Federal deficit into balance or, preferably, 
a modest surplus over the period of the business cycle would represent the single most 
important contribution of public policy to generation of more national saving. Such deficits 
arise when spending exceeds tax revenues; thus determined restraint in Federal spending to 
bring outlays down to or below revenue levels can properly be viewed as a fiscal policy that 
adds to saving. The budget plans approved by both House and Senate, if implemented, would 
therefore mark a significant step toward raising the national saving rate. 

One should not conclude, however, that a balanced budget is all that is needed to solve 
this nation’s capital formation problem. Personal and business saving are also historically low 
and need to be increased. We must also make certain that tax policy is “capital- friendly,” so 
that businesses have adequate incentives to invest any increase in the supply of saving. 
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Second, turning to enhancement of personal saving, recent experience in the U.S. suggests 
that lower tax rates on saving do have a positive effect on saving rates. This is an important 
point; some economists still contest the view that tax policy can influence personal saving to 
any great degree. 

Our most recent experience in this respect is of course the Individual Retirement Account 
(IRAs) and 401 (k)s. We commend the bill approved by this committee, which would liberalize 
IRAs. Earlier experience with IRAs and 401(k)s convinced many of us that a combination of 
tax relief (especially in the form of deductions for saving and postponement of taxes on the 
income generated within the IRA and 401 (k)s), well -structured market instruments, and 
aggressive marketing campaigns by financial institution can raise the personal saving rate. 
Studies to this effect have been produced by former Council of Economic Advisers Chairman 
Martin Feldstein, Harvard Professor Lawrence Summers (now on leave as U.S. Treasury 
Undersecretary for International Affairs), Professors David A. Wise of Harvard University, 
James M. Poterba of Massachusetts Institute of Technology, Steven F. Venti of Dartmouth 
College, Jonathan Skinner of the University of Virginia, and Richard A. Thaler of Cornell 
University. These studies have in part been answered by some analysts, but in our view the 
rebuttals are far from convincing. We would be glad to provide the Committee with a set of 
studies on both sides of the issue. 

The success of IRAs and 40 Iks suggests to me that an aggressive National Saving 
Campaign, based on a combination of patriotism and self-interest, would be a highly 
worthwhile project that could raise the personal saving rate. Skeptics argue that the U.S. 
“culture” of high spending and low saving cannot be changed, contrasting this with the high 
propensity to save among the Japanese. But the fact is that Japanese saving rates were very low 
before World War II, and it was only through deliberate national policy — mainly through low 
taxes on individual saving — that Japan became such a high-saving nation. Self-interest can and 
should play an important role in any such campaign. Professor Douglas Bemheim of Stanford 
University estimates that “baby-boomers” are now saving only one-third of what they need for 
comfortable retirement. This can be a powerful selling point. 

Third, tax policy can have a very important impact on business saving, which is at a 
historically low level. Recall that business saving is simply another term for retained earnings 
and recognize that both public finance experts and Wall Streeters view the capital gains tax as 
a tax on such earnings. Many purchasers of corporate stock purchase in anticipation of 
appreciation in its value, preferring such appreciation to dividends. The higher the capital gains 
tax, the less the incentive to buy stocks for appreciation, and the more difficult it is for 
corporations which enjoy good investment opportunities to retain the funds to finance them 
internally. (Such funds might be obtained in the equity or debt markets, but only at higher cost 
in terms of management time, investment banker fees, etc.) 

Finally, with respect to business saving and investment, tax policy that enhances business 
incentives to invest increases the demand for saving. This higher demand for funds increases 
the return to savers, and will help increase the amount of savings supplied. 

One final point on the saving side of the saving/investment equation: is it fair to tax 
saving? Or more impiortant, do the American people think it’s fair to do so? In answering this 
question, many peoples’ minds immediately turn to high-income Americans, who admittedly 
save much larger portions of their incomes than do lower-income Americans. 

But the fact is that many middle-income Americans do save and invest in various 
instruments, including mutual funds. Those investments are made out of income already taxed 
once; is it fair to tax these peoples’ saving again? I doubt that many of them would think so. 
And, for upper-income Americans, only the amounts differ; the principle of unfair, multiple 
taxation of individual saving is the same. 

In the words of the highly respiected public finance scholar, Arnold Harberger, a member 
of the ACCF Center for Policy Research Board of Scholars: 

“As is well-known, the personal income tax is in effect a double tax on savings, 

taxing the income from which savings are generated and at the same time taxing the 

proceeds of such savings. In the United States, we add to this double tax on savings 

a third tax, that on real property, and a fourth, that on the income of corporation... 
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[Tjhis treatment is objectionable, particularly in the light of the lip service that is 

constantly being paid to saving and investment.” [Walker and Bloomfield, eds., New 

Directions in Federal Tax Policy, 1983, p. 161.] 

Tax Policy and Capital Costs 

The user cost of capital is the pretax rate of return on a new investment that is required 
to cover the purchase price of the asset, the market rate of interest, inflation, risk, economic 
depreciation, and taxes. This capital cost concept is often called the “hurdle rate” because it 
measures the return an investment must yield before a firm will be 'villing to start a new 
capital project. 

Economists are in broad agreement that capital costs are affected by tax policy. For 
example, John Shoven, Stanford’s Dean of Arts & Sciences, estimated that in the U.S. about 
one- third of the cost of capital is due to taxes. In other words, hurdle rates are 50 percent 
higher than they otherwise would be due to the tax liability on the income produced by the 
investment, The higher the tax rate on new investment, the less investment that will take place. 

Several measures show that the United States taxes new investment more heavily than 
most of our competitors. For example, according to a study by the centrist Progressive 
Foundation, the “think tank” affiliate of the Progressive Policy Institute, the marginal tax rate 
on domestic U.S. corporate investment is 37.5 percent, exceeding that of every country in the 
survey except Canada (see Figure 2). The tax rate calculations include the major features of 
each country’s tax code, including individual and corporate income tax rates, depreciation 
allowances, and whether the corporate and individual tax systems are integrated. 

Taxes on machinery and equipment investment, which Professors De Long and Summers 
concluded are major factors in economic growth, are higher in the United States than in other 
industrialized countries (see Figure 3). Research by Professor Jorgenson shows that the United 
States taxes new investment in machinery at 18.5 percent, compared to 8.8 percent in Japan 
and 8.0 percent in the United Kingdom. Tax rates on machinery investment are negative in 
Italy, France, and Sweden due to generous capital cost recovery allowances. 

Prior to TRA, the United States had one of the best capital cost recovery systems in the 
world. For example, the present value of the deductions for investment in modem and 
competitive continuous casting equipment for steel production under the strongly pro- 
investment tax regime in effect from 1981 to 1985 was close to 100 percent, according to a 
study by Arthur Andersen & Co. In contrast, under current law the present value of capital cost 
recovery allowance for that same investment today is only 81 percent for a corporation paying 
the regular income tax. And if a corporation is subject to the corporate AMT, as many major 
steel companies are, the present value is only 59 percent (see Table 4). 

The Arthur Andersen study also showed that the United States lags behind many of our 
major competitors in capital cost recovery for equipment that is technologically innovative, is 
crucial to U.S. economic strength, or helps prevent pollution. Capital cost recovery provisions 
for pollution- control equipment are much less favorable now than prior to TRA’s passage. For 
example, the present value of cost recovery allowances for wastewater treatment facilities used 
in pulp and paper production was approximately 1 00 percent prior to TRA. Under regular TRA 
income tax, the present value for wastewater treatment facilities dropped to 81 percent; for 
AMT payers the figure became 63 percent. Scrubbers used in the production of electricity fared 
even worse. Prior to TRA, the present value was only 55 percent; for AMT payers the figure 
dropped to 42 percent. As is true in the case of productive equipment, loss of the investment 
tax credit and lengthening of depreciable lives both raise effective tax rates. 

According to estimates by Dr. Joel Prakken of Laurence H. Meyer & Associates, the user 
cost of capital for most types of productive equipment would now be about 1 5 percent lower 
had TRA not been enacted (see Figure 4). In effect, therefore, the 1986 legislation sharply 
raised the hurdle rate for new business investment projects and thus helped significantly to 
slow the rate of growth of the U.S. capital stock. 
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Consumption Taxes and Economic Growth 

Most other industrial countries tax consumption more heavily than does the United States. 
For example, consumption is taxed at an average rate of 22.1 percent in Germany and 14.6 
percent in Canada, compared to only 6.2 percent in the United States (see Figure 5). Other 
countries also derive a much larger share of their total tax revenue from taxes on consumption. 
The average for the other G-7 countries is 26 percent, compared to 16.8 percent in the United 
States, according to OECD data. 

Switching to a tax system based on consumption rather than on income would have a 
significant, positive impact on the U.S. growth rate according to studies by many top flight 
public finance scholars. A brief survey of some of these studies appears below. 

• Fullerton, Shoven and Whalley. In “Replacing the U.S. Income Tax with a Progressive 
Consumption Tax” {Journal of Public Economics 2 (1983)]. Professors Don Fullerton 
of the University of Texas, John Shoven of Stanford University, and John Whalley of 
the University of Western Ontario, employ a general equilibrium model of the U.S. 
economy and tax system to measure the short- and long-run consequences of tax 
restructuring. A general equilibrium model provides “dynamic” estimates of how a 
change in tax policy will affect factor prices, investment, output and employment after 
the economy has had time to adjust to the new system. Their study shows that the 
initial impact of switching to a progressive consumption tax is to increase saving and 
reduce consumption. Initially, after the switch, consumption falls below the baseline but 
eventually it will exceed it because of a larger capital stock. The authors conclude that 
the stream of net gains to the economy has a discounted present value of 1 percent of 
GDP ($698 billion at 1995 income levels). 

• Jorgenson. Harvard Professor Dale Jorgenson’s study,“The Economic Impact of 
Fundamental Tax Reform” [prepared for the Hoover Institution, May 1995], employs 
a general equilibrium model to study the impact of svritching to a consumption tax from 
the income tax. He concludes that switching to a consumption tax system such as those 
embodied in the Armey Flat Tax and Nunn-Domenici Unlimited Savings Account (USA 
Tax) would provide for a substantial increase in the U.S. standard of living over time. 
Professor Jorgenson estimates that this increase has a discounted present value of $2 
trillion dollars. 

• Kotlikoff. Boston University Professor and National Bureau of Economic Research 
scholar, Laurence J. Kotlikoff, employs a general equilibrium model to show the impact 
of replacing the income tax with a 1 7 percent sales tax. His study, also prepared for the 
Hoover Institution (May, 1995), finds that switching to a sales tax, will by the tenth 
year of the transition, increase the U.S. saving rate from the current level of about 2.6 
percent to 6 percent. The increase in saving produces a concomitant increase in 
investment. Capital costs and real interest rates decline. Greater investment causes an 
increase in the per capita stock of capital which raises worker productivity and real 
wages. In the long run, Kotlikoff concludes per capital output will be 8 percent larger 
than it would have been without the substitution of a sales tax for the income tax. 

• Hall and Rabushka. In “The Flat Tax: A Simple Progressive Consumption Tax,” 
Professors Robert Hall and Alvin Rabushka of the Hoover Institution of Stanford 
University [prepared for the Hoover Institution, May 1995], predict, on the basis of 
various general equilibrium model analyses of substituting consumption taxes for 
income taxes, that their flat tax proposal would raise GDP by 4 to 8 percent within 
seven years (compared to the current law). 

• Frakken. Joel Prakken of Laurence H. Meyer & Associates, a macroeconomic 
forecasting group, used a general equilibrium model to analyze the impact of providing 
improved depreciation for capital equipment (250 percent declining balance over 5 
years) by imposing a VAT of 0.5 percent to offset the revenue loss. In “The 
Macroeconomics of Tax Reform” [Walker and Bloomfield, eds., The Consumption Tax: 
A Better Alternative? Ballenger Publishing Company (1987)], Prakken concludes that 
“buying” additional investment incentives would increase the capital stock, raise the 
level of real GDP, and raise real wages by 0.7 per year. 
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Tax Restructuring and the 104th Congress 

Restructuring the federal tax system to reduce the multiple taxation of saving and 
investment inherent in the income tax — and thus to promote productivity and higher living 
standards — appears to be gaining favor among congressional leaders. In addition to Chairman 
Archer, Speaker of the House Newt Gingrich (R-GA); Majority Leader Richard Armey (R- 
TX); Ranking Democrat on the Ways and Means Committee Sam Gibbons (D-FL); Senate 
Finance Committee Chairman Bob Packwood (R-OR); and Senators Pete Domenici (R>NM) 
and Sam Nunn (D-GA); Arlen Specter (R-PA); and Richard Lugar (R-IN) have also expressed 
interest in broad tax restructuring. The proposals have more similarities than differences and 
each has many desirable qualities; all would go a long way toward reducing the bias against 
saving and investment in our current Federal income tax. Brief summaries of the major 
proposals follow. 

The Flat Tax 

House Majority Leader Richard K. Armey (R-TX), introduced the Freedom and Fairness 
Restoration Act on June 16, 1994. This bill replaces the current individual and corporate 
federal income tax with a flat tax modeled after the proposal by Stanford economist Robert 
Hall and Alvin Rabushka of the Hoover Institution. Businesses pay a 17 percent rate on the 
difference (if positive) between revenue and expenses. The tax covers corporate, partnership, 
professional, farm, and rental profits and royalties. The base for the tax is gross revenue less 
purchases of goods and services, capital equipment, structures, land, and wages and pension 
contributions paid to employees. No deductions arc permitted for fringe benefits, interest, or 
payments to owners. 

Personal income is taxed only once at a rate of 1 7 percent. Personal income is defined as 
the total of wage, salary, and pensions, thus, the income on savings is exempt from tax. The 
following personal allowances are permitted: $13,000 for an individual, $17,200 for a single 
head of household, $26,200 for a married couple, and a dependent deduction of $5,300. 

Senator Arlen Specter (R-PA) advocates a modified version of the flat tax which maintains 
deductions for charitable contributions and a limited home mortgage interest deduction. 

USA Tax 

Senators Sam Nunn (D-GA) and Pete V. Domenici (R-NM) propose to replace the 
individual and corporate federal income tax and a portion of the Social Security tax with the 
Unlimited Savings Account Tax. The USA Tax was introduced as legislation on April 25, 
1995. Total revenues from the USA Tax would equal total revenues from individual and 
corporate income taxes, plus the revenues needed to pay for the Social Security payroll tax 
credits. To compute its tax base under the USA Tax, a business takes the total value of its 
business receipts from domestic sales (which, by definition, exclude exports sales, income from 
overseas operations, and financial income) and subtracts its purchases from other businesses, 
including regular and pollution control equipment. Purchases of imported goods also are 
subtracted, assuming that the imports had been taxed at the border. 

To compute its tax liability, a business multiplies its tax base by the business tax rate (1 1.0 
percent). The business then takes a tax credit equal to the employer’s portion of the payroll tax 
payments for its employees. The USA Tax does not allow a business to deduct wages, slate 
and local tax payments, or interest and dividend payments. 

Most of the other features of the individual-level USA Tax resemble those of the current 
individual income tax; however, saving is fully deducted from income and money withdrawn 
from savings and spent is taxable. The USA Tax retains personal exemptions, the standard 
deduction, the mortgage interest and charitable deduction, and graduated tax rate schedules 
ranging from 16 to 55 percent. It also has an earned income tax credit for low-income 
taxpayers. 

Value-Added Tax 

Congressman Sam M. Gibbons (D-FL) has proposed to replace the current individual and 
corporate federal income tax, and the Social Security payroll tax with a simplified value-added 
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tax (VAT). A new personal income tax addresses the regressivity of the VAT. The VAT for 
business is computed by the subtraction method and uses a uniform tax rate for all goods and 
services according to the destination principle. The destination principle means that the lax 
would not be levied on exports but that it would be levied on imports as allowed by the 
General Agreement on Tariffs and Trade (GATT). Gross receipts from sales of goods and 
services are the tentative taxable amount. Gross costs for purchases of goods and services from 
other businesses and for plant and equipment are deducted from that amount. The balance is 
the business’ value-added base, which is multiplied by the tax rate to determine the tax 
liability. 

The tax rale is not specified in Congressman Gibbons’ proposal; he states that the rate 
would be that needed to offset the revenue loss stemming from the repeal of the individual and 
corporate income tax and payroll taxes. His proposal has not been introduced as legislation. 

Saies Tax 

Senator Richard Lugar (R-IN) is drafting a proposal for a national sales tax (NST) of about 
17 percent on goods and services to replace Federal personal and corporate income taxes. The 
capital gains and estate taxes would be eliminated as well. The proposal would not revise the 
current social security tax or FICA systems except that Social Security benefits would not be 
taxed. 

Conclusions 

Mr. Chairman, a year ago I would have strongly argued that the income tax is a 
permanent, irreplaceable part of the U.S. tax system. In fact, my work over the past quarter- 
century has been aimed primarily at incrementally moving the tax toward a consumed income 
tax. Such things as investment tax credits, accelerated depreciation, capital gains tax cuts, IRAs 
and the like have that effect. This would be, as is most often the case in public policy, a 
second-best solution to our need for tax policies that are fair and promote good jobs, solid 
growth, and international competitiveness. 

My view a year ago on the “impossibility” of repealing the income tax was not based on 
any liking for the tax itself. Complete elimination of the Federal income tax — to “tear it out 
by the roots,” in your words — is a consununation devoutly to be wished. As we have shown, 
the income tax is a very bad tax economically. 

It is also very bad politically. Let’s look briefly at its major political drawbacks. First, as 
long as the income tax is on the books, it is a most attractive invitation for individuals and 
businesses to seek special provisions — some of which may be most worthy — ^to reduce their 
tax burdens. Not that such efforts will cease under a successor to the income tax, whatever that 
might be, but my feeling is that the income tax is especially subject to these legislative forays. 

Second, the progressivity in rates that is almost synonymous with the income tax provides 
a fertile field for those who would try to use the tax for significant income redistribution (an 
effort that has proved futile in the past) or as the basis of demagogic, “Rich Man versus 
Working American” p>olitics of envy. Any success in these efforts strikes at the very heart of 
our capital formation problem because, like it or not, upper-income Americans save more than 
lower-income Americans. So, to soak the rich is to soak the saver — and that’s not good for the 
world’s leading capitalist nation. 

Having said that, I think your task is exceedingly difficult. But I will not predict failure 
as I would have a year ago. This very hearing today is a sign of the great change that has 
occurred in our political system in recent months. The goal justifies every bit of the effort that 
you and your associates will have to apply to the task. And, sf>eaking personally, 1 want to help 
in your effort. 


Thank you very much. 
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Table T Saving and Investment as a Percent of Gross Domestic Product, 1973-1992 



United States 

Canada 

Japan 

France 

West Germany 

United Kingdom 

SAVING 

Net saving’ 

4.6% 

7.5% 

19.0% 

8.7% 

10.6% 

4.4% 

Personal saving^ 

5.8% 

7.6% 

1 1 .7% 

6.3% 

8.2% 

3.5% 

Gross saving 
(net saving plus 
consumption of 
fixed capital)^ 

17.5% 

19.1% 

32.9% 

21.2% 

22.9% 

15.8% 

INVESTMENT 

Gross nonresidentiol 
fixed capital formation 

13.9% 

15.1% 

24.2% 

15.5% 

14.8% 

14.2% 

Gross fixed capital 
formation 

18.3% 

21.5% 

30.3% 

21.0% 

20.7% 

17.8% 


'7he main components of the OECD definition of net saving are: personal saving, business saving (undistributed corporate 
profits), and government saving (or dissaving). The OECD definition of net saving differs from that used in the National 
Income and Product Accounts published by the Department of Commerce, primarily because of the treatment of government 
capital formation. 

’Personal saving is comprised of household saving and private unincorporated enterprise. 

’The main components of the OECD definition of consumption of fixed capital are the capital consumption allowances 
(depreciation charges) for both the private and the government sector. 

Source: Derived from Notional Accounts, Vol. II, 1973-1985 ond 1980-1992, Organization for Economic Cooperation and Development 
(OECD), 1987 and 1994 eds. Prepared by the American Council for Capital Formation Center for Policy Research, April 1995. 


Table 2 Flow of U.S. Net Saving and Investment (percent of GDP in current $) 



Average 

Average 

Average 

Average 


1960-1980 

198M985 

1986-1990 

1991-1995' 

Net private domestic saving 

8.2% 

7.2% 

5.1% 

5.2% 

State and local government surpluses 

0.4% 

1.2% 

0.9% 

0.4% 

Subtotal of private and state saving 

8.6% 

8.4% 

5.9% 

5.6% 

Less: federal budget deficit 

-1.0% 

-4.1% 

-3.2% 

-3.6% 

Net domestic saving available 
for private investment 

7.6% 

4.3% 

2.7% 

2.0% 

Net inflow of foreign saving^ 

-0.4% 

1.2% 

2.4% 

1.1% 

Net private domestic investment 

7.2% 

5.5% 

5.1% 

3.1% 

Personal saving 

5.1% 

5.6% 

3.4% 

3.5% 

Net business saving^ 

3.1% 

1 .6% 

1.7% 

1.8% 


'In the 1960-80 period the United States sent more capital abroad than it received; thus net inflow was negative during this 
period. 

''Net business saving = gross private soving - personal saving - corporate and noncorporate capital consumption allowance. 
’The 1995 figures included in this average reflect only the first quarter. 

Source: Department of Commerce Bureau of Economic Analysis, Nolionol Income Accounts. Update prepored by the American 
Council for Capitol Formation Center for Policy Research, May 1995 


Table 3 Growth in the Net Capital Stock by Type 
(average annual growth rates in 1987 dollars) 



1950-59 

1960-69 

1970-79 

1980-89 

1990-94 

1994 level 
(billions of 1987 $) 

Total 

3.6 

4.5 

3.8 

2.7 

1.9 

5144.4 

Equipment 

4.1 

5.0 

4.9 

2.6 

3.3 

251 1 .7 

Information processing 

8.8 

8.9 

8.9 

9.3 

8.8 

847.0 

Equipment less 

3.8 

4.7 

4.4 

1.2 

1.0 

1664.7 

information processing 
Industrial’ 

5.0 

4.3 

3.6 

1.2 

0.5 

769.3 

Structures 

3.3 

4.2 

2.8 

2.8 

0.6 

2632.7 


'Industriol equipment includes fofaricoted metal products, engines ond turbines, metal working machinery, special industry 
mochinery, general industrial (including moterials bonding, equipment, and electricol tronsmission), distribution, ond industrial 
apparatus. 


Source. "Fixed Nonresidentiol Private Copitol, by Type of Equipment and Structures," Department of Commerce, Bureau of Economic 
Analysis, April, 1995 Chart prepared by the American Council for Copitol Formation Center for Policy Research, May 1995. 
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International Comparison of the Present Value of Equipment Used to Make Selected 
Manufacturing Products and Pollution -Control Equipment (as a percent of cost) 


Computer 

Telephone 

Switching 

Factory 

Crank- 

Continuous 
Casting 
for Steel 

Engine 

Wastewater 

Treatment 

(or 

Chemical 

Wastewater 
Treatment 
for Pulp 
and Paper 

Scrubbers 
Used in 
Electricity 


Chips 

Equipment 

Robots 

shafts 

Production 

Blocks 

Production 

Equipment 

Plants 

United States 
1985 Law 

100.1 

100.1 

100.1 

100.1 

100.1 

100.1 

100.1 

100.1 

89.7 

MACRS' 

85.2 

85.2 

80.8 

80.8 

80.8 

80.8 

85.2 

80.8 

54.5 

AMr 

81.1 

78.4 

68.8 

64.6 

59.0 

60.8 

70.0 

62.7 

41.5 

Brazil 

75.7 

74.8 

74.7 

74.7 

88.3 

74.7 

74.7 

74.7 

79.4 

Canada 

76.9 

75.9 

74.0 

73.8 

74.2 

73.6 

85.3 

85.3 

85.3 

Germany 

83.6 

83.0 

82.7 

83.9 

82.2 

83.9 

71.8 

69.7 

68.9 

Japan 

87.1 

86.2 

83.4 

83.9 

81.4 

83.7 

84.6 

83.7 

82.4 

Korea 

88.7 

84.3 

82.6 

80.1 

77.7 

79.6 

95.2 

93.9 

92.2 

(w/3% ITC) 
Singapore 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

Taiwan 

83.9 

78.0 

79.0 

64.3 

63.5 

63.7 

147.0 

147.0 

147.0 

Notes. 'MACRS = 

Modified A 

cce/e.rafed Cost Recovery System (Current Low for regular taxpayers) 



^AMT = A/fernotjve Minimum Tax fCurrenf Law) 

Source: Stephen R. Corrick and Gerald M Godshaw, "AMT Depreciation. How Bod is Bad." in Economic Effects of the 
Corporote Aiternative Minimum Tax (Washington, D.C.: American Council for Capital Formotion Center for Ffolicy Research, 
September 1991]; and unpublished data incorporating the AMT provisions of OBRA 1993. Updated by Arthur Andersen LLP, 
Office of Federal Tox Services, Washington, D.C., January 1995. 


Figure 1 International Comparison of Manufacturing Productivity, 
1979-1993 (annual percent change) 


United Kingdom 
Italy 
Sweden 





Source Monthly Labor Review, February 1995 


Figure 2 Effective Tax Rates on Domestic Corporate Investment, 1991 
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Figure 3 Marginal Effective Corporate Tax Rates on Machinery 
Assets, 1990 



Note: Tax rates are negative in Italy, France, and Sweden due to incentives irKluded in 
capital cost recovery provisions. Tax rates are based on corporate income taxes and do 
not include personal income taxes. 

Source: Dale Jorgenson, Tax Refomi and the Cost of Capital: An International 
Comparison,* Tax Notes Intemabor)^, April 19, 1993. 


Figure 4 Cost of Capital for Equipment (1ms computers) 



Note; The cost of capital is defined as the user cost of capital; it includes economic depreciation. Personal tax 
not foctored into the calculotions. 

Source. Joel Prokken, Lourence H. Meyer and Associates, unpublished data, August 1994. 

Figure 5 Average Consumption Tax Rates in the G>7 Countries, I 
1991 I 


Avg. Other G-7 



United Kingdom 


Tax rate, percent 

Source; OECD, National Accounts 1993 Vot. 1^ aiKl OECD, ftevertue Statistics 
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Mrs. Johnson of Connecticut. Thank you, Dr, Walker. 

Dr. Jorgenson. 

STATEMENT OF DALE W, JORGENSON, PHJ)., PROFESSOR, 
DEPARTMENT OF ECONOMICS, HARVARD UNIVERSITY 

Mr. Jorgenson. Thank you very much, Madam Chairman, 

I am very pleased to testify on the economic impact of fundamen- 
tal tax reform. It is important to start out with a definition of fun- 
damental tax reform. And the definition I would like to use is the 
one that you have heard many times this morning, which is that 
the tax system would be reformed by moving the base for taxation 
at the Federal level from income to consumption. So what I am 
going to concentrate on is the effect of shifting to a consumption- 
based tax at the Federal level. 

At least four different ideas have been discussed today for ad- 
ministering a consumption tax system, and they have advantages 
and disadvantages. The scheme tnat is referred to as a value-added 
tax is used in Europe, and involves taking a credit for taxes paid 
on business purchases against one's value-added tax liability. 
Needless to say, adoption of a system like this for the United 
States would require a new administrative structure for the tax 
system. 

The second approach that has been discussed is the idea of a re- 
tail sales tax. That is something that is used by many State gov- 
ernments and some local governments, and that could be collected 
in much the same manner as a State sales tax. In fact, you might 
even conceive of a system where the Federal Government would 
subcontract the collection to State tax agencies. 

A third set of ideas is related to the notion of preserving the ex- 
isting structure of a business tax and an individual tax and using 
that tax structure to change the tax base to consumption by allow- 
ing investment expenditures as a writeoff against business re- 
ceipts, in much the same way that other business expenses are al- 
lowed. This is the basic idea of the Armey flat tax and the Nunn- 
Domenici U.S.A. tax. 

What I have shown in my written testimony is that all of these 
systems, if they succeed in shifting the tax base to consumption, 
would have a very major positive impact on the CTowth of our econ- 
omy. Just to calibrate the scale, we could start irom the last major 
tax reform enacted by the Congress, which was the Tax Reform Act 
of 1986. This tax reform eliminated a number of barriers to effi- 
cient allocation of capital such as the investment tax credit for in- 
vestment in equipment. 

In my written testimony, I show that this created nearly $1 tril- 
lion in new opportunities for U.S. economic growth. What do I 
mean by growth opportunities? Well, let me be precise. The objec- 
tive of government policy, which we have discussed a couple times 
this morning, is to enhance the standard of living of U.S. consum- 
ers. And the concept of growth opportunities is a summary meas- 
ure of the value of all future increases in this standard of living, 
both of present consumers and of future generations. 

\^at I show in the paper is that the 1986 tax act created nearly 
$1 trillion in CTowth opportunities defined in that way, increases 
in our standard of living. While recognizing the significant achieve- 
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merits of the 1986 tax act, I show that this legislation fell far short 
of exploiting the available growth opportunities and that chanmng 
the tax base from income to consumption would have generated $2 
trillion in opportunities for economic growth. 

I conclude, therefore, that adopting consumption as the tax base 
at the time of the 1986 tax reform would have doubled the benefits. 

What is the intuitive basis for these calculations? I have already 
s^gested that the 1986 tax act removed a number of obstacles to 
efficient allocation. A consumption based tax would remove all the 
remaining obstacles to efficient allocation of capital, and in addi- 
tion to that, would eliminate the double taxation of saving. And 
those two effects account for the impact of a shift toward consump- 
tion taxation on our national growth. 

So I conclude that changing the Federal tax base from income to 
consumption is an idea whose time has come. This change will cre- 
ate very important new opportunities for CTOwth in the standard of 
living of all Americans. The traditional Ejections to consumption 
as the base for taxation on the grounds of fairness have been suc- 
cessfully addressed, for example, in the Armey flat tax proposal 
and the Nunn-Domenici U.S.A. tax. 

These proposals or a retail sales tax or a value-added tax would 
create substantial new growth opportunities and are based on well- 
established economic ideas. These ideas could serve as the point of 
departure for tax reform legislation. 

Thank you very much. 

[The prepared statement follows:] 
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ABSTRACT 

Tax policy for saving and investment is critical for stimulating U.S. economic growth, since 
investment is the most important source of growth. In order to achieve a more satisfactory growth 
performance the tax burden on investment must be reduced substantially. This could be achieved 
by fundamental tax reforms that would shift the base for taxation at the federal level from income 
to consumption. 

At least four ahanative proposals for shifting the federal tax base to consumption have been 
developed. The first of these is a value added tax, like that employed in Europe and Japan. A 
consumption-base value added tax would eliminate investment from the tax base. A second proposal 
is to tax consumption at the retail level through a sales tax like that employed by many state 
governments in the U.S. This would also eliminate investment from the tax base. 

Two alternative proposals have been developed for shifting the federal tax base from income 
to consumption, while retaining the existing administrative structure of the income tax. The U.S. A. 
(Unlimited Savings Allowance) Tax, proposed by Senators Sam Nunn and Pete Domenici, and the 
Flat Tax, advanced by Congressman Richard Armey, would exclude investment from the tax base 
by allowing a tax deduction for investment like that for any other business expense. Under these 
proposals a consumption tax could be made progressive by introducing a system of personal 
exemptions. 

Neutral Cost Recovery, recently passed by the House of Representatives as Title II of the Job 
Creation and Wage Enhancement Act of 1995, is an important step toward a consumption-based tax 
system. This system for recovery of capital cost would provide tax deductions with the same present 
value as investment, thereby excluding investment from the tax base. To complete the shift in the 
tax base to consumption it would be necessary to eliminate other deductions from income at the 
same time, including deductions for interest expenses. 

Current consumption tax proposals'are based on well-tested economic ideas and could serve 
as an appropriate starting point for fundamental tax reform. In this testimony I compare the 
economic impact of a consumption tax with the Tax Reform Act of 1986, the most recent 
fundamental tax reform in the United States. I show that the 1986 Tax Act created nearly one 
trillion dollars in new opportunities for economic growth, but that adopting consumption as a tax 
base would have generate more that two trillion dollars in growth opportunities! 


1. Introduction 

Tax policy for saving and investment is critical for stimulating U.S. economic growth, since 
investment is the most important source of growth. In order to achieve a more satisfactory growth 
performance the tax burden on investment must be reduced substantially. This could be achieved 
by fundamental tax reforms like the Flat Tax, pro;>osed by Congressman Dick Armey, or the U.S. A. 
(Unlimited Savings Allowance) Tax, proposed by Senators Sam Nunn and Pete Domenici. These 
tax proposals would have the effect of shifting the base for taxation at the federal level from income 
to consumption, while preservir^ the existing administrative structure of the income tax. 

An alternative approach for shifting the federal tax base to consumption would be to adopt 
a value added tax, like that employed in Europe and Japan. A consumption-base value added tax 
would eliminate investment from the tax base. The system for value added taxation common in 
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Europe is based on allowing credit for the value added tax already paid on bu^ess purchases of 
goods and services. Adoption of this system for the United States would require a new structure for 
tax administration, based on auditing of sales and purchases by all bu^esses. 

A third ahemative approach to consumption taxation is a retail sal^ tax like that employed 
by many state governments and some local governments in the U.S. The existing administrative 
structure established by state governments could be employed for federal retail sales tax collections, 
possibly by having these collections done by existing state agencies but financed by the federal 
govenunent. In order to exclude investment from the federal sales tax base such a tax would have 
to be levied only on purchases by final consumers — households and institutions — and not on 
purchases by businesses. 

Current consumption tax proposals are based on well-tested economic ideas and could serve 
as an appropriate starting point for fundamental tax reform. An important advantage of the Armey 
Flat Tax and the Nunn-Domenici U S. Tax proposals is that the resulting consumption tax systems 
could would be administered in much the same way as the present income tax system. The 
traditional objection to a consumption tax is that it would be regressive rather than progressive, 
falling disproportioruttely on low income taxpayers. Both the Flat Tax and the U.S.A. Tax would 
achieve progressivity by means of a system of personal exemptions. 

The Tax Reform Act of 1986 is the most recent fundamental tax reform in the United Slates. 
This landmark legislation preserved income as the tax base for the federal revenue system. However, 
the federal income tax was substantially reformed by eliminating special tax provisions for a number 
of spedfic types of investment, such as the investment tax credit for investment in equipment. These 
reforms removed important barriers to the efficient allocation of capital. In this paper 1 show that 
the 1986 Tax Act created nearly one trillion dollars in new opportunities for economic growth! 

While recognizing the significant achievements of the 1986 Tax Act, I show that this 
legislation fell far short of exploiting the available opportunities for stimulating U.S. economic 
growth through tax reform. Chan^ng the tax base from income to consumption would have 
generated more than two trillion dollars in opportunities for economic growth! 1 conclude that 
adopting consumption as the tax base would have doubled the benefits from fundamental tax reform. 
Ironically, a consumption tax was explicitly considered and rejected in the debate that preceded the 
1986 tax legislation. 

In a 1977 Blueprints for Tax Reform,ih.t U.S. Treasury had proposed two alternative 
approaches for shifting the federal tax base from income to consumption. The &st of these is a value 
added tax, like that employed in Europe and Japan. The second would eliminate investment from 
the tax base by permitting taxpayers to treat investment expenditures as a tax deduction like that for 
any other business expense. Since investment would be excluded from the tax base, all other 
deductions from capitid income, such as deductions for interest expenses, would be eliminated. 
However, these approaches to tax reform were considered and rejected by the U.S. Treasury in a 
1984 report that initiated the debate leading to the 1986 Tax Act. 

Neutral Cost Recovery, recently passed by the House of Representatives as Title 11 of the 
Job Creation and Wage Enhancement Act of 1995, is an important step toward revival of the 
Treasury proposals of 1977. This system for recovery of capital cost would provide depreciation 
deductions with the same present value as immediate "expensing" of investment. These deductions 
would be based on the recovery of capital cost over the lifetime of an asset, as under current law. 
Howeva, the deductions would be increased annually to allow a return on capital of three and a half 
percent per year and compensate for inflation. At a discount rate of three and a half percent, these 
deductions would have the same present value as an immediate write-off of capital outlays. 

Neutral Cost Recovery, like the Treasury proposal of 1 977, would eliminate investment from 
the tax base. To complete the shift in the tax base to consumption, however, it would be necessary 
to eliminate other deductions from capital income at the same time, including deductions for interest 
expenses. Otherwise, the U.S. Treasury would be in the position of providing subsidiesthrough tax 
deductions for taxpayers who choose to finance investment through debt rather than equity. These 
subsidies could stimulate a revival of the tax shelter industry that flourished prior to the Tax Reform 
Act of 1986. 

The recovery of capital costs should be regarded as one component of a tax system based on 
consumption rather than income. Shifting the federal tax base from income to consumption, as 
recommended in Blueprints, would require deductions equivalent to "expensing" of investment. 
However, other deductions from capital income would have to be eliminated at the same time. 
Adoption of a consumption tax would create very important new opportunities for U.S. economic 
growth. 
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2. The 1986 Tu Rerorm 

1 will support my conclusions by first reviewing the achievonents of the 1986 tax reform.* 
I have presented simulations of future U.S. economic growth under alternative tax policies in Table 
1. These simulations show that the economic impact of the 1986 tax reform was poutive and 
substantial at rates of inflation like those prevailing at the time. As the rate of inflation has declined 
these benefits have grown very substantially, reflecting the &ct that capital cost recovery deductions 
under the 1986 legislation were not indexed for inflation. These deductions decline in present value 
as the rate of inflation increases. 





av. ./jv Table 1 

^Growth Opportunities Created bylhie |9$6 Reloft^ 
(Billions of 1987 Dollars) 


Rate of 

Revenue 

1985 

Treasury 

President*! 

1986 

Inflation 

Adjustment 

Tax Law 

Proposal 

Proposal 

Tax Act 


Lump Sum Tax 

724.0 

1489.6 

1691.4 

1561.8 

0% 

Labor Income Tax 

478.2 

1468.8 

1642.4 

1565.0 


Sales Tax 

400.3 

1452.9 

1614.6 

1558.7 


Individual Income Tax 

374.5 

1456.1 

1619.1 

1563.1 


Lump Sum Tax 

0.0 

1907.6 

2452.2 

448.4 

6% 

Labor Income Tax 

0.0 

1711.4 

2170.4 

746,9 


Sales Tax 

0.0 

1600.1 

2104.9 

901.2 


Individual Income Tax 

0.0 

1595.8 

2007.9 

999.4 


Lump Sum Tax 

-477.1 

2060.4 

3015.6 

-200.8 

10% 

Labor Income Tax 

-333.7 

1791.6 

2584.7 

267.3 


Sales Tax 

-285.2 

1623.5 

2356.4 

517.0 


Individual Income Tax 

-221.9 

1604.8 

2353.1 

748.6 


More specifically, I have compared growth opportunities available to the U.S. economy 
under the 1986 Tax Act with the those available under the pre-existing 1985 Tax Law and two tax 
reform proposals advanced by the Treasury in 1984 and the President in 1985. The benchmark for 
comparison is the 1985 Tax Law at a six percent inflation rate. Table 1 presents the difiference 
between growth opportunities under alternative tax reforms with those resulting fi'om no change 


‘This review is based on my paper, "Tax Reform and U.S. Economic Growth" with 
Kun-Young Yun. The paper provides a more detailed appraisal of the Tax Reform 
Act of 1986. 
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in tax policy and an unchanged rate of inflation. It is important to be explicit about the role of 
inflation, since the 1985 Tax Law and the 1986 Tax Act omitted important proviuons for indexing 
the tax structure for illation included in the Treasury proposal and the President's proposal. 

In comparing U.S. economic growth under ahernative tax poUdes I require that all changes 
tax policy are revenue neutral, that is, revenue and expenditure of the government are the same as 
in the base case given by the Tax Law of 1985. This requires adjusting tax revenues to maintain the 
budgetary position of the government. A hypothetical "lump-sum” tax or subsidy does not add to 
tax induced distortions of private deddons and serves as a standard for comparison among 
ahernative tax polides. I also consider three alternative methods for adjusting government revenues. 
These involve proportional changes in taxes on labor income, sales taxes on investment and 
consumption goods, and taxes on income from both capital and labor. Table 1 presents estimates 
of the growth opportunities created or destroyed by alternative tax reform packages; all estimates 
are in billions of 1987 dollars. Let me first be predse about the meaning of the term "growth 
opportunities.” The objective of government policy, induding tax policy, is to enhance the standard 
of living of U.S. consumers now and in the future. The concept of growth opportunities is a 
summary measure of the present value of future increases in the standard of living. It represents 
the willingness of the present generation of taxpayers to pay for a change in tax policy that will 
affect their own standard of living and that of future generations of taxpayers.^ 

Turning to the impact of the 1986 Tax Act, we see that this fundamental tax reform produces 
a azabie gain in opportunities for future U.S. economic growth. For the revenue adjustments based 
on proportional changes in tax rates these gains range from $746.9 billion 1987 dollars to $999.4 
billions, or nearly one trillion dollars! There are important differences between results for a 
hypothetical "lump sum” tax adjustment and adjustments based on changes in tax rates. However, 
the resuhs do not depend significantly on which of the tax rates is used in maintaining revmue 
neutrality. 

While the Tax Reform Act of 1986 obviously generated very substantial growth 
opportunities for the U.S. economy, the Treasury and President's proposals would have done 
substantially more to enhance economic growth. For tax adjustments based on changes in tax rates 
to maintain revenue neutrality, the Treasury proposal would have produced growth opportunities 
ranpng fiom $1,595.8 billion 1987 dollars to $1,71 1.4 billions. The IVesident's proposal would have 
produced gains ranging from $2,007.9 billion 1987 dollars to $2,170.4 billions or more than double 
the gains from the 1986 Tax Act! Nonetheless, tax policy makers should recognize the 1986 reform 
as a giant step in the right direction. 

The estimates presented in the first column of Table 1 also make it possible to isolate the 
effects of changes in inflation with no change in tax policy. The 1 985 Tax Law, like the Tax Reform 
Act of 1986, was not completely indexed for inflation, so that the tax burden increases with the 
inflation rate. By contrast the Treasury proposal and the President's proposal involved indexing the 
tax structure for inflation. With no change in tax law the results presented in Table 1 show that an 
increase in the inflation rate from six to ten percent would have imposed a loss on the economy in 
the range of $221.9-333.7 billion dollars of 1987. Reducing the inflation rate to zero would have 
produced a gain in the range of $374.5-478.2 billions. 

If we compare the Treasury and President's proposals with the 1986 Tax Act at a six percent 
inflation rate, we find that these proposals would have produced much greater gains in growth 
opportunities. Gains from the President's proposal would have been more than double those of the 
19M Tax Act and gains from the Treasury proposal would have been fifty percent higher. However, 
at a zero inflation rate the two proposals and the actual 1986 tax legislation would have had very 
similar economic impacts, resulting in gains in growth opportunities of one and a half trillions. 
Under the 1986 Tax Act the gains shrink with increased inflation, but these gains actually grow with 
increased inflation under the two alternative proposals. 

In summary, the Tax Reform Act of 1986 created almost one trillion dollars in growth 
opp>ortunities for the U.S. economy. This demonstrates the potential contribution to growth from 
fundamental tax reform. As the inflation rate has gradually subsided, these growth opportunities have 
steadily increased. At azero rate of inflation the impact of the 1986 Tax Act on U.S. economic 
growth would have been closely comparable to that of the Treasury proposal or the President's 
proposal. However, the 1986 Tax Act did not incorporate provisions from these proposals that would 
have largely insulated the U.S. tax structure from the impact of inflation. 


further details are given in my paper with Yun, "The Excess Burden of Taxation.' 
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3. Fundamental Tax Reform 

In this section I consider the economic impact of a shift in the tax base for the federal 
revenue system from consumption to income. I also consider a number of alternative tax reforms. 
As in the previous section, I use the 1985 Tax Law with a six percent inflation rate as a benchmark. 
These alternative reforms focus on tax distortions induced by differences in the tax treatment of 
income from corporate, iKmcoqx>rate, and household sectors, and short-lived and long-lived assets. 
In the parlance of the 1986 tax debate, these are different ways of "leveling the playing field." As 
before, I achieve revenue neutrality for each proposal by adjustii^ tax rates to preserve the balance 
between revenues and expenditures. 

Initially, I will focus attention on the seventh panel in Table 2. This is the consumption tax 
sdiemeiHOposed in the Treasury's \9TI Bhqjhnisfor Tea Refonn and now embodied in the Armey 
Flat Tax and Nunn-Domenid U.5.A. Tax proposals.Under these proposals the tax base for the 
federal tax system would be shiftedfrom income to consumption by excluding inve^ent from the 
tax base. In the business sector this would be achieved through deductions for investment outlays 
like those for any other business expenses. The dghth panel of Table 2 is a more thorough-going 
version of this scheme that would eliminate sales taxes on investment as well. 


Table! 

Growth Opportunities Created by *‘Levding the Playing FiddI,,** > 
(BiUions of 1987 doUars) 




1985 Law 

1. 

Within Sector Interasset Distortion 

Lump Sum Tax Adjustment 

443.9 


Labor Income Tax Adjustment 

248.1 


Sales Tax Adjustment 

168.7 


Individual Income Tax Adjustment 

70.2 

2. 

Intersector Distortion: C and NC Sectors 

Lump Sum Tax Adjustment 

-93.3 


Labor Income Tax Adjustment 

-416.7 


Sales Tax Adjustment 

-523.8 


Individual Income Tax Adjustment 

-715.5 

3. 

Intersector Distortion: All Sectors 

Lump Sum Tax Adjustment 

2262.6 


Labor Income Tax Adjustment 

2156.9 


Sales Tax Adjustment 

2118.6 


Individual Income Tax Adjustment 

2067.7 

4. 

No Tax Distortion: C and NC Sectors, All Assets 

Lump Sum Tax Adjustment 

326.4 


Labor Income Tax Adjustment 

69.2 


Sales Tax Adjustment 

-29.1 


Individual Income Tax Adjustment 

-169.7 

5. 

No Tax Distortion: AH Sectors, All Assets 

Lump Sum Tax Adjustment 

2663.7 


Labor Income Tax Adjustment 

2603.9 


Sales Tax Adjustment 

2572.4 


Individual Income Tax Adjustment 

2547.2 

6. 

Corporate Tax Integration 

Lump Sum Tax Adjustment 

1313.1 


Labor Income Tax Adjustment 

493.4 


Sales Tax Adjustment 

238.1 


Individual Income Tax Adjustment 

-274.5 

7. 

Consumption Tax Rules (Zero Effective Tax Rates) 

Lump Sum Tax Adjustment 

3853.9 


Labor Income Tax Adjustment 

2045.4 


Sales Tax Adjustment 

1749.3 


Individual Income Tax Adjustment 

2045.4 
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8. Consumption Tai Rules (Zero Effective Tu Rates; No Sales 
Tax On Investment Goods) 

Lump Sum Tax Adjustrnem 4128.1 

Labor Income Tax Adjustment 1988.0 

Sales Tax Adjustment 1722. 1 

Individual Income Tax Adjustrnem 1988.0 


The introductioo of consumption tax rules for capital cost recovery in 1986 would have 
generated growth opportunities of more than two trillion dollars. This fundamental tax reform 
would have doubled the gains in U.S. economic growth that resulted from the 1986 Tax Act. This 
is the consequence of "leveling the playing freld” among all ecoiwmic sectorsVhousdiolds. 
noncorporate businesses, and corporations. At the same time income fi'om different types of 
assetsVplant, equipment, inventories, and land-would be treated symmetrically unde* the tax law. 
The tax treatrnem of income fi^om all assets employed in the U.S. economy would be completely 
neutral under consumption tax rules like those proposed in Blueprints. 

The first pand (^Table 2 is a hypothetical tax reform that would eliminate differences in the 
tax treatment of diffo’em assets, but would leave the existing tax distortions due to diffo^ences in 
the tax tre a tment of corporate, nonooiporate, and household capital income unaffected. The second 
panel would removes disortions betvmi corporate and iK>ncorporate business, but would not aker 
the treatrnem of income fi’om household assets, such as owner>occupied residential hrmring. The 
third panel extends this treatrnem to the household sector. 

The fourth pand would ”levd the playing fidd* among assets in corporate and noncorporate 
sectors, while the fifth would extend this treatrnem to the household sector as well. The sixth would 
reduce taxation on corporate assets to those of noncorporate assets through "corporate tax 
intqptttioa,” as prqx>sed by the Treasury's 1 992 report. Taxing Business Income Once. Equalizing 
the treatrnem of income from assets in business and household sectors would create the greatest 
opportunities for U.S. economic growth, as indicated in the simulations summarized in the third and 
fifth pands of Table 2. 

An importarn advantage of consumption tax rules is that income from caf^d enq)loyed in 
the household sector, such as owner-occupied residential housing, would be treated symmetrically 
with income fiom capital employed by corporate and noncorporate Ixisinesses. An dtemative 
approach to equalizing the treatrnem of aU fonns of capital income would be to try to indude income 
from owner-occu|ned residential housing in the federd tax base. However, this would require such 
politically unpalatable measures as redudng or totally eliminating popular tax deductions for home 
mortgage imerest and state and local property taxes. 

As a practied matter, the indusion of income from the services of owner-occupied 
residentid housing in the tax base for income would be highly problematicd. Although 
owner-occupied residoitid boudng is an investmem from the economic poim of view, the smees 
of this housing are part of both consunption and income. A possible ^rproach to the taxation of this 
part of income would be to treat e^ owner-occupier as a buaness owning a readence. This 
approach would involve an "imputation" for the remd vdue of bousing as part of taxable income. 
European experience’ shows that this approach is nearly impossible to implement. 

A second approach to the taxation of income from owno'-occupied housing would be to 
exclude the vdue of new residemid construction fiom investment by disallowing a deduction for 
the purchase of a home dong with all other housing-related deductions, such as home mortgage 
imerest and state and locd property taxes. In the Armey Flat Tax proposd the apped of a low flat 
rate of taxation would hdp to offset the polhicd consequences of eliminating these popular 
deductions. 

A third approach to taxation of housing, employed in the Nunn-Domenid U.S. A Tax 
proposd represents a compromise between the existing income tax treatment and a fuU-sede 
consumption tax treatment. In this approach the currem tax treatrnem of owner-occupied housing 
would be retained, while butiness inemne would be treated under consumption tax rules. This would 
nearly equdize the tax burdens on the household sector and the business sector. An importarn 
advantage of this compromise between income and consumption taxation would be to avoid 
ccxnplec transition rules for owner-occupied housing dready in existence at the time of fondamentd 
tax reform. 

In summary, the prindpd condurion that emerges from comparison of dl eight hypothetied 
reft)im proposals is very transparent. The most importarn opportunities for future growth of the U.S. 


’This experience is reviewed in my book with Rdph Landau, Tax Reform and the Cost of 
Capital: An International Comparison, 
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economy would be created by the adoption of consumption-tax rules for capital income. This would 
make It possible to reduce business taxes at both corporate and individual levels very substantially. 
If this approach to tax reform had been adopted in 1986 the gains would have been equivalent to 
almost two trillion dollars or double the gains resulting from the 1986 Tax Act. 

4. Directions for Future Tax Reform 

The purpose of the simulations of U.S. economic growth described in the preceding section 
is to compare actual tax reform proposals with the Tax Reform Act of 1986. The current tax 
structure retains many of the features that resulted from the 1986 reform. However, important 
changes in tax policy were incorporated into the Budget Enforcement Act of ISiSK) undo* Presideiit 
Bush and President Clinton's Omnibus Budget Reconciliation Act of 1993. Both of these budget 
agreements raised tax rates for upper income tax payers, increasing the reliance on capital income 
taxes relative to those on labor income. These changes have created imp>ortant new opportunities for 
generating economic growth through fundamental tax reform. 

I next provide a more predse assessment of opportunities to contribute to the future growth 
of the U.S. economy through tax reform.* For this purpose 1 link tax induced losses in economic 
effidency directly to U.S. eccmomic growth. I employ use a nondistorting tax system as a benchmark 
in measuring the loss in efficiency from taxation. In this tax system all revenue is raised by purely 
hypothetical "lump sum" taxes that do not distort private dedsions and involve no effidency loss. 
By fbcuang on differences in losses among alternative tax programs, I am able to identify promising 
avenues for future tax reform. 

My first conclusion is that the loss in efficiency imposed on the U.S. economy by the current 
tax system is very large. The efficiency loss is equivalent to eighteen percent of government tax 
revenue. Each dollar of tax revenue costs the private sector a dollar of foregone investment or 
consumption and an additional loss in growth opportunities of eighteen cents. I refer to this estimate 
as the average excess burden, defined as the gain in efficiency that would result from replacing the 
whole U.S. tax ^stem by a nondistorting system. Let me hasten to emphasize that this replacement 
is purely hypothetical. 

The concept of efficiency loss most relevant to tax reform is the marginal excess burden. 
The marginal excess burden of the U.S. tax system is defined in terms of the effidency loss per 
dollar for the final dollar of revenue raised. The marginal excess burden enables me to quantify one 
of the most familiar propositions in tax policy analysis. Since efficiency losses rise as tax burdens 
increase, the marginal cost of raising tax revenue is much greater than the average cost. 1 estimate 
that the marginal efficiency loss is 39.1 cents per dollar of revenue, more than double the average 
loss. 

Most important, large differences in marginal excess burdens among different tax programs 
remain. For example, the marginal cost of raising a dollar through taxes on capital income at the 
individual level is one dollar and 1 .7 cents, while the cost of raising a dollar from labor income taxes 
is only 37.6 cents. For every dollar of tax revenue transferred from capital income to labor income, 
the U. S. economy gains 64. 1 cents in future growth opportunities. This transfer would be revouie 
neutral, so that it would be in perfect conformity to the Clinton Budget Plan of 1993. This provides 
a clear indication of important potential gains in future U.S. economic growth through tax reform. 

I next describe the effidency costs of various parts of the U.S. tax system in greater detail. 
For this purpose, 1 analyze the growth of the U.S. economy under reductions of tax rates for the 
following nine components of the U.S. tax system: (1) the corporate income tax; (2) capital income 
taxes at the individual level, induding taxes levied on noncorporate capital income and taxes on 
individual capital income originating in the corporate sector, (3) property taxes on corporate, 
noncorporate, and housdiold assets; (4) capital income taxes at both corporate and individual levels; 
(S) labor income taxes; (6) capital and labor income taxes; (7) the individual income tax; (8) sales 
taxes on consumption and investment goods; and (9) all taxes. 

Table 3 presents the average and marginal efficiency costs of all components of the U.S. tax 
system under the Tax Reform Act of 1986. The margirial efficiency costs of the whole U.S. tax 
system in the ninth panel of Table 3 show that the marginal efficiency cost at rates prevailing under 
tte I986taxact was .391 so that the loss in effidency for each dollar of tax revenue raised was 39.1 
cents. However, the avoage effidency cost for the whole tax system was . 1 80, so that replacing all 
taxes by a nondistorting tax would have increased opportunities for economic growth by an average 
of 1 8 cents per dollar of tax revenue. 

The marg^ effidency cost of sales taxes given in the eighth panel of Table 3 was .262 after 
the reform, while the cost of property taxes given in the third panel was .176. By contrast, the 


*Here I draw on a second paper, "The Excess Burden of U.S. Taxation", that I 
have published with Yun. 
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marginal efficiency cost of all income taxes given in the panel of Table 3 was .497. The 
efficiency losses were 49.7 cents per dollar of income tax revenue, only 17.6 cents po* dollar of 
property tax revenue, and only 26.2 cents per dollar of sales tax revenue. A substantial increase in 
efficiency could have been rotlized by reducing income tax rates and increasing the rates of sales 
and property taxes. We conclude that the Tax Reform Act of 1986 did not successfully overcome 
the excessive reliance of the U.S. tax system on income taxes. 

The structure of the income tax itself is completely out of balance with marginal efficiency 
costs of labor income taxes at .376, individual capital income taxes at 1 .01 7, and corporate income 
taxes at .448. Very substantial gains in efficiency could have been realized by further reductions in 
marginal tax rates on indivddual and corporate taxes on capital income, even at the expense of 
increases in marginal tax rates on labor income. Considerable gains in growth opportunities for the 
U.S. economy could have resulted from reduced reliance on individual income taxes on capital 
income and more reliance on corporate income taxes. 

Tax Bases Reduction in Tax Rates (5) 





10 

20 

30 

40 

50 

60 

70 

80 

90 

100 

1. Corporate 

MEC 



.448 

.435 

.418 

.397 

.379 

.363 

.348 

.334 

.322 

.310 

.301 

Income 

AEC 

.448 

.442 

.431 

.421 

.412 

.404 

.397 

.391 

.384 

.379 

.374 

2. Individual 

MEC 

1.017 

.989 

.951 

.904 

.853 

.812 

.767 

.727 

.688 

.650 

.613 

Capital Income 

AEC 

1.017 

1.003 

.977 

.953 

.928 

.906 

.884 

.863 

.842 

.822 

.803 

3. Property 

MEC 

.176 

.174 

.171 

.168 

.164 

.160 

.157 

.153 

.149 

.145 

.142 

Value 

AEC 

.176 

.175 

.173 

.171 

.169 

.168 

.166 

.164 

.162 

.160 

.158 

4. All Capital 

MEC 

.675 

.650 

.616 

.573 

.533 

.498 

.466 

.435 

.407 

.382 

.359 

Income 

AEC 

.675 

.663 

.640 

.619 

.600 

.582 

.566 

.551 

.537 

.524 

.512 

5. Labor Income 

MEC 

.376 

.358 

.333 

.303 

.276 

.253 

.237 

.216 

.201 

.190 

.183 


AEC 

.376 

.367 

.350 

.334 

.320 

.307 

.296 

.285 

.275 

.266 

.259 

6. 1 + 2 + 5 

MEC 

.497 

.462 

.414 

.355 

.301 

.254 

.212 

.175 

.142 

.114 

.091 

= 4 + 5 

AEC 

.497 

.480 

.448 

.418 

.391 

.366 

.343 

.323 

.304 

.287 

.271 

7. Indiviual 

MEC 

.520 

.490 

.449 

.396 

.349 

.305 

.265 

.229 

.196 

.167 

.140 

Income 

AEC 

.520 

.505 

.477 

.451 

.426 

.403 

.381 

.361 

.342 

.325 

.308 

8. Sales Value 

MEC 

.262 

.259 

.254 

.249 

.242 

.236 

.230 

.224 

.218 

.211 

.205 


AEC 

.262 

.261 

.257 

.254 

.251 

.248 

.245 

.242 

.239 

.236 

.232 

9. All Tax Bases 

MEC 

.391 

,356 

.308 

.249 

.197 

.151 

.113 

.082 

.063 

.048 

.040 


AEC 

.391 

.374 

.342 

.312 

.285 

.260 

.238 

.220 

.204 

.190 

.180 


WrmH ttrtthln th>> tav it WACciw nn tav^« nn iw’nmo at m/iiwHiial 


Finally, existing taxes on capital income put excessive burdens on individuals, relative to 
corporations. Taxes on capital income at both corporate and individual levels are too burdensome, 
relive to taxes on labor income. Every dollar transferred to labor income taxes from capital income 
taxes at the individual level costs the U.S. economy 64.1 cents in lost £^owth opportunities. 
Reversing the direction of the 1986 reform by raising marginal rates for "high income" taxpayers 
has greatly increased the tax burden on capital income. This will be enormously costly in terms of 
opportunities for reviving the growth of the U.S. economy. 

In summary, the best way to create new growth opportunities for the U.S. economy would 
be to reduce the top rates of taxation at the individual level, not to increase these rates. This could 
be financed by cutting back on tax expenditure programs such as deductions for mortgage interest 
and state and local property taxes. President Bush's Budget Enforcement Act of 1990 and the 
Clinton Omnibus Budget Reconciliation Act of 1993 have substantially increased taxes on capital 
itKX>me at the individual level. A growth-oriented tax policy requires rdnforcing the basic thrust of 
the Tax Reform Act of 1986 by reducing differences in the marginal excess burdens imposed by 
different parts of the U.S. tax system. 



119 


S. Conclusion 

My first ovorall conclusion is that increases in tax rates for upper income taxpayers in 1990 
and 1993 have nullified many of the growth opportunities for the U.S. economy created by the Tax 
Reform Act of 1986. It is important to undone this conclusion, ance the recent emphasis on 
"soakir^ the rich" has increased reliance on coital income taxes relative to those on labor income. 
This will be enormously costly in terms of future opportunities for growth of the U.S. economy. 
Future tax reforms should strengthen rather than we^en the basic thrust of the Tax Reform Act of 
1986. 

Second, Neutral Cost Recovery is an important contribution to the debate over tax reform. 
This tax fxoposal would introduce provisions for recovery of capital costs that are equivalent to the 
expensing ofinvestniml expenditures required under consumption tax rules. However, Neutral Cost 
Recovery must be combined with other tax reforms, such as the elimination of deductions for 
interest exp^ises, in order to enhance the noitrality of the federal tax system. Achieving neutrality 
in the taxation of income fi'om all assets in the U.S. economy is the most important goal for future 
tax reform. 

Finally, changing the federal tax base from income to consumption is an idea whose time has 
come. This change will create very important new opportunities for growth in the standard of living 
of all Americans. The traditional objections to consumption as a base for taxation on grounds of 
fairness have been successfully addressed in the Armey Flat Tax and the Nunn-Domenici U.S. A 
Tax proposals. These proposals would create substantial new growth opportunities for the U.S. 
economy. Both are based on we^ established economic ideas and could serve as a point of departure 
for tax reform legislation. 
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Mrs. Johnson of Connecticut. Thank you, Dr, Jorgenson. 

Professor Kotlikoff. 

STATEMENT OF LAURENCE J. KOTLIKOFF, PROFESSOR OF 
ECONOMICS, BOSTON UNIVERSITY 

Mr. Kotlikoff. Thank you, Madam Chairman. 

Madam Chairman and other Members of the Committee on Ways 
and Means, I am honored by this opportunity to discuss with you 
the economic effects of consumption t^ation. 

My testimony makes five points. First, consumption taxation 
would be very good for the U.S. economy. It would raise saving, in- 
vestment, employment, output, and real wages. It would also ^imi- 
nate a number of major distortions in our current tax structure and 
thereby significantly raise U.S. economic efficiency. 

The second point is that the predicted economic benefits from 
consumption taxation are substantial. Generic simulations of shift- 
ing from income to consumption taxation in the standard, neoclas- 
sical economic growth model, the life cycle model, produced long- 
run increases in living standards ranging from about 10 to 20 per- 
cent. These simulations provide some sense of the beneficial eco- 
nomic effects of consumption taxation, although much more de- 
tailed simulation studies are needed of particular proposals. 

Third, consumption taxation increases saving in large part — and 
I think this is a point that many of you may not be aware of — con- 
sumption taxation increases saving in large part by redistributing 
from older generations, with high propensities to consume, to 
younger and future generations with low or zero propensities to 
consume. In redistributing from the old to the young, and to the 
unborn, consumption taxation would offset to a small degree the 
enormous past and ongoing reverse redistribution from the young 
to the old that has resulted from the expansion of pay-as-you-go en- 
titlement programs, and which is the primary cause for the criti- 
cally low current rate of U.S. saving. 

The fourth point is that consumption taxation, even one levied at 
a single rate with no exceptions, is much more progressive than is 
generally believed to be the case. And again here is I think some- 
thing that is not generally understood by Members of Congress. 
The reason that consumption taxation is much more progressive 
than is commonly believed is that consumption taxation represents 
a tax on wages and a tax on wealth. If you think about how Donald 
Trump would fare under, for example, a retail sales tax, whenever 
he went out to spend his money on whatever he buys, Mercedes or 
vacation trips, diamonds for friends and relatives, he would pay the 
tax. But under the current income tax, he is paying taxes just on 
his interest income, his capital income, dividend income and capital 
gains; he is not being taxed on his principal. 

Since a consumption tax combines wage and wealth taxation, it 
is really taxed principal. And since much of the inequality in living 
standards across members of each generation represent differences 
in the amounts of inherited wealth, the wealth tax component of 
a consumption tax would enhance intragenerational equity. 

I think that if the proponents of consumption taxation really un- 
derstood it, they would be less for it; and if the opponents of it real- 
ly understood it, they would be more supportive. 
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The fifth point is that the U.S, economy needs consumption tax- 
ation. Whether that consumption taxation should be in the form of 
a retail sales tax, a flat tax, a personal consumption tax, an elec- 
tronic consumption tax or a value-added tax, can provide hours of 
very fascinating debate. But each of the different methods of taxing 
consumption does tax consumption. Each has its own advantages 
and disadvantages. But it will be a tragedy if we fail to adopt one 
of the methods of consumption taxation because we are locked in 
a debate over which is the best one. 

In my view, any of the alternative proposed consumption taxes 
would be far superior to our current system of taxation. 

Thank you. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF LAURENCE J. KOTUKOFF 
BOSTON university 


Chairman Archer and Other Dietinguiehed Members of The Committee on Ways 
and Means; 

t am honored by this opportunity to discuss with you the economics effects of 
consumption taxation. 

My testimony makes five points. 

First, consumption taxation would be very good for the U.S. economy. It would 
raise saving, investment, employment, output, and real wages. It would also 
eliminate a number of major distortions in our current tax structure and thereby 
significantly raise U.S. economic efficiency. 

Second, the predicted economic benefits from consumption taxation are 
substantial. Generic simulations of shifting from income to consumption taxation 
in the standard neoclassical economic growth model -- the life-cycle model - 
produce long-run increases in living standards ranging from about 10 to 20 
percent. These simulations provide some sense of the beneficial economic effects 
of consumption taxation, although much more detailed simulation studies are 
needed of particular proposals. 

Third, consumption taxation increases saving, in large part, by redistributing from 
older generations, with high propensities to consume, to younger and future 
generations with low or zero propensities to consume. In redistributing from the 
old to the young and unborn, consumption taxation would offset to a small degree 
the enormous past and ongoing reverse redistribution that has resulted from the 
expansion of pay-as-you-go entitlement programs and which is primarily 
responsible for the critically low level of U.S. saving. 

Fourth, a consumption tax, even one levied at a single rate with no exemptions, is 
much more progressive than is generally believed to be the case. The reason is 
that consumption taxation represents the combination of wage taxation and 
wealth taxation. Since much of the inequality in living standards across members 
of each generation represents differences in the amounts of inherited wealth, the 
wealth tax component of a consumption tax would enhance intragenerational 
equity. 

Fifth, the U.S. economy needs consumption taxation. Whether consumption 
taxation should come in the form of a retail sales tax, a flat tax, a personal 
consumption tax. an Electronic Consumption Tax\ or a value-added tax is a 
question that can provide hours of interesting debate. Each of the different 


^ Under the Electronic Consumption Tax (the ECT), discussed in Kotlikoff (1995), 
households pass their ECT card throu^ a card reader when they purchase goods and services. 
Momly purchases (but not the composition of purchases) are tallied and transmitted to the IRS, 
which withholds taxes. On April ISth, the IRS calculates consumption over the previous 
calender year, assesses taxes baWd on a progressive rate structure, and makes tax refunds or 
witholds additional taxes depending on whether total monthly withholdings in the prior 
calender year exceeds or falls short of the household's annual tax liability. Since the IRS' 
withholding of taxes and refunds of overpayments can be made electronically, the ECT entails 
no use of tax forms. 
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methods of taxing consumption has it advantages and disadvantages. But it will 
be a tragedy if we fail to adopt one of these methods of consumption taxation 
because we are locked In debate over which Is the best one. In my view, any of 
the alternative proposed consumption taxes would be far superior to our current 
system of taxation. 


The Crisis in U.S. Saving 

In 1950, the U.S. rate of net national saving was 12.3 percent. In 1994, it was 
only 3.5 percent. The difference in these saving rates is illustrative of a dramatic 
long-term decline in U.S. saving. The U.S. saving rate averaged 9.1 percent per 
year in the 1950s and 1960s, 8.5 percent in the 1970s, 4.7 percent in the 80s, 
and just 2.7 percent in the first five years of the 1990s. 

The decline in U.S. saving has been associated with an equally dramatic decline in 
U.S. domestic investment. Since 1990, net domestic investment as a share of net 
national product has averaged 3.6 percent per year, compared with 8.2 percent in 
the 1950s, 7.9 percent in the 1960s and 1970s, and 6.1 percent in the 1980s. 

The low rate of domestic investment has limited growth in labor productivity and, 
consequently, growth in real wages. Since 1980, labor productivity has grown at 
less than half the rate observed between 1950 and 1979, and total real 
compensation (wages plus fringe benefits) per hour has grown at only one-eighth 
its previously observed rate. 


Understanding the Decline In Saving 

Table 1 reports average values of the net national saving rate for the 1950s, 
1 960s, 1 970s, and 1 980s as well as the first five years of the 1 9908. The table 
also reports rates of government and household consumption out of output. In 
addition, the table reports my preferred measure of private-sector saving, the 
household saving rate, which equals the share saved of the output left over to the 
household sector after the government has consumed. 

As Table 1 indicates, government spending is not responsible for reducing the rate 
of national saving. Indeed, government spending in the 1 990s has averaged just 
21.0 percent of output -- as low a rate as any observed in the five periods. The 
rate of household consumption spending, on the other hand, rose from 69.9 
percent of output in the 1950s to 76.6 percent in the early 1990s. This increased 
rate of household consumption was associated with a decline in the household 
saving rate from 1 1 .5 percent in the 1 950s to 3.2 percent in the 1 990s. 


Whose Consumption Has Risen? 

If the driving force behind the decline in U.S. saving is an increase in the rate of 
household consumption, it*s natural to ask whose consumption within the 
household sector has risen so rapidly? The answer is the elderly's. Tables 2 and 
3 document this fact.^ They show a remarkable increase in the relative 


^ These tables come from Gokhale, Kotlikoff, and Sabelhaus (1995). 
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consumption of the elderly over four periods for v/hich Consumer Expenditure 
Survey data are available. This increase is more pronounced if medical care is 
included in the measure of consumption, but the increase in the relative 
consumption of non medical goods and services is also striking. 

As shown in Table 4, the striking increase in the relative consumption of the 
elderly has coincided with an equally remarkable increase in their relative 
resources.^ Indeed, as described in Gokhale, Kotlikoff, and Sabelhaus (1995), the 
the postwar decline in U.S. saving can be traced to two factors: a) this 
redistribution of resources toward older generations, with high propensities to 
consume, from younger ones (including those not yet born), with low or zero 
propensities to consume and b) increases in the propensity of the elderly to 
consume. 

Much of the redistribution to the elderly reflects the growth in Social Security, 
Medicare, and Medicaid benefits. The increase in the elderly's consumption 
propensities may also reflect government policy, namely the fact that government 
transfers to the elderly come in the form of annuities. In providing these annuities, 
which are, of course, indexed for inflation, the government has, in effect, told the 
elderly they needn't worry as much about over-consuming and running out of 
income.^ 


Implications of the U.S. Saving Decline for Evaluating Consumption Taxation 

The fact that the government's past and ongoing intergenerational redistribution 
appears to be the chief culprit for the decline in U.S. saving is worth bearing in 
mind in considering switching from income to consumption taxation. Such a 
switch would partially offset this process of taking from the young and unborn and 
giving to the old. It would do so by placing a somewhat higher tax burden on the 
initial elderly and a somewhat lower tax burden on younger and future 
generations. In switching tax structures (and thus redistributing from the elderly 
with high propensities to consume to the young and unborn with low or zero 
propensities to consume), the government can engineer a reduction in aggregate 
consumption and a concomitant rise in national saving. This redistributional or 
"income” effect is the key reason that consumption taxation raises national saving. 


Alternative Ways to Tax Consumption? 

As indicated above, there are a number of different ways of taxing consumption. 
One way, which you, Mr. Chairman, and Senator Lugar have proposed is through 
a federal retail sales tax under which the consumption purchases of all Americans 
are taxed at the same rate. Although a retail sales tax would produce a 
proportional rather than progressive consumption tax, progressivity vis a vie 


^ The term "resources” refers to a generation's net worth plus the present values its 
future labor income, pension income, and Social Security, Medicare, and other transfer 
payments, less the present value of its future taxes. 

^ In addition, the medical care annuities that the government provides through Medicare 
and Medicaid come in the form of in-kind consumption of medical goods and services which 
the elderly cannot help but consume. 
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consumption could be achieved by combining a retail sales tax with a graduated 
refundable tax credit or by exempting from sales taxation those commodities on 
which the poor spend disproportionately more than do the rich.^ 

Another way to tax consumption, proposed by Senators Nunn and Domenici in 
their USA Tax, is to tax households on their Incomes, but allow them a deduction 
for the amount they save. This personal consumption tax can be assessed at 
progressive rates since the government receives a tax return specifying each 
household's total annual consumption.^ 

The Electronic Consumption Tax (ECT) falls between a retail sales tax and a 
personal consumption tax. Like a retail sales tax, it taxes consumption directly. 
But like a personal consumption tax, it taxes consumption at progressive rates. 
Under the ECT, households would be required to run their ATM card through an 
electronic reader in making their consumption purchases. The amount of the 
purchase would be recorded by the household's bank. Running the card through 
the reader will be required regardless of whether the household pays for its 
purchases with cash or through an electronic withdrawal from its bank. Each 
month the total amount of households' consumption purchases (but not the 
composition of these purchases) would be reported to the government, and 
estimated taxes would be withheld, on a progressive basis, based on the amount 
reported. Tax witholding would be made electronically either as payroll deductions 
or as deductions from the household's checking account, so there would be no 
need for households to file any tax forms. At the end of the year, the government 
would calculate, on a progressive basis, each household's annual consumption and 
its annual consumption tax. Households which overpaid taxes during the year 
would receive an electronic refund, and those who underpaid would experience an 
electronic withdrawal. 

David Bradford, Professor of Economics at Princeton University and former 
Member of the President's Council of Economic Advisers, has suggested taxing 
household labor income Y/ at progressive rates and taxing, at the business level, 
the difference between capital income and investment (Yilr - I, business cash flow) 
at the highest tax rate. This proposal, which he calls "The X Tax," also produces 
a form of progressive consumption taxation. 

Congressman Armey's and Senator Specter's proposed flat taxes also tax Y/at the 
personal level and Yit-I at the business level, but they apply a single proportional 
tax rate.^ Since these proposed flat taxes include quite high personal exemptions, 
low income household are exempt from taxation. 

A proportional value added tax is another option for taxing consumption. The 
value added tax, which is used in virtually all other developed countries, taxes Y - 


^ Differential rates of sales taxation of consumption goods and services would, 
however, potentially produce significant economic distortions in consumer choice. It would 
also undermine one of the main advantages of retail sales taxation - its simplicity and clarity. 

^ David Bradford originally proposed this form of progressive consumption taxation in 
Blueprints for Basic Tax Reform . U.S. Department of Treasury, Washington, D.C.: U.S. 
Government Printing Office, 1976. 

^ Armey's Flat Tax proposal is quite similar to that in Hall, Robert £. and Alvin 
Rabushka, The Flat Tax . Stanford University: Hoover Institution Press. 1986. 
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I, but does so, for each commodity, by taxing Y - I in each stage of the 
commodity’s production. 


Why Tax Consumption? 

Given that governments can tax consumption directly or indirectly and that they 
can do so either with progressive or proportional tax rates, why would they want 
to tax only output that is consumed and exempt from taxation output that is save 
(invested)? The answer is that a consumption tax provides more incentive to save 
(invest) than does an income tax. As the identity Y - C + S, where Y is output, C 
is consumption, and S is saving, indicates, taxing output can be viewed as taxing 
saving as well as consumption. Now economists view saving, not as an end in 
itself, but as a means to finance future consumption. So by taxing consumption 
and saving, an income tax effectively taxes future consumption twice, once when 
households save funds for future consumption and once when they engage in that 
future consumption. Since current consumption is taxed only once (ignoring past 
taxes on saving because bygones are bygones), in deciding between consuming 
more now and saving for future consumption, an income tax provides an 
incentive, at any point in time, to consume more now and save less for the future. 

In addition to providing better saving incentives, moving from an income to a 
consumption tax produces, as previously mentioned, an intergenerationai 
redistribution away from older generations toward younger and future generations 
that also lowers aggregate consumption and raises national saving. The reason 
this intergenerationai redistribution occurs is that older generations pay a larger 
share of consumption taxes than they do of income taxes. Under an income tax, 
elderly retirees pay tax on only their capital income, whereas under a consumption 
tax, they pay tax on all their consumption purchases. Since elderly retirees 
finance their consumption by spending not just capital income earned on their net 
worth, but also their net worth (their principal) as well as private and social 
security pension benefits, the consumption of the elderly, taken together, exceeds 
their capital income. Moreover, the consumption of the elderly is a larger share of 
aggregate consumption than is their capital income as a share of aggregate taxable 
income. Consequently, a shift from taxing income (including the capital income of 
the elderly), to taxing consumption (including that of the elderly), places a 
relatively higher tax burden on the elderly. 

Economists refer to the change in economic behavior, such as saving, that arise 
from a change in one's resource position as income effects. They refer to 
changes in economic behavior due to changes in incentives, holding resources 
constant, as substitution effects. The above discussion indicates that the 
substitution and income effects of moving from income taxation to consumption 
taxation reinforce one another. Both work in favor of lowering aggregate 
consumption and raising national saving. 


Why Consumption Taxation Represents a Combination of Wage and Wealth 
Taxation 

The income effects from consumption taxation arise, in large part, because the 
consumption tax represents a combination of a tax on wages and a tax on 
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wealth.^ The reason is that the goods and services that households purchase over 
time are ultimately financed by the wages they earn plus their initial wealth. 
Consider, for example, a millionaire who doesn't work, but spends his wealth on 
consumption. In the case of a retail sales tax or the ECT, the millionaire pays tax 
as he spends down his wealth; hence, the consumption tax effectively taxes his 
wealth. Now suppose the millionaire also works. Then when he spends his wage 
earnings, he also pays consumption taxes, so the consumption tax also effectively 
taxes wage earnings. If the millionaire chooses not to consume and passes his 
wealth to his heirs, they will be taxed when they spend their inherited wealth. 

The USA tax also includes an implicit wealth tax, albeit a modified one because of 
its transition rules. Under the USA tax, households that spend more than $50,000 
of their assets on consumption must include the excess spending as taxable 
income. 

The flat tax, at least the one originally designed by Hall and Rabushka, also 
represents an effective tax on real wealth. Under the flat tax, as under our current 
income tax structure, the sale, by businesses (really, by the owners of 
businesses), of their real assets (their plant, equipment, and inventories) is 
included in the calculation of business revenues and is subject to tax. But, unlike 
the current tax structure, the flat tax permits no deduction of the basis of the 
asset when it is sold. If the basis of the asset could be deducted, the flat tax, like 
our current income taxation of businesses, would be taxing simply the capital 
gains realized by businesses on the sale of their real assets. Why? Because capital 
gains are calculated as the difference between the sale price of the asset and its 
depreciated tax basis. 

Can owners of real assets avoid the additional tax arising from not being able to 
deduct basis by simply not selling their asset, but instead, continue to use them to 
produce business income? The answer is no. The market value of real assets will 
fall to the point that the owners of the assets will be indifferent between retaining 
and selling their assets. This decline in the market value of existing real wealth 
(which will be registered on the stock market) represents an effective tax on real 
wealth. 

To understand why the market value of real business assets must fall, consider an 
investor, ABC Co., which is considering purchasing a newly produced real asset, 
say a drill press, for $1000 or buying an existing business, DEF Co., with, for 
simplicity, a single asset - an identical drill press which it had purchased prior to 
the switch to the flat tax and which has a basis of $1000. Assume, for simplicity. 


^ To see this algebraically, note that at time t, Cr = YU + Ykr > Si. But, if we let W/ 
stand for wealth at time t, then where rT is the rate of return earned on wealth (i.e., 

ifW/ equals capital income). Also, S/=W/+7-Wr. Hence, Cf=YU + TiWt - Wr+i + Wt. 
Write this equation out for time t+1, t+2, etc., and then use the t+1 equation to substitute 
out for W/+7 in the time t equation, to get a new time t equation that will depetxl on Wr+2. 
Next use the time t+2 equation to substitute out for Wf+2 in the new time t equation. 
Preceding in this manner leads to an equation in which the present value of consumption 
equals the present value of current plus future labor earnings plus initial wealth. Multiplying 
each side of this present value budget constraint by Uie tax rate t shows that taxing 
consumption through time at rate r is equivalent to taxing earnings through time at rate r plus 
taxing initial (time t) wealth at rate r . 
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that drill presses do not physically depreciate, so the two machines are physically 
identical, if ABC purchases the new drill press, it can immediately expense it 
(deduct its purchase price from its business income). If the flat tax rate is 20 
percent, the value of the write off is $200. If ABC purchases DEF, it acquires the 
same machine, but can’t expense it. Consequently, the market value of DEF must 
fall until ABC and other potential investors are indifferent between purchasing DEF 
directly and purchasing the same real asset owned by DEF, but expensing it. 
Hence, the market value of DEF will be $800. 

Now, if ABC purchases and then liquidates DEF, it will be able to sell DEF's drill 
press on the market for $1000, because the new owner can treat the press as a 
new asset and expense it. But in selling the drill press, ABC will produce $1000 in 
sales revenues for its subsidiary, DEF, and, thus, a $200 tax liability. Hence, in 
liquidating DEF, ABC will end up with $800. So whether ABC buys DEF to hold It 
or to liquidate it, the most it will pay is $800. If it tries to buy DEF for less than 
$800, the owners of DEF will refuse, because they will be able to find other 
buyers willing to pay $800. Hence, the market price of DEF will be $800. 


Wealth Taxation and National Saving 

Since, as just mentioned, the elderly have a disproportionately large share of 
wealth, a switch from income to consumption taxation places a relatively large 
share of the tax burden on them. Although the consumption tax also, in effect, 
taxes wage income, which is also taxed under the income tax, it does so at a 
lower rate than under the income tax because the consumption tax provides more 
revenue from its effective wealth taxation. Hence, the young, who are 
disproportionately larger earners of labor income, benefit from the shift from 
income to consumption taxation because their effective rate of wage taxation is 
reduced. 

The reduction in the effective rate of wage taxation stimulates labor supply, 
thereby raising output and further increasing aggregate saving. This stimulus to 
labor supply will be even greater if the switch in tax structures is from a 
progressive income tax to a proportional consumption tax. Why? Because the 
incentive to work depends on the marginal rate of taxation of labor supply, not the 
average rate. Under progressive income taxation, the marginal effective rate of 
taxation of labor supply is higher than under a proportional income tax, which is 
higher still than under a proportional consumption tax. 


The Importance of Implicit Wealth Taxation 

Note that if initial wealth is effectively exempted from consumption taxation 
through the design of special transition rules, a switch from income to 
consumption taxation will really end up as a switch from income to wage taxation. 
In this case, "consumption” taxation will produce a much smaller reduction in 
consumption and, consequently, a much small increase in aggregate saving. 
Why? Because the switch from income to wage taxation redistributes from the 
young to the old, since the elderly have relatively little wage income, but benefit 
from the elimination of capital income taxation. Although a wage tax structure 
provides better incentives to save, its income effects work to reduce saving. 
Indeed, the net impact, according to simulation studies (see Auerbach and 
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Kotlikoff, 1987) of a switch from income to wage taxation is a relatively modest 
increase in aggregate saving, investment, and output. 


Efficiency Gains from Consumption Taxation 

The current tax system contains a number of distortions which also could be 
eliminated by switching to consumption taxation. One of these distortions is the 
differential tax treatment of corporate and noncorporate business that distort 
business ownership and control decisions. A second is the differential tax 
treatment of capital gains and dividends that distort firms' decisions about 
retaining earnings and that lock investors in from selling shares of stock which 
have accrued capital gains. A third is the implicit subsidy to home ownership, as 
well as automobiles, and other durable goods that arises from our failure to tax, 
under the income tax, the rental income we implicitly earn from the services on 
these durables.^ A fourth is the subsidization of current relative to future 
consumption (the tax on saving) associated with the taxation of capital income. A 
fifth is the differential tax treatment of investment in equipment, structures, and 
inventories. A sixth is the distortion in corporate financial structure due to the 
deductibility of interest payments, but the nondeductibility of dividends. And an 
seventh is the subsidization of health insurance premia and other fringe benefits 
that are currently exempt from income taxation, but would be treated like wage 
compensation under most consumption tax proposals. 

The distortion of labor supply incentives associated with income taxation would 
also be eliminated by the proposed tax shift. But a consumption tax would distort 
this margin of choice as well, so one needs to compare the efficiency gains from 
eliminating the income tax's distortion of labor supply with the efficiency loss from 
adding the consumption tax's distortion of labor supply. There is good reason, 
however, to expect the tax shift to result in a net reduction in the distortion of 
labor supply. The reason, as mentioned above, is that consumption taxation will 
extract a larger share of its revenues from older generations, many of whom are 
retired. As a result, the total tax that needs to be collected from working 
generations is smaller under a consumption tax than it is under the income tax. 

The distortion of labor supply will also be substantially reduced if our progressive 
income tax rate is replaced by a low, single-rate consumption tax because the low 
tax rate will leave most workers facing significantly lower total effective marginal 
tax rates on their labor supply than is currently the case. The size of economic 
distortions of particular economic activities rises with the square of the total 
effective marginal tax rate on that activity. In the case of labor supply, most 
Americans face marginal taxes above 50 percent on their earnings once one adds 
together the effects of all the different tax and transfer programs at the federal, 
state, and local government levels. This is an extremely high level of marginal 


^ To see this, suppose homeowners, owners of automobiles, and owners of other 
durables were forced to pay rent to themselves for their use of their homes, cars, furniture, 
etc. At one level, this would be a wash, since the perwn writing the check would also be the 
recipient of the check. £^t this requirement would raise households' taxable income, leading 
them to pay more income taxes. it make sense to think of, say, a home owner as renting 
her house to herself? The answer is yes since in occupying her house, the home owner is 
effectively earning the rent on the house and then spending it on herself. 
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taxation, which is highly distortive. The reduction in this marginal rate of taxation 
through a retail sales tax or a flat tax, represents a very strong argument for their 
adoption. 


The Auerbach'Kotlikoff Dynamic Life Cycle Sinnilation Model^^ 

The Auerbach-Kotlikoff Model (henceforth, the AK model) can provide some sense 
of the potential saving, investment, and growth effects of shifting to a 
consumption tax.^^ The AK model calculates the time-path of all economic 
variables in its economy over a 150 year period. The model has 55 overlapping 
generations. Each adult agent in the model lives for 55 years (from age 20 to age 
75). 

There are three sectors in the model: households, firms, and the government. 
Households (adult agents) make decisions concerning how much to work and how 
much to save based on the after-tax wages and after-tax rates of return they can 
earn in the present and the future on their labor supply and saving, respectively. 
The work decision involves not only deciding how much to work in those years 
that one is working, but also when to retire. The AK model's particular form of 
consumption and leisure preferences that agents use in making their labor supply 
and saving decisions were chosen in light of evidence on actual labor supply and 
saving behavior. 5 

As agents age in the model, they experience a realistic profile of increases in 
wages. This age-wage profile is separate from the general level of wages, the 
time-path of which is determined in solving the model. Fiscal policies affect 
households by altering their after-tax wages, their after-tax rates of return, and, in 
the case of consumption taxes, their after-tax prices of goods and services. The 
model is equipped to deal with income taxes, wage taxes, capital income taxes, 
and consumption taxes. It is also able to handle progressive as welt as 
proportional tax rates. 

Ail agents are assumed to have the same preferences, so differences in behavior 
across agents arise solely from differences in economic opportunities. Since all 
agents within an age cohort are assumed to be identical, differences in economic 
opportunities are present only across cohorts. In this study, the model's 
population growth rate is set at a constant 1 percent rate, with the population of 
each new cohort being 1 percent larger than that of the previous cohort. 

The AK Model's production sector is characterized by perfectly competitive firms 
that hire tabor and capital to maximize their profits. The production relationships 
that underlie firms' hiring decisions and production of output are based on 


This section presents the results reported in Kotlikoff (1992) of simulations of a 
switch from federal income taxation to a retail sales tax. Because a retail sales tax is 
equivalent to a flat tax of the type originally proposed by Hall and Rabushka, the simulation 
flyings apply to the flat tax as well. The simulations are highly stylized. They do not, for 
example, t^e into account proposed exemptions from taxation as well as a number of other 
features of the flat tax proposals recently advanced by Congressman Armey and Senator 
Specter. 

^ ^ For a detailed description of the AK Model see Auerbach and Kotlikoff (1987). 
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empirical findings for the U.S. The government sector consists of a treasury that 
collects resources from the private sector to finance government consumption and 
an unfunded; "pay as you go" Social Securi^ system which levies payroll taxes to 
pay for contemporaneous retiree benefit payments. The model does not 
distinguish federal from state and local government. Hence, in simulating with the 
model the elimination of income taxation in favor of consumption taxation, we will, 
in effect, replace all state and local income taxes, as well as federal income taxes, 
with a federal consumption tax which can be thought of as a federal retail sales 
tax, a value added tax, or a flat tax. There is no money in the model, and thus, no 
monetary policy. There is, however, government debt, and the model can handle 
deficit-financed tax cuts. It can also handle gradual phase-ins of one tax for the 
other. 

While the model handles a great number of complex processes, its predictions 
need to be viewed cautiously for several reasons. First, the model does not deal 
with several of the real world distortions associated with the income tax that were 
mentioned above. For example, it doesn't distinguish corporate from noncorporate 
production, housing consumption from non housing consumption, different forms 
of corporate finance, different types of investment, or differences in capital gains 
and dividend tax rates. Nor does it permit the kind of tax arbitrage that is 
available to most tax-paying Americans through tax-subsidized saving accounts. 
Second, the model's agents are heterogeneous only with respect to their age. 
There are no welfare recipients or millionaires, whose saving and work behavior 
might differ dramatically from that of the model's agents. Third, the model does 
not include saving for purposes other than retirement, such as bequests. Fourth, 
the model does not incorporate uncertainty either with respect to individual or 
macroeconomic outcomes. Fifth, the model ignores illegal tax avoidance, an issue 
that would certainly arise in implementing any and all other form of consumption 
taxation. While the model abstracts from a significant portion of reality, it can, 
nonetheless, suggest the degree to which a switch from consumption taxation to 
income taxation might raise U.S. national saving. 


Simulating the Switch from Proportional Income to Proportional Consumption 
Taxation 

In simulating the switch from income taxation to a federal consumption tax, one 
needs to specify the economy's initial position as well as the way the tax change 
takes place. To begin, let's assume that the economy has a 15 percent 
proportional income tax and a 17 percent sales tax. The 15 income tax figure is 
based on the 1991 ratio of the sum of federal, state, and local personal and 
corporate income taxes to net notional product. The 1 7 percent sales tax figure is 
based on the 1991 ratio of the sum of federal, state, and local sales and excise 
taxes to total personal consumption. 6 These taxes are used to finance 
government consumption spending as well as pay interest on the government 
debt. The level of government debt is set at 50 percent of output. 7 In addition to 
these features of fiscal policy, the economy is assumed to have a "pay-as-you-go" 
social security system with a 1 5 percent payroll tax rates. 


Findings 

Table 5 shows the transition-path of the economy that results from replacing in 
year 0 the model's income tax with a proportional consumption tax. I set the new 
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federal consumption tax rate at the level needed, in conjunction with the pre- 
existing 1 7 percent sales tax, to continue to finance the same level of government 
spending as well as pay interest on the stock of government debt. The first row in 
the table indicates the economy's initial {year 0) position. With no change in tax 
policy the economy would remain in this position through time. I measure annual 
saving rates, annual interest rates, and tax rates in percentage points. In the case 
of our economy's other variables, the units of measurement are arbitrary, so I 
describe each of these variables in terms of an index which has an initial (base- 
year) value of 100. 

The initial position of the economy features a 2.6 percent saving rate, a per capita 
capital stock of 1 00, a per capita labor supply of 1 00, a level of per capita output 
of 100, a real wage rate of 100, a real interest rate of 9.4 percent and, of course, 
a zero federal consumption tax rate. The 2.6 percent saving rate is close to the 
current U.S. rate of saving, and the 9.4 percent real interest rate is close to the 
annual real rate of return that has been earned, on average, on the U.S. capital 
stock in the postwar period. 

The remaining rows in Table 5 show how each of these variables reacts to the 
introduction at time 0 of the federal consumption tax. As row 1 indicates, the tax 
change produces an immediate and dramatic increase in the economy's saving rate 
from 2.6 percent to 9.0 percent. While the saving rate gradually declines after 
year 1, it remains above 6 percent through the tenth year of the transition. The 
long-run (year 150) value of the saving rate is 3.2 percent - 23 percent larger 
than the year 0 value. 

The increased saving produces a concomitant increase in investment. As a result, 
the capital stock rises. Indeed, the switch in tax regimes leads, eventually (by 
year 150), to a 34 percent increase in the per capita capital stock. The increase in 
the capital stock is gradual; only about one quarter of the ultimate increase occurs 
in the first 10 years of the transition. The increase in the capital stock raises the 
productivity of workers and thus their real wage. The policy also lowers the return 
to capital. The real interest rate falls by almost 200 basis points in the course of 
the transition. 

While the real wage ultimately ends up 7 percent higher than it would have been 
without the tax change, for the first few years of the transition the real wage 
actually falls. The reason is that agents respond to the prospect of higher real 
wages and higher short-term real interest rates by increasing their labor supply. In 
the short run, before the capital stock has had much of a chance to increase, there 
is an increase in the supply of labor relative to the supply of capital. As a result, 
labor in the first few years of the transition becomes relatively abundant, meaning 
that the price it receives in the market - the real wage - falls. Eventually, as 
interest rates fall, the incentive to work more in order to save more and receive 
higher rates of return on the additional savings diminishes. As a result, labor 
supply declines. In the long run, the supply of labor is only one percent greater 
than it is in year 0. 

The changes in the supplies of capital and labor alter the per capita level of output. 
Between year zero and year 1, there is a 4 percent increase in output. In the 
following 10 or so years the switch in the tax structure raises the economy's 
growth rate by two tenths of one percent per year. In the long-run, the level of 
per capita output is 8 percent larger than it is at time 0. 
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The final variable to discuss is the consumption tax rate. The year 1 value of this 
tax rate is 23.1 percent. But it declines through time, with its value in the long- 
run ending up at 16.7 percent. The reason the tax rate can decline is that the 
growth of the economy permits a higher level of consumption and thus produces a 
higher consumption tax base. In addition, the reduction in the interest rate lowers 
required interest payments on the government's debt. 

To summarize the findings in Table 5, the simulation of a switch to a federal 
consumption tax produces a significant increase in saving, capital accumulation, 
the real wage, and the level of per capita income. While the dynamics are 
nonlinear (e.g., labor supply first rises and then falls), all of the results make 
Intuitive sense. 


Maintaining a Constant Consumption Tax Rate 

As an alternative to having the consumption tax rate decline through time, we 
might want to have a tax rate that is constant through time. I've used the model 
to simulate such a policy. I've found that if I set the tax rate equal to 19 percent, 
the model produces deficits in the short-run, since the additional tax revenue 
raised with the 19 percent tax falls short of the loss in revenue from eliminating 
the 15 percent income tax. But over time, the growth of output and the 
consumption tax base associated with the reform raises the amount of revenue 
collected by the 1 9 percent tax permitting the full retirement of the additional debt 
that is issued in the short-run. In this constant tax rate simulation the long-run 
capital stock and output levels are 32 percent and 7 percent higher than their 
respective year 0 values. These long-run percentage increases may be compared 
with the 34 percent and 8 percent increases of Table 5. 


Are the Results Reasonable? 

Given the size of the model's predicted response to a switch to a consumption 
tax, one might ask whether the results are really plausible or whether they simply 
reflect some extreme assumptions about labor supply and saving behavior. The 
answer is that the labor supply and saving responses assumed in the model are 
quite conservative. They are certainly well within the range of responses that 
have been estimated In the empirical economics literature. In addition, the life 
cycle model being simulated is the basic bread and butter model of neoclassical 
economics. 8 

There is, however, one feature of the model which may make the transition occur 
foster in the model than it would in the real world. This is the model's assumption 
that new capital can be immediately added to the existing stock of capital without 
the incursion of installation costs. As discussed in Auerbach and Kotlikoff (1987), 
the addition of such installation costs would slow down the transition, but would 
not alter the size of the long-run change of any of the economy's variables. 

Another issue, with which I have not yet dealt, is the progressivity of the income 
tax which is to be replaced. As mentioned, the AK model can handle progressive 
as well as proportional tax rates. In the case of a progressive income tax, whose 
degree of progressivity is roughly comparable to that now in the U.S., the year 0 
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position of the economy from which the transition begins is one featuring a 2.2 
percent, rather than a 2.6 percent, saving rate, a per capita capital stock that is 
18.1 percent smaller, a per capita tabor supply that is 5.2 percent smaller, a per 
capita output level that is 8.6 percent smaller, a real wage that is 3.5 percent 
smaller, and an interest rate of 10.4 percent rather than 9.4 percent. Since the 
switch from this progressive income tax regime to a proportional consumption tax 
produces the same long-run outcome as indicated in the last row of Table 6, the 
saving, capital accumulation, and growth effects of the tax change are all 
magnified by assuming that the initial income tax is progressive. For example, the 
long-run increase in the per capita capital stock is 63.4 percent, and the long-run 
increase in per capita output is 18.3 percent.^^ 


The Impact on the Initial Elderly 

While switching to a consumption tax has a lot to recommend it, this does not 
include the treatment of the initially elderly who, as mentioned, end up paying 
much more in consumption taxes than they would have paid in income taxes. For 
example, in the simulation of Table 5, the oldest elderly in year 1, those who are 
age 55, suffer a 23 percent decline in their final year's consumption. There are 
different ways to avoid, or at least mitigate, this redistribution away from those 
who are old at the time of the switch in tax structures. One is to make additional 
transfer payments to the initial elderly by, for example, raising social security 
benefits. The problem with making transfer payments to the initial elderly is that 
these transfer payments will lead them to consume more and this additional 
consumption will limit the increase in saving and capital accumulation. 

Table 6 points this out. It shows the transition arising from an immediate switch 
to a retail sate tax, but one in which the government makes transfer payments to 
all generations alive at the time of the transition to ensure that none of these 
generations is made worse off from the tax switch. These transfer payments are, 
of course, largest for the oldest generations alive at the time of the tax switch, 
since they do not benefit as much from the elimination of income taxes as do 
younger generations. While the provision of this compensation to initial 
generations limits the additional saving generated by the consumption tax, there 
remains, nonetheless, a substantial saving response. According to Table 6, there 
is a 22 percent increase in the economy's long-run capital stock. While this is less 
than the 34 percent increase of Table 5, it is still quite substantial. With the 
compensation scheme in place, the long-run increase in per capita income is 6 
percent (compared with 8 percent with no compensation). The fact that one can 
compensate initial generations in switching to a federal consumption tax and still 
make future generations significantly better off is reflective of the inefficiency of 
an income tax structure relative to a consumption tax structure. 


Summary and Conclusion 

Our nation is facing a grave saving crisis. We are saving at record low levels, and 
unless we start saving more, we will continue our slide toward second-class 


Interestingly, as described in Auerbach and Kotlikoff (1987), almost the same final 
steady state arises if the switch is to a progressive consunq)tion tax. 
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economic status. A shift to consumption taxation, be in the form of a retail sates 
tax, a flat tax, a value-added tax, the Electronic Consumption Tax, the X Tax, or 
the USA Tax, has the potential for dramatically increasing our saving rate. It 
would do so by improving incentives to save and by redistributing from the elderly 
with high propensities to consume to young and future generations with low or 
zero propensities to consume. 

In addition to raising saving and Investment, consumption taxation would reduce 
many of the distortions of the current tax system. Indeed, the distortion of saving 
behavior alone is so great under our current system of income taxation that it 
appears we could switch to consumption taxation, fully compensate the initial 
elderly for their higher tax burden, and still end up with a much higher saving, 
capital formation, and per capita income. 
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Table 1 

Saving and Spending Ratea 


Period 

Net National 
Saving 

Rate 

(Y-C-G) /Y 

Oovenunent 

Spending 

Rate 

G/Y 

K>usehold 

Consumption 

Rate 

£ZX 

Household 

Saving 

Rate 

(Y-Q-Cl / (Y-G) 

1950-59 

.091 

.210 

.699 


.115 

1960-69 

.091 

.221 

.688 


.117 

1970-79 

. 085 

.214 

.701 


.108 

1980-89 

.047 

.213 

.740 


.059 

1990-94 

,027 

.207 

.766 


.031 

Y stands for net national product, C stands 
expenditure, and G stands for govemoient purchases 

for 

of 

household consumpti 
goods and services. 




Tabla 2 




Consumption of the Eldariy Ralativa to tha Young 


Cottroarison 

19€0-S1 

1^72-7^ 


19B7-90 

Age 60 /Age 20 

1.17 

1.37 

1.58 

1.59 

Age 70/Age 20 

0.97 

1.21 

1.56 

1.64 

Age 80/Age 20 

0.89 

1.16 

1.61 

1.60 

Age 6 0 /Age 3 0 

0.86 

0.93 

1.09 

1.15 

Age 70/Age 30 

0.71 

0.82 

1.07 

1.18 

Age 80 /Age 30 

0.65 

0.79 

1.11 

1.16 

Age 60 /Age 40 

0.77 

0.83 

0.87 

0.91 

Age 70 /Age 40 

0.64 

0.73 

0.86 

0.94 

Age 80 /Age 40 

0.58 

0.70 

0.89 

0.92 


Source; Golchale, Koclikoff, and Sabelhaus <1995). 
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Table 3 

Non Medical Consumption of the Elderly Relative to the Young 


Comoarison 

1960-61 

1212=21 

1904-86 

1967-90 

Age 60 /Age 20 

1.11 

1.28 

1.43 

1.42 

Age 70 /Age 20 

0.86 

1.04 

1.22 

1.28 

Age 6 0 /Age 2 0 

0.75 

0.91 

1.16 

1.11 

Age 60 /Age 30 

0.81 

0.B6 

0.97 

1 . 02 

Age 70 /Age 30 

0.63 

0.70 

0.83 

0.91 

Age eo/Age 30 

0.55 

0.61 

0.78 

0.80 

Age 60 /Age 40 

0.73 

0.78 

0.77 

0.80 

Age 70/Age 40 

0.57 

0.63 

0.66 

0.72 

Age 80/Age 40 

0.49 

0.55 

0.62 

0.63 


Source: Gokhale, Kotlikoff, and Sabelhaufl (1995) 


Table 4 

Resources* of the Elderly Relative to the Young 


Comparison 

1960-61 

1972-73 

1984-66 

1687-90 

Age 60 /Age 20 

1.10 

1.41 

1,72 

1,81 

Age 70/Age 20 

0.85 

1.14 

1.49 

1.58 

Age 80 /Age 20 

0.63 

0.71 

0.76 

0.83 

Age 60 /Age 30 

0.92 

1.07 

1.26 

1.31 

Age 70 /Age 30 

0.72 

0.86 

1.09 

1.15 

Age 80 /Age 30 

0.53 

0.54 

0.56 

0.60 

Age 60/Age 40 

0.82 

0.95 

1.05 

1.10 

Age 70 /Age 40 

0.64 

0.77 

0.91 

0.96 

Age 80/Age 40 

0.47 

0.48 

0.47 

0.51 

^Resources refers 

to net worth plus 

the present 

values of 

future labor 


private and government pension benefits, and government transfer payments less 
the present value of government taxes. 

Source: Gokhale, Kotlikoff, and Sabelhaus (1995) 
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Table 6 


Simulating An Immediate Switch From Income Taxation to a Coneumption Tax 


Year 

Saving 

Capital' 

Stock 

* Labor* 
Supply 

Output* 

Wage 

Interest 

Consumption 


Rate 

2.6 

Index 

Index 

100 

Index 

100 

Index 

100 



0 

100 

9.4 

0.0 

1 

9.0 

100 

105 

104 

99 

9.7 

23.1 

2 

8 . 5 

102 

105 

104 

99 

9.6 

22.5 

3 

8 . 1 

105 

105 

105 

100 

9.4 

21.9 

4 

7.8 

107 

105 

105 

100 

9.2 

21.5 

5 

7 . 5 

109 

104 

105 

101 

9.1 

21.1 

10 

6.2 

117 

103 

106 

103 

8.5 

19.5 

20 

4 . 5 

127 

101 

107 

106 

7.9 

17.9 

60 

3.7 

131 

101 

108 

107 

7.8 

17.3 

90 

3.2 

134 

101 

108 

107 

7.5 

16.8 

150^ 

3.2 

134 

101 

108 

107 

7.5 

16 . 7 

a The 

capital 

Stock, labor supply. 

and output 

are per capita measures. 

b Year 

150 represents the 

economy' s 

final steady state. 
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Tabk 6 


Simulating An Immediate Switch From Income Taxation to a Consumption Tax But 
Compensating Initial Elderly for their Increased Tax Burden 


Year 

Saving 

Capital^ 

Stock 

Labor* 

Supply 

Output* 

Wage 

Interest 

Consumption 


Rate 

Index 

Index 

Index 

Index 

100 

Rate 

Tax Rate 

0 

2.6 

100 

100 

100 

9.4 

0.0 

1 

6.6 

100 

104 

103 

99 

9.7 

22.1 

2 

6.4 

101 

104 

104 

99 

9.5 

21.8 

3 

6.3 

103 

104 

104 

100 

9.4 

21.5 

4 

6.1 

104 

104 

104 

100 

9.3 

21.2 

5 

5.9 

106 

104 

104 

100 

9.2 

21.0 

10 

5.1 

111 

103 

105 

102 

B. 8 

19.9 

20 

4 . 1 

118 

102 

106 

104 

8.4 

18.7 

60 

3 . 0 

122 

101 

106 

105 

8.1 

17.8 

90 

3.0 

122 

101 

106 

105 

8.1 

17.8 

150^ 

3.0 

122 

101 

106 

105 

8.1 

17.8 

a The 

capital 

Stock, labor 

supply, 

and output 

are measured per capita. 


b Year 150 represents the economy's steady state. 
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Mr. Zimmer [presiding]. Thank you very much. 

Mr. English will inquire. 

Mr. English. Thank you. 

Again, I appreciate the opportunity to participate with such a 
distinguished group of panelists. I guess I wanted each of you to 
comment on an issue which has been raised earlier as it applies to 
each of these systems. And I notice that one of the earlier partici- 
pants in the hearing raised the question of tax equity. 

Obviously, it is very difficult to measure tax equity, and I am not 
sure that there has been a very precise standard offered here. I 
guess what I would like you to do is answer the question, in assess- 
ing the tax equity of eacn of these systems, should we also be tak- 
ing into account the impact of growth and opportunity that might 
arise from the tax changes that each of these systems contemplates 
for middle-class families and for working families? 

Dr. Walker, would you care to comment? 

Mr. Walker. Congressman, you put your finger on an extremely 
important issue. It has become the fashion in recent years, with tax 
policy and tax changes, to get the Joint Committee on Taxation to 
draw up burden tables, which is an extremely difficult, if not im- 
possible task, depending on the set of assumptions which many 
might not agree with. But to bring those into the picture and sug- 
gest that any change in the tax system which on paper changes 
uiat distribution, is unfair. 

That leaves out the most important thing that you mentioned, 
and that is the creation of good, high-paying, high-quality jobs, re- 
storing growth to our living standarcls, which are practically not 
growing at all, and maintaining the economic strength of the Unit- 
ed States so that we can remain a world leader. 

A second point I would make, some people define fairness of a 
tax solely in terms of progressivity of rates. The point that I made 
earlier having to do with the demagoguery of rich versus poor is 
put frequently in terms of how progressive the rate structure is, as 
if that is the end-all and be-all of the tax system’s fairness to the 
ta^ayer. And it is his or her perception that makes a difference. 

Consequently — and I am not coming down for the flat tax per se. 
Any one of these, as Professor Kotlikoff says, is better than what 
we have now. But if you say that the flat tax is not fair because 
you cannot produce the progressivity in rates that you have under 
systems in the past, and imore completely the fact that the tax- 

f )ayer, number one, would love the simplicity, and two, would be- 
ieve that the simplicity would stop the ripping off that he knows 
is there because it would be so simple and not so complex, then you 
need to think a little more carefully about the question of fairness. 

Let me close my statement with a quote from the Wall Street 
Journal which David Bradford put in his excellent book a few years 
ago. In 1985, a typical taxpayer was queried on, How do vou feel 
about the income tax system? He said, I am mad as hell. When 
asked, why are you mad?, he said, I am getting ripped off. How are 
you getting ripped off?, he was asked. He said, I don’t understand 
how I am getting ripped off, but if I understood how I am getting 
ripped off, I would be even madder than I am right now. 

Mr. English. Thank you. Dr. Walker. 

Dr. Kotlikoff. 
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Mr. Kotlikoff. I am not sure I recall exactly the original ques- 
tion, but the 

Mr. English. Had to do with equity. 

Mr. Kotlikoff. I think equity is an important part of a tax 
structure. I think that we have to distinguish different aspects of 
equity. For example, we need to think about intergenerational eq- 
uity, how we are treating young versus old. The current fiscal sys- 
tem is extremely ineauitable from that perspective, because it is 
leaving an enormous Dill for the next generation, as generational 
accounting. 

The other key aspect of equity is intragenerational equity. Unfor- 
tunately, we are not producing good measures of intragenerational 
equity. If we move to consumption taxation, as I was pointing out 
in my testimony, we will enhance intragenerational equity because 
we will be really shifting from taxing income to taxing the com- 
bination of wages and wealth. 

Now, I think that point is extremely important. It is one that I 
don’t think has been raised by other witnesses before you, I think 
you really need to focus on that. This is a combination of a wage 
and wealth tax. This is what we teach our graduate students when 
they come to learn about what happens when you shift from in- 
come to consumption taxation; you are really shifting from income 
taxation to the combination of a wage and a wealth tax. A million- 
aire who goes and spends his principal, Donald Trump, if he blew 
all his money today after, let’s say, the Archer retail sales tax was 
put into place, he would pay t£ixes, perhaps 20 percent of his 
wealth would go in the form of taxes in terms of retail sales taxes. 

So we are really taxing the principal of wealth under a consump- 
tion tax, whether it be a sales tax or a flat tax. Each of these taxes 
has a wealth tax aspect to it. 

Again, if the advocates of consumption taxation really understood 
how equitable it is, how redistributive it is, they would be less for 
it. Ana if the opponents really understood it, how it works, they 
would be more in favor of it. I think it would be very healthy. I 
think it would improve intragenerational equity, because a lot of 
the inequity within generations reflects inherited wealth, which is 
very unevenly distributed. 

So I think that consumption taxation wins out on equity grounds 
as well as efficiency grounds, as well as savings and investment 
and growth grounds. It is hard to beat it. 

Mr. English. Thank you for that powerful testimony, and my 
time has elapsed. 

Chairman Archer [presiding]. Who is next at this point? 

Mr. Rangel. Mr. Chairman. 

Chairman Archer. Charlie, you have never been bashful. You 
are always going to step forward, so I will recognize you. 

Mr. Ri^GEL. Thank you so much for your kindness, Mr. Chair- 
man. 

Dr. Walker, it has been a long time since we have had a chance 
to exchange views on this subject that is very dear to you. In the 
past you never used such mean-spirited language about people en- 
vious of those that have been able to acquire wealth. And to think 
that they would attempt to manipulate the system in order to re- 
distribute — it would seem like those who have earned it, have 
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taken the risk, certainly should be given the opportunity to save 
and invest and, as you pointed out, allow America to continue to 
provide leadership in the world commerce, and therefore create bet- 
ter jobs for more people, and they too should aspire to be able to 
save more of what they earn and there should be a constant source 
of people not trying to take advantage of the earnings of someone 
else, but to strive to reach that level where they too can earn. 

In the previous question, I was trying to find out from the econo- 
mists just what responsibility would a government have, not only 
to provide for less consumption, more savings and more investment 
in plant and machinery, but how do we invest in labor in order to 
maJce certain that we are prepared to accept the responsibilities of 
providing people for these new high-paying jobs? 

Clearly, all of us would agree that pumping money into a prison 
system and an emergency ward system and an aid system and ad- 
diction system and a police system is not the way to go. And 
whether or not the Federal Government should be involved in edu- 
cation and training, that is outside of it. 

But you. Dr. Walker, to make certain that we don’t have this 
envy in terms of income, at what level of government, if govern- 
ment should be involved at all, should we depend on the invest- 
ment in the training of individuals with the same degree of concern 
as we should for the concern in saving? 

Mr. Walker. Well, it is good to exchange views with you again. 
Congressman Rangel. It seems to me that what we are talking 
about here is one of the beauties of our capitalistic system, of the 
way our economy works. 

I was surprised when Mr. English told me some time back what 
a terrific amount of export and manufacturing activity he has in 
his particular district. If you create, in my jud^ent, the proper 
rules of the game for the system to work, which we do not have 
particularly in the tax system, it is the worst part of it, at all, busi- 
ness itself will step in and see that the people who work for them 
get the proper training, provided we attack this fundamental ques- 
tion of the inadequacy of our secondary educational system and the 
transition from high school into productive work. 

Mr. Rangel. How do we deal with that. Dr. Walker? 

Mr. Walker. I think the basic approach is at the State level. Mr. 
Archer may have heard this, I have heard it from friends in Texas, 
my home State, that Texas corporations have despaired at hiring 
Texas high school graduates, some of whom can’t even read their 
diplomas. And I have friends in Texas that I could name that are 
eagerly awaiting the chance with the new administration in Texas 
to attack the K through 12 problem in the educational system. 

Mr. Rangel. Texas traditionally has not really been a major in- 
vestor in education. Over the years when I was sitting next to Jake 
Pickle, we have noticed the tables of investment, and taxes, for 
whatever reason, the reason 

Mr. Walker. I don’t think Texas, though, is churning out any 
more students than other parts in the country that are spending 
a lot more money on education. 

Mr. Rangel. No, I didn’t mean it in that way. What I meant was 
that if you and I want to achieve the highest potential of talents 
with our employers in terms of national interests, whether it is 
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Texas or New York, and certainly amount of money doesn’t guide 
as to who has the best system available to them, but do you really 
want to turn over whether or not our country is producing a suffi- 
cient quality employee to the private sector, that we should leave 
that to the States? 

Mr. Walker. Not a question of leaving that to the States. There 
may be ways to give them incentives to do more. But I know that 
Texas businessmen and corporate leaders can’t wait to get to the 
reform issue in Texas. And I think this is true of other States also. 

Now, look at the other side. When did we establish the Depart- 
ment of Education? I don’t remember, but it has been around a 
long, a very long period of time. And Federal activity has grown 
and what has happened to the quality of our high school grad- 
uates? You give business good high school graduates that can read, 
write and have good work habits, they will turn them into the peo- 
ple or help turn them into the people to occupy these better, more 
challenging, high-paying jobs, at least in my opinion. 

Mr. Rangel. Thank you, Doctor. 

Chairman Archer. Well, this is a very illuminating discussion. 

Mr. Rangel. My time passes by. I just wanted to point out that 
while you don’t always agree, you are beginning to sound more like 
me, at least in terms of your voice. 

Mr. Walker. I am a little under the weather. 

Chairman Archer. Very interesting discussion about an issue 
that is not before the Committee today, but the gentleman’s time 
has expired, and Mr. Christensen may inquire. 

Mr. Christensen. Thank you, Mr. Chairman. 

Dr. Walker, I really appreciate your testimony. You — no offense 
to my friends from the academic world, but you really seem to have 
your head screwed on straight with a Ph.D. And I appreciate your 
perspective. 

Mr. Walker. Thank you, I appreciate your remark. 

Mr. Christensen. And I know that Dr. Kotlikoff and Dr. 
Jorgenson have given a lot of thought to this, so I want to get their 
ideas on a couple questions. The first one would be, Dr. Kotlikoff, 
you have — and am I pronouncing that name correct? 

Mr. Kotlikoff. Very good. Better than me. 

Mr. Christensen. Can you tell me more about this electronic 
consumption tax? It is the first I have read about it and I see you 
have a little bit about it in your written testimony. Could you walk 
that through with us and how that would work? 

Mr. Kotlikoff. OK. It is an idea I just came up with. It is not 
that I am advocating electronic consumption tax over the other pro- 
posals. I think each has pluses and minuses, but anyway the elec- 
tronic consumption tax would work like this. 

Everyone would have a card, and when you go to the store to buy 
something, whether you are buying it with cash or a credit card or 
ATM card, you take your ECT card and just run it through the 
card reader. And that would send to your bank the information 
about how much you spent on consumption. At the end of the 
month, the bank would tally up your total purchases, your total ex- 
penditure on consumption, and send that information to the IRS. 
It wouldn’t send the information about the composition of your pur- 
chases, just the total. 
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Then the IRS would withhold taxes and it could do it on progres- 
sive rates or proportional rates, depending on what ConCTess chose 
to legislate. So it is a way of having a retail sales tax, while having 
progressive tax rates. 

Mr. Christensen. In your idea of the ECT card, would this be 
mainly a tracking system for the tax or would this also be a mode 
of payment for your goods and services then? 

Mr. Kotlikoff. Well, you pay — this would track your tax liabil- 
ity, and then the government could electronically withhold the tax 
payment from your, for example, from your wages or from your 
checking account. So potentially we could set this tax up in such 
a way that absolutely no tax forms need being filed. That beats a 
postcard. 

This is one way to have a progressive consumption tax where the 
actual tax is a little bit more transparent to the individual tax- 
payer. Because every time he buys a good or service, he’ll have to 
run his card through the card reader. 

Mr. Christensen. I would like to get your opinion and Dr. 
Jorgenson’s opinion on the flat tax proposal and whether or not in 
your opinion it would be an advantage to go with a — if we were to 
go with a flat tax, whether it would oe a pure flat tax or whether 
it would be a modified flat tax with, say, the two exemptions that 
I continue to hear discussed are the mortgage interest deduction 
and the charitable deduction. 

I know that there is going to be a lot of discussion on this and 
a lot of debate, but in your own personal opinion, where do you 
think we would go if we were to follow the flat tax philosophy? 

Mr. Jorgenson. Well, I think of the flat tax philosophy which 
would be applied without any modification would involve the fol- 
lowing guiding principle. Everybody who had a home would have 
a schedule C, and would treat ownership of a home as a business, 
for which there would be some kind of rental liability. 

None of the flat tax proposals that I have seen, the Armey pro- 
posal or the Hall-Rabushka proposal, involve anything like that. In 
fact, owner-occupied housing is carefully excluded from the defini- 
tion of investment in both of those proposals. So I think that that 
would be one way to treat the housing, would be to simply leave 
it out of the tax system and leave out capital gains. And that is 
the flat tax in the Hall-Rabushka variety. 

Another approach which is represented in the U.S.A. tax ap- 
proach of Senators Nunn and Domenici, involves preserving the 
current system of having a system of mortgage tax deductions and 
tax deductions for State and local interest. That has very important 
advantages, because that would I think put the treatment of in- 
vestment in housing pretty much on par with business assets, if 
the rest of the taxation of investment was treated on the basis of 
a flat tax or consumption tax approach. 

So I think either of those approaches are compatible with the 
basic flat tax. And I certainly would not advocate the extreme form 
of everybody has a schedule C and treats their home ownership 
like a business, which would be a perhaps principled version of a 
flat tax proposal with a consumption tax base. 

Mr. Christensen. Dr. Kotlikoff. 
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Mr. Kotlikoff. Well, I agree with Professor Jorgenson. I think 
that we have been oversubsidizing housing, and too much of our 
capital stock through time, our precious capital stock, has gone into 
housing relative to plant and equipment, which will raise the pro- 
ductivity of workers and ultimately their real wages. 

So I think that if we do adopt a flat tax, that we should do it 
without special provisions for housing other than deductibility of 
mortgage interest. I think the Hall-R^bushka proposal deals with 
housing in a reasonable manner, and the beauty of a flat tax or a 
retail sales tax is keeping it simple, keeping it pure. Once you start 
opening the door, you are going to have all kinds of claims to ex- 
emptions and deductions and you will get back through time where 
you started. 

In the case of the sales tax, if you start exempting certain kinds 
of commodities, you will through time end up with a very com- 
plicated system, one in which there is great disincentive to pur- 
chase certain kinds of goods versus others and a lot of economic 
distortion. Really, the beauty of these ideas is that they are very 
simple and pure. They should be kept in that form. 

Mr. Christensen. Thank you. And I tend to agree, I appreciate 
your comments. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. P^ne may inquire. 

Mr. Payne of Virginia. Thank you very much, Mr. Chairman. 

I must say I agree with much of what you said, but I think we 
have here a responsibility to look more broadly than just at the 
Tax Code, at the implications of home mortgage interest deductions 
or charitable deductions or many of these elements of the Tax 
Code, because there will be some very broad ramifications of what 
some actions might do and some unintended consequences. Cer- 
tainly we need to look at those as well. 

I just had one question. It had do with the 1986 tax act, and. Dr. 
Jorgenson, you talked about it in your testimony. I was struck this 
morning when Mr. Dakin from Mobil Oil was here, he mentioned 
that since 1986 the amount of resources required for him to com- 
plete all the documents that he needs to complete for Mobil Oil, 
has increased by about 34 percent. 

The year 1986 then was an attempt to, among other things, sim- 
plify the Tax Code. And if this is any indication of the simplifica- 
tion that occurred as a result of 1986, it must be that from a public 
policy point of view, we missed the mark at least on that account. 

Would you comment on that and what is it that we might learn 
from that experience as we begin to look once again at reforming 
the Tax Code? 

Mr. Jorgenson. Well, I think that the key decision that was 
made at the bemnning of the debate in 1986, almost before the 
matter came before this Committee, was to stick with the income 
tax and not consider seriously the possibility of shifting to a com- 
pletely new system, as has been proposed by advocates of a con- 
sumption tax. 

I think that that is the starting point for the kind of 
complexification of the Tax Code, as opposed to simplification, that 
actually took place in 1986. As people begin to think about trying 
to reform the income taxation, they begin to think about things like 
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being sure that everybody paid some tax. That led to the alter- 
native minimum tax, which accounts for a very large part of this 
increased administrative burden that you heard about at the open- 
ing testimony this morning. 

So it seems to me that Chairman Archer has pointed this out on 
many different occasions, including this morning, that starting 
with a totally new system, based on a consumption tax or consump- 
tion tax base as opposed to an income tax base, offers the only hope 
it seems to me for simplification. 

What we found out in 1986 was that as a result of sticking with 
the old income tax system, we ended up with a system that was 
much more complex, although I think from the economic point of 
view, it certainly had some sizable benefits. If we had shifted to a 
consumption tax at that time, I think those benefits would have 
been doubled. 

Mr. Payne of Virginia. Are you suggesting then that if we do 
look at a flat tax there is no way that it would be a simpler system 
than the system we have in place, that there is no reform of the 
present income tax system that would result in a simpler system. 

Mr. Jorgenson. Yes. The reason is that income is an idea that 
is much more difficult to define in economic or legal terms than 
consumption. Consumption is something which is relatively unam- 
biguous in both economic and legal definitions. That being the case, 
a consumption tax lends itself to simplification. 

A good example are the comsumption-based taxes that are actu- 
ally used in Europe, the so-called value-added taxes, tax systems 
that involve very complicated administrative systems, with a sys- 
tem of credit for previous tax paid, but from the economic point of 
view and from the legal point of view, we have to think in terms 
of legal implementation of these systems. 

It is clear that the definition of consumption is something that 
is intrinsically a good deal simpler than the idea of income, which 
compares income from labor, income from different forms of capital, 
different forms of capital income, from equities, from self- 
employments, from debt; these involve legal complexities that can 
be done away with by a shift to a consumption-based tax. 

Mr. Payne. Thank you very much. 

Chairman Archer. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

I want to ask Dr. Walker a question, because your presentation 
on savings was very interesting to me. During the debate that 
many of us were involved in during the first few months of this 
congressional session when we proposed a tax relief bill, there were 
many on the other side who explained that providing tax cuts to 
people or companies was simply going to add to the deficit and cre- 
ate problems for us. 

I would like to take advantage of your expertise in the area of 
capital gains to ask you to explain how the capital gains rate cut 
contributes to our much healthier degree of savings and investment 
here in the country. 

Mr. Walker. Well, I would approach that by first taking a look 
at the assistance a cut on capital gains taxes provides to the entre- 
preneur, which is a CTeat part of the vigor of our capitalistic sys- 
tem. A young man who invents a better mousetrap and it is a good 
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one and tries to raise the money and needs to market it, produce 
it and needs to hire some $300,000-a-year engineers from GE and 
others, and he doesn’t have the money but he can promise them 
stock or stock options. The lower the capital gains tax, the much 
easier it is for him to do that because they will get a higher rate 
of return. 

Second, if a lower capital gains tax happened tomorrow, all cap- 
italized assets would rise in value, stocks, anything that is sub- 
jected to a capital gain. That in turn mves you more vigor in your 
economy through what economists c^l the wealth effect, and so 
forth. Tnese are commonly recognized. 

What is not sufficiently recognized even by corporate CEOs 
themselves — chief financial officers, frequently, yes; chief executive 
officers, I have been very surprised and somewhat disappointed. 
What is important, and I have served on several boards, in an in- 
vestment decision is whether the internal rate of return which you 
have all these young MBAs figuring out covers your cost of capital. 

Several factors go into that cost of capital. Lower capital gains 
rates will give you a lower cost of capital. People buy stock for one 
reason. They want a return and they can get that as a dividend 
or as appreciation of the value of stock. I don’t buy for dividends. 
I don’t want any more current income in that sense. I buy for ap- 
preciation. 

Now, if Uncle Sam lays a 100 percent capital gains tax on that, 
I am not interested. Fifty percent at least I have more interest. 
Twenty-five percent I have more interest, and 19.8 percent, I have 
a dickens of a lot more interest. So it is easier for us directors in 
corporations that are making investment decisions to retain the 
earnings and save the stockholders who don’t want dividends — no, 
we retain the earnings because of their capital gains and the good 
return. This lowers their capital costs actually and increases busi- 
ness investment. 

On the saving side, that is just a part of the overall picture of 
how much of an impact of saving you get from reducing taxes on 
savings because that is what capital gains are. 

Ms. Dunn. Thank you. 

Chairman Archer. Do any other Members wish to inquire? 

Gentlemen, thank you very much. I appreciate your testimony. 

The Chair invites our next panel to come to the witness table: 
Jennie Stathis, Arthur Hall, Charles Adams, James Payne and 
David Raboy. 

We would like you to keep your oral testimony to 5 minutes and 
you m^ submit for the record more extensive testimony in writing. 

Ms. Stathis, with the GAO, would you proceed, please? 

STATEMENT OF JENNIE S. STATHIS, DIRECTOR, TAX POLICY 

AND ADMINISTRATION ISSUES, GENERAL GOVERNMENT 

DIVISION, U.S. GENERAL ACCOUNTING OFFICE 

Ms. Stathis. Yes, sir. Thank you, Mr. Chairman and Members 
of the Committee. I am pleased to be here today to participate in 
your hearing. 

I was invited to talk about the tax gap, and that is in fact one 
of the problems with the current income tax system. One of the 
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challenges that IRS has is to reduce the amount of income taxes 
that are owed but not paid. 

IRS* current estimate is that the tax gap amounts to more than 
$100 billion annually. While these types of estimates are nec- 
essarily imprecise, they do give you some ballpark ideas of the 
challenge. 

To summarize, I would like to ask Committee Members to turn 
to page 6 of my statement where I have attached a table which 
shows the components of IRS* tax gap estimates. You will see there 
that 74 percent is attributed to individual taxpayers and only about 
a fourth to corporations. 

You will also see that unreported income is considered to be by 
far the largest problem, overstated deductions accounting for a 
small percentage. One piece of information that might be of inter- 
est to you in considering changes, is that only about 30 percent of 
individual taxpayers now itemize; so it is not surprising that de- 
ductions make up such a small percentage of this gap. 

If you turn to the next page, you will see a further breakdown 
by type of income for individual taxpayers and what IRS calls vol- 
untary reporting rates. In wages and salaries, there is a reporting 
rate of 97 percent. Where you have interest and dividends which 
are largely subject to information reporting, the compliance rate 
drops to 90 and 87 percent. But if you will look down the page, you 
will get to sole proprietors where there is largely not withholding 
or information reporting, and the reporting rate is 36 percent. A 
subcomponent of that is the informal suppliers. They are estimated 
to report only 11 percent of their income. 

Also missing from these estimates is the illegal economy. IRS 
does not make estimates for the income tax gap from illegal activi- 
ties anymore, believing that both the data and the methodology are 
lacking with which to do that. 

I have also included in the statement beginning on page 3 some 
of the factors that we believe are important in influencing the level 
of compliance in any system that you decide to embark upon. The 
first is that the simpler the rules, the better. The second is that 
collecting from fewer sources is easier. The third is that more visi- 
ble tax information promotes higher compliance. The fourth is that 
good information is critical to identifying any compliance problems 
that you have. The tax administrator needs to be on top of that. 

Fifth is that you then use that information to focus whatever 
compliance efforts you might have where they will do the most 
good. And sixth is dealing with problems quickly. Those are factors 
that seem to permeate all types of noncompliance that IRS has 
thus far identified with the income tax. 

In closing, let me just say that promoting or encouraging uniform 
compliance with whatever system we have is important. I know 
there was some discussion this morning about equity and one 
subcomponent of equity is trying to ensure that everyone complies 
to a similar extent. That is why compliance levels are going to be 
important in whatever system you decide to embark upon. 

With that, I will conclude my summary. 

[The prepared statement and attachments follow:] 
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TAXPAYER COMPLIANCE 


STATEMENT OF 
JENNIE S. STATHIS 

DIRECTOR, TAX POLICY AND ADMINISTRATION ISSUES 
GENERAL GOVERNMENT DIVISION 
U.S. GENERAL ACCOUNTING OFFICE 


Mr. Chairman and Members of the Committee: 

We are pleased to be Invited by the Committee to discuss the 
Income tax gap. One of the biggest challenges facing the 
Internal Revenue Service (IRS) Is finding ways to reduce the 
gross Income tax gap- -the difference between Income taxes owed 
and voluntarily paid. IRS has estimated that taxpayers do not 
voluntarily pay more than $100 billion annually In taxes due on 
Income from legal sources. While such a "tax gap" estimate la 
necessarily Imprecise, It does Indicate the size of the challenge 
confronting tax administration. 

My statement covers four points: 

IRS Information, while dated, suggests that U.S. taxpayers 
voluntarily pay 83 percent of the Income taxes they owe- -87 
percent after IRS audits and other IRS programs. Although 
this compliance level may be relatively high by world 
standards. It translates Into large sums of "tax gap" 
dollars because of the size of our economy. 

Compliance Is not uniform across groups of taxpayers. IRS 
estimates that wage earners report 97 percent of their 
wages; the self-employed report 36 percent of their Income; 
and "Informal suppliers" — self-employed Individuals who 
operate on a cash basis — report just 11 percent of theirs. 

Significantly, the IRS data show that compliance Is highest 
where there Is tax withholding, a little lower where there 
Is Information reporting to IRS, and much lower where there 
Is neither. In addition to the relative visibility of the 
Income to tax administrators, the complexity of tax rules, 
together with a number of other factors, also Influence the 
level of tax compliance. 

Some of the "tax gap" may not be collectible at an 
acceptable cost. Collection, In some Instances, could 
require either more recordkeeping or reporting than the 
public Is thought willing to accept or too costly an IRS 
effort. Thus, It Is Important that IRS measure compliance 
with the tax laws and use that Information to effectively 
focus Its resources. 

I would like to begin with a discussion of the "tax gap" 
estimates and how they are derived. 

TAX GAP ESTIMATES 

Tax gap estimates, for the moat part, begin with IRS' Taxpayer 
Compliance Measurement Program (TCMP). In this program, IRS 
audits a random sample of tax returns, examining every Item to 
Identify both under- and over- reporting. These results are then 
used to estimate compliance levels for the population as a whole. 
Other sources are used to estimate taxes not paid by large 
corporations, by those who do not file tax returns, and by those 
"Informal suppliers” who operate cash-based businesses. 

Excluded from the estimates are taxes that go uncollected from 
illegal activities such as drug dealing and prostitution. IRS 
researchers believe the data and methodology for Including such 
estimates are lacking. Also excluded are other types of taxes — 
for example, employment and excise taxes. 
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IRS last estimated the gross tax gap In 1988/ for tax years 1973 
through 1992. (See table I.l.) The estimates relied on earlier 
TCMP results, the latest covering tax year 1982. Later TCMP 
results for tax years 1985 and 1988 (for individuals) and 1987 
(for small corporations) have not yet been reflected in tax gap 
estimates . After making some adjustments for tax law changes and 
shifts in types of income, IRS estimated that taxpayers have been 
paying about 83 percent of the taxes they owe. Factoring in 
estimates of economic growth, IRS derived an income tax gap of as 
much as $127 billion for tax year 1992. Thus, regardless of the 
adequacy of IRS enforcement programs, the tax gap could continue 
to grow in current dollars because of economic growth and changes 
in tax law that could have the unintended effect of Increasing 
opportunities for noncompliance. 

By IRS' estimates, its enforcement programs have, on average, 
recovered about 4 percent of total income taxes due in any 
particular tax year. Thus, overall compliance has tended to 
reach about 87 percent after IRS audits and other IRS programs. 
But, because of the time consumed by IRS' activities and 
subsequent appeals and litigation, it may take a number of years 
to reach the 87-percent compliance level. 

COMPONENTS OF THE TAX GAP 

Tax administrators from other countries have told us that IRS' 
data suggest a relatively high level of tax compliance in the 
United States compared to other countries. Yet, within this 
overall average level of compliance, are a range of estimates by 
type of taxpayer or income. 

As shown in table 1.2, IRS attributes about three-fourths of the 
tax gap to individuals and one-fourth to corporations. The 
individual tax gap is due primarily to individuals not fully 
reporting their income (about $73 billion of the $94 billion 
estimate) . In comparison, smaller estimates were attributed to 
individuals overstating their deductions ($8 billion) or not 
making full payment with their returns ($11 billion). The tax 
gap estimate for corporations is divided between large 
corporations ($24 billion) and small corporations ($7 billion). 

Within these overall tax gap measures, however, compliance across 
groups of individual taxpayers is not uniform. (See table 1.3.) 

Wage earners whose salaries are subject to tax withholding 
(the most visible form of income to IRS) are estimated to 
report 97 percent of their wages. 

Those with interest and dividends are estimated to report 90 
percent of their Interest income and 87 percent of 
dividends--income that for the most part is subject to tax 
information reporting but not to tax-withholding. 

In contrast, IRS estimates that the self-employed report 
about 36 percent of their income — income that is neither 
subject to withholding nor necessarily covered by 
information reporting. 

And finally, among the self-employed who operate informally 
and thus are even less likely to have income reported to IRS 
on information returns, compliance is estimated to be about 
1 1 percent . 

Similarly, variations in compliance patterns exist in the 
corporate sector. Small corporations, whose compliance level 
dropped to 61 percent in IRS' tax year 1987 TCMP, tend to mirror 
the compliance patterns of sole proprietors. Underreported 
income is the biggest compliance problem and sufficient 
documentation is often a problem. Large corporations, in 
contrast, tend to have issues associated with the ambiguity and 
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complexity of the tax code. Upon audit, IRS auditors and 
corporations sometimes Interpret tax provisions differently, 
leading to contested Issues. For example, IRS has ultimately 
collected about 22 cents for each $1 of proposed audit 
assessments of the nation's 1,700 largest corporations. 

Analyzing such tax gap patterns suggests a number of factors 
which Influence the size of the tax gap. 

SYSTEMIC FACTORS THAT INFLUENCE TAX COMPLIANCE 

Tax administrators around the globe work to promote compliance 
with whatever tax regime is In place. Some common factors 
influence their success level. 

First: The simpler the rules, the better. This reflects the 
basic principle that the simpler the tax code and the more 
certain the results In applying It, the fewer the opportunities 
for disagreement over the "fine points" of the law. However, 
very few would argue that the existing U.S. tax system Is either 
simple or certain. For example, some paragraphs In the Internal 
Revenue Code have generated as much as 250 pages of implementing 
regulations . 

Second: Collecting from fewer sources is easier. Tax 
withholding allows the tax collector to focus cn the relatively 
small number of employers, rather than all employees. Congress 
also followed this reasoning in changing the collection point for 
diesel fuel taxes to the smaller number of businesses earlier In 
the production s^haln. Subsequent to this and other changes In 
the taxation scheme for diesel fuel, collections have risen 
significantly. 

Third: More visible tax information promotes higher compliance. 
Tax-withholding and information reporting are two means of making 
Income and some deductions visible to both the taxpayer and the 
tax administrator, which results in compliance rates that are 
significantly higher. Good records and other types of paper 
trails also lead to better results when the tax administrator 
audits a return or takes some other enforcement action. Other 
countries have transaction information from administering value- 
added taxes--lnformatlon not readily available to IRS. 

Fourth: Good information Is critical to identifying compliance 
problems. This factor recognizes the Importance of 
systematically estimating the extent of noncompliance and 
variations in taxpayer behavior. In this way, the tax 
administrator can identify areas warranting attention, tax 
returns to audit, and the results of any efforts to improve 
compliance. 

Fifth: Focus compliance efforts where they will do the most 
good. Having information on the most significant compliance 
problems allows IRS to tailor its efforts accordingly. At 
present, the largest component of the income tax gap is 
attributable to individuals not fully reporting their income — an 
estimate that has led IRS to train its auditors to better detect 
such situations. 

Sixth: Deal with problems quickly. Another potential byproduct 
of assessing problem areas is the ability to deal with them 
quicker. IRS has found that the longer it takes to reach a 
taxpayer, the less likely it will achieve a favorable outcome. 

THE r.HATJ.EWGE FOR IRS 

When some taxpayers do not pay all the taxes they owe, the burden 
of funding government programs shifts to taxpayers who do comply. 
Thus, maintaining high levels of compliance is important for 
equity reasons. Yet, it would not be realistic to assume that 
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all of the tax gap revenues can be recovered. To do so would 
mean imposing burdens and costs that our society is unlikely to 
accept. While we do not know how much recovery is realistic, 

IRS' current plans are to improve compliance from the estimated 
87-percent level to 90 percent by the year 2001. 

One method by which IRS hopes to achieve such results is by 
increasing its compliance presence. And there is room for 
growth. Over the last 30 years, the rates at which IRS has 
audited income tax returns have declined over 75 percent. And, 
while alternative mechanisms such as document matching reach 
certain types of income, IRS has no such substitute for more 
complex issues. 

This year IRS will also undertake another TCMP. This TCMP will 
be larger than earlier ones because it will cover four types of 
taxpayers. The most recent TCMP for individual taxpayers was tax 
year 1988, for small corporations tax year 1987, for partnerships 
tax year 1981, and for S corporations tax year 1984. The TCMP is 
very important because it is IRS' only tool for measuring 
compliance levels and developing formulas for objectively 
selecting returns to audit. The time and documentation 
requirements may be of concern to taxpayers selected for a TCMP 
audit. But TCMP audits will actually reduce the overall long- 
term burden^ on taxpayers to the extent that they reduce the 
number of compliant taxpayers selected for other IRS audits. 


In concluding my testimony this morning, I would like to 
reiterate how important it is for IRS (or other tax 
administrators) to invest agency resources to measure 
noncompliance and use that information to balance efforts among 
the competing goals of (1) maximi 2 ing tax revenues, (2) promoting 
uniform compliance, and (3) minimizing taxpayer burden. I would 
welcome any questions you or Members of the Committee may have. 


^GAO'B prior testimony Tax System Burden; Tax Compl iance Burden 

Faced by Business Taxpayers (GAO/T-GGD-95-42, Dec. 9, 1994) 
discusses the difficulties of measuring tax system burden. An 
extract of that testimony is shown at Appendix II. 
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APPENDIX I APPENDIX I 

SELECTIVE TAX GAP SUMMARY STATISTICS 

Table I.l: Range of Estimates of the Gross Legal-Sector Income Tax Gap and Voluntary 
Compliance Rates for Selected Tax Years 1973-1992 


Tax 

year 

Gross inceme tu gsp' 

($ billions) 

Voluniaiy compliance lale^ 

(percent) 

Total 

Individual 
income tax 

Corporate 
incenne tax 

Total 

Individual 
income tax 

Coiponite 
income tax 






B 

B 


my 

my 

y^y 


80.3 

mm 


ISi 



B 

^99 



yjy 

^^y 


80.6 . 



69.0 



■1 




^^y 

^^y 

^^y 

80.4 



70.5 

H3 


B 


HfflH 

1331 


yyy 

lyy 

80.8 





Qy 

9.6 


81.6 


^^y 

^^y 

^^y 

80.6 





m 


IWl! 

81.0 

79.5 

^^y 

^^y 


81.1 


BS 






84.0 

82.0 

MB 

y^y 

88.1 

81.2 








84.6 

82.7 



88.1 

81.1 


‘The higher IRS estimates of the tax gap in the right hand columns are based on the amounts 
of additional tax recommended by IRS examiners, and the lower estimates of the gap in the 
left hand columns are based on the amounts of tax ultimately assessed after ail appeals and 
litigation. Since IRS examiners cannot detect all tax deficiencies, IRS believes the actual tax 
gap lies between these two sets of estimates. 

^The voluntary compliance rate is what taxpayers voluntarily pay as a percentage of their total 
tax liability- See note I for an explanation of the range of rates. 

Source: Income Tax Compliance Research: Net Tax Gap and Remittance Gao Estimates. 

IRS Publication 1415 (4-90). 
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APPENDIX I APPENDIX I 

Table 1.2: Gross Tax Gap Estimates for Tax Years 1992 
(Dollars in millions) 


Source of tax gap 

Tax gap 
amount 

Tax gap 
distribution 
(percent) 

Individual tax gap 

$93,994 

73.9% 

Unreported income 

72,991 

57.4 

Sole proprietors 

33,683 

26.5 

All other income 

39,308 

30.9 

Overstated deductions* 

8,081 

6.4 

Individual remittance gap 

11,400 

9.0 

Math errors 

1,521 

1.2 

Corporate tax gap 

33,135 

26.1 

Small corporations 

6,999 

5.5 

Large corporations 

23,716 

18.7 

Other*’ 

420 

.3 

Corporate remittance gap 

2,000 

1.6 

Total tax gap*" 

$127,129 

100.0% 


“Includes subtractions for erroneous deductions, exemptions, credits, and other adjustments. 

’’Includes unreported income and overstated deductions for exempt organizations’ unrelated 
business income and for fiduciaries. 

' Totals may not add due to rounding. 

Sources: Income Tax Compliance Research, IRS Publication 1415 (7-88); and Income Tax 
Compliance Research: Net Tax Gap and Remittance Gap Estimates. IRS Publication 1415 (4- 
90). 
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APPENDIX 1 APPENDDC I 

Table 1.3: 1992 Individual Reporting Rates and Gross Tax Gao Estimates bv Souree 
(Dollars in millions) 



Volimlary Reporting 

1992 tax gap amount 

Dcscriptioa 

Rate^ 


Wages and salaries 

96.6% 

$3,667 

Interest 

90.1 

2.680 

Dividoids 

87.3 

2,125 

State tax lefmd 

87.6 

193 

Alimony 

63.2 

279 

Capital gains 

83.0 

10.232 

IRS Foim 4797 

38.2 

1.180 

Pensions and amoriies 

84.6 

2,809 

TaxaUe uncmploynMat 

81.8 

339 

Fann inoome 

-• 

6,773 

Partnership income 

67.3 

2,371 

Small business corporation 

57.0 

750 

Estates and trusts 

95.1 

193 

Rents and royalties 

80.7 

2.467 

Nanfaim sole proprietors: 

36.0 

33,683 

Informal Biip|dieri 

11.4 

10,410 

Other stde proprietors 

44.3 

23,273 

Other inoome 

39.3 

3,003 

Taxable Social Securily 

83.2 

43 

Adjustments to inoome 

10&3 

694 

Deductions 

104.4 

3.889 

Exemptions 

104.1 

2,224 

Credits 

113.0 

1,274 

Math errors 

-- 

1,521 

Nomeminance 


11,400 

Total indivtdiul tra gap* 


$93,994 


Totals not add doe to rouoding. 

The voluntaiy repoiting rale is wfaal taxpayen vdimtaiify icpoft on iheir tax leduns as a peromtage of whal they sboold have lepocted. 
"Not compotaUe, negative income leported. 

^ot applicable. 

*Voluniary complianoe rate as computed by IRS is 83.1 pereml (see labk LI). 

Scarce: Income Tax Compliance Rescaidi. IRS PnblicsSian 141S (7-88). 
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APPENDIX II 


APPENDIX II 


RELIABLE ESTIMATE OF OVERALL 
COMPLIANCE COSTS DIFFICULT TO DEVELOP 

EXTRACT FROM DECEMBER 9 , 1994 STATEMENT OF 
LYNDA D. WILLIS 

ASSOCIATE DIRECTOR, TAX POLICY AND ADMINISTRATION ISSUES 
GENERAL GOVERNMENT DIVISION 
U.S. GENERAL ACCOUNTING OFFICE 


"As business taxpayers strive to comply with federal, state, and 
local tax requirements, they expend time, incur costs, and 
experience frustrations. GAO refers to this time, cost, and 
frustration as taxpayer compliance burden . . . 

"GAO collected information on compliance burden from the 
management and tax staffs of selected businesses, tax 
accountants, tax lawyers, representatives of tax associations, 
and officials of the Internal Revenue Service. In addition, GAO 
reviewed academic research and other studies on compliance burden 
and tax simplification . . . 

". . . [With respect] to the overall cost to businesses of 
complying with the tax code, we did not identify a readily 
available, reliable estimate of such costs. While there was a 
general consensus that compliance is burdensome and some 
businesses offered anecdotal examples of their costs, our 
discussions with businesses and review of available studies 
indicate that developing a reliable estimate would require that 
several practical and severe problems be overcome. These 
problems include working with a broad spectrum of businesses to 
accurately separate tax costs from other costs and obtaining 
accurate and consistent responses from businesses on tax burden 
questions. This would be an expensive and burdensome process in 
itself. 

"In our interviews with business officials and tax experts, we 
found that business tax compliance strategies usually were not 
done in isolation from other business operations; few of their 
activities were done solely or even primarily for tax reasons. 
More often, tax considerations affected the timing or structure 
of a business action not whether the action would occur. For 
example, a business in acquiring equipment would consider tax 
implications in terms of whether to buy or lease the equipment. 

"Few of the businesses we spoke with could readily separate tax 
compliance costs from other costs of doing business. The 
integration of the tax compliance activities with other business 
activities makes it difficult and time-consuming to collect the 
information necessary from businesses to generate reliable cost 
estimates. For example, businesses said it would be difficult to 
take payroll expenditures and isolate those associated with tax 
compliance. 

"Further, business respondents said that they do not routinely 
need, thus it does not make sense for them to collect, 
information on compliance costs. And, to separate tax compliance 
costs from other costs of doing business would be burdensome and 
of questionable usefulness to them. 

"A few business officials provided estimates of some compliance 
costs, such as legal fees, payroll management fees, and tax 
software expenditures, but expressed limited confidence in their 
ability to provide accurate, comprehensive coat data. In 
addition, those few businesses that said they could isolate some 
of their tax compliance costs indicated that even in their cases. 
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APPENDIX II APPENDIX II 

It would be difficult to separate federal compliance costs from 
state and local compliance costs. 

"We reviewed seven studies Issued since 1980 that provide some 
estimate of compliance cost associated with the federal and some 
state tax systems. [We reviewed only those studies that produced 
original-source estimates and excluded those that made 
projections from these original studies.] None of these studies 
attempted to provide an overall compliance cost estimate. 

Rather, they focused on specific taxpayer populations, such as 
large corporations, or a limited range of compliance activities, 
such as record-keeping and filing tax returns. Because of the 
limited scope. It would not be appropriate to use the estimates 
from these studies as the basis for estimating the compliance 
costs for other taxpayer groups, or for different time periods. 

"These studies were also subject to the general difficulties 
inherent In data collection and analysis that limit efforts to 
obtain reliable cost data. Most used a questionnaire survey 
approach, sometimes along with group Interviews and diary-usage 
record-keeping, and each has significant limitations. Each of 
these techniques requires taxpayers to respond accurately, 
completely, and consistently to compliance burden questions that 
may be difficult to Interpret. The difficulties faced by 
businesses In answering these types of questions may In part be 
reflected In the low — less than 50 percent — response rate these 
studies achieved. The low response rate also affects the 
reliability of the estimates generated by the studies we 
reviewed. " 
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APPENDIX III 


RECENT RELATED GAO PRODUCTS 


Tax Gap; Many Actions Taken. But a Cohesive Compliance Strategy 
Needed (GAO/GGD-94-123, May 11, 1994). 

Reduclni j i the Tax Gao; Results of a GAO-Sponsored Symposium 
(GAO/GGD-95-157, June 2, 1995). 

Tax Compliance; Status of the Tax Year 1994 Compliance 
Measurement Program (GAO/GGD-95-39, Dec. 30, 1994). 

International Taxation; Transfer Pricing and Information on 
Nonpayment of Tax {GAO/GGD-95-101, April 13, 1995) . 

International Taxation; Problems Persist In Determining Tax 
Effects of Intercompany Prices (GAO/GGD-92-89 , June 15, 1992). 

Tax Administration; Estimates of the Tax Gap for Service 
Providers (GAO/GGD-95-59, Dec. 28, 1994). 

Tax Administration! IRS Can Better Pursue Noncomollant Sole 
Proprietors (GAO/GGD-94-175, Aug. 2, 1994). 

Tax Administration! Approaches for Improving Independent 
Contractor Compliance (GAO/GGD-92-108, July 23, 1992). 

Tax Administration; Compliance Measures and Audits of Large 
Corporations Need Improvement (GAO/GGD-94-70, Sep. 1, 1994). 

Tax System Burden; Tax Compliance Burden Faced bv Business 
Taxpayers (GAO/T-GGD-95-42, Dec. 9, 1994). 


(268697) 
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Chairman Archer. Thank you. 

Dr. Hall. 

STATEMENT OF ARTHUR R HALL H, PHJ)^ SENIOR 
ECONOMIST, TAX FOUNDATION 

Mr. Hall. Thank you, Mr. Chairman. It is a privilege for me to 
represent the Tax Foundation at these important hearings. 

The Tax Foundation has estimated that complying with the en- 
tire Federal tax system costs Americans approximately $200 billion 
annually. The rules and regulations for the Federal income tax 
alone accounts for about $140 billion of this cost. Approximately 
two-thirds of the cost is borne by the business sector. 

The cost of compliance, which adds nothing to national output, 
is tantamount to a tax surcharge on all taxpayers. One way to com- 
prehend the magnitude — and economic waste — of the $140 billion 
tax surcharge is to imagine putting every vehicle sold by General 
Motors in 1994 onto ships and dumping them in the ocean. 

If Congress were to replace the current Federal income tax with 
any one of the three predominant alternatives being discussed, 
whether it is Representative Armey’s flat tax, the U.S.A. tax as 
sponsored by Senators Domenici and Nunn, or a national retail 
sales tax, it could dramatically reduce America’s tax-related burden 
without necessarily sacrificing a dime of Federal tax revenue. 

Using methods that underlie IRS estimates about paperwork 
burdens and assuming a reasonable transition period for each al- 
ternative plan, the Tax Foundation has estimated how much each 
plan could reduce the current system’s $140 billion tax surcharge. 

Representative Armey’s flat tax could reduce the surcharge by 94 
percent to $8.4 billion assuming that the current convention of an- 
nual tax filing is retained. However, if he achieves his stated goal 
of eliminating individual income tax withholding and moving to 
monthly tax payments, the flat tax would reduce the surcharge by 
72 percent to $39 billion. 

The U.S.A. tax system could reduce the surcharge by 81 percent 
to $27 billion. A national retail sales tax could reduce the sur- 
charge by 92 percent to $11.2 billion, assuming that the sales tax 
plan also included a per person rebate scheme to create a progres- 
sive tax system. If no rebate scheme were part of the retail sales 
tax, it could reduce the surcharge by an estimated 96.5 percent, to 
$4.9 billion. But the entire burden of that sum would fall on retail 
businesses. 

In considering these estimates, please be mindful that they are 
based on pure versions of the alternative tax systems. It is reason- 
able to assume that the effect of molding any of the alternatives 
into a functioning Tax Code could increase their complexity and 
therefore their associated compliance costs. 

The cost of complying with a tax system is directly related to the 
complexity of the system. In terms of complexity, it is fair to say 
that the income tax, the core of the U.S. Government’s tax system, 
ranks among the worst of the tax systems currently in operation 
around the world. 
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The give and take of politics, by continually expanding and revis- 
ing the definition of taxable income, accounts for a substantial 
measure of the complexity of the current Code. However, in the 
context of these hearings, it is important to emphasize that the in- 
come tax is inherently complex. Ironically, the term “income” itself 
accounts for the inherent complexity. Income, particularly business 
income and investment income, is tricky to define and has always 
added excess complexity to our tax system. 

I have discovered complaints about the complexity of the Federal 
income tax system that date back to 1914, the year immediately 
following adoption of the 16th amendment to the Constitution 
which authorized the tax. Indeed, the 1927 report of the Joint Com- 
mittee on Internal Revenue Taxation states that “it must be recog- 
nized that while the degree of simplification is possible, a simple 
income tax for complex business is not.” 

The complexity of systems that directly tax people and busi- 
nesses — like the current income tax, the flat tax and the U.S.A. 
tax — is almost wholly related to tax-based questions, that is, ques- 
tions or uncertainty about the timing or definition of taxable trans- 
actions. Multiple statutory tax rates alone do not generate much 
complexity. On the other hand, the complexity of indirect taxes, 
like the value-added taxes or retail sales taxes, result primarily 
from the application of multiple tax rates to differentiated prod- 
ucts. 

The inherent complexity of an income tax base which bears most 
predominantly on the income taxation of commercial activity re- 
sults from the difficulty of defining income and determining when 
to recognize income and expense for tax purposes. 

Furthermore, a properly constructed income tax, unlike the cur- 
rent Federal income tax, also must adopt the added complications 
associated with adjusting for the effect inflation has on these dif- 
ficult timing issues. The flat tax and U.S.A. tax are direct taxes 
that should immediately eliminate these timing-related complex- 
ities and therefore their attendant compliance costs. 

Both plans accomplish this objective by moving to a cash flow tax 
base rather than accrued income tax base. A cash flow tax, as it 
applies to business, simply calls for the totaling of business receipts 
and then subtracting off purchases from other businesses. There is 
no reason to sjmchronize timing of income and expenses in such a 
system. A business cash flow type tax also eliminates any need for 
the complexities associated with depreciation and depletion allow- 
ances, foreign source income rules, inventory capitalization, amorti- 
zation of intangibles and long-term contracting. 

This list of items accounts for the bulk of business compliance 
costs. For example, based on research sponsored by the Tax Foun- 
dation, the current rules pertaining to foreign source income alone 
account for 45.5 percent of the total Federal income tax compliance 
costs for the firms of the Fortune 500. In fact, adoption of either 
the flat tax or the U.S.A. tax would make obsolete almost every 
Tax Code provision commonly cited as a major source of complex- 
ity, and of course the retail sales tax fits into that as well. 
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Although the flat tax, the U.S.A. tax, or a retail sales tax are in- 
herently far less complex than even the most pure income tax sys- 
tem, misguided political tampering can ruin the integrity of any 
system. Nevertheless, any one of these plans could be a sound re- 
placement for the current income tax. They can satisfy the current 
political demand for tax revenue, they stop punishing savings and 
investment, and by offering the potential for huge reductions in the 
cost of compliance, they can eliminate hundreds of billions of dol- 
lars of pure economic waste. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Ttftlmoiiy of Artbur P. Hall, n 
Senior Economtal, Tax Foundation 
Waahincton, D.C. 

Before the Committee on Ways and Means, 

U^. House of Representatives 
on the Subject of 

Replacing the Federal Income Tax 
June 6, 1995 

The Tax Foundation estimates that complying with the entire federal tax system costs 
Americans $200 billion annually. The rules and regulations for the federal income tax alone 
account for approximately $ 140 billion of this cost. 

The cost of compliance, which adds nothing to national output, is tantamount to a tax 
surcharge on all taxpayers. One way to comprehend the magnitude — and economic waste — ■ of 
the $140 billion federal income tax surcharge is to imagine putting every vehicle sold by General 
Motors in 1994 onto ships and dumping them into the ocean. 

If Congress were to replace the current federal income tax with any one of the three pre- 
dominant alternatives currently being discussed — Representative Armey’s (R-TX) Flat Tax, the 
USA Tax System sponsored by Senators Domenici (R-NM) and Nunn (D-GA), or a national retail 
sales tax — it could dramatically reduce America’s tax-related burden without necessarily sacrific- 
ing a dime of federal tax revenue. The Tax Foundation has estimated how much each plan could 
reduce the current system’s $140 billion tax surcharge, assuming a reasonable transition period 
had ensued. 

Rep. Armey's Flat Tax could reduce the surcharge by 94 percent to $8.4 billion, assuming 
that the current convention of annual tax filing is retained. However, if Rep. Armey achieves his 
stated goal of eliminating individual income tax withholding and moving to monthly tax pay- 
ments, the Flat Tax would reduce the surcharge by 72 percent to $39 billion. The USA Tax 
System could reduce the surcharge by 81 percent to $27 billion. A national retail sales tax could 
reduce the surcharge by 92 percent to $1 1.2, assuming the sales tax plan included a per-person 
rebate scheme to create a progressive tax system. If no rebate scheme were part of the retail sales 
tax, it could reduce the surcharge by an estimated 96.S percent to $4.9 billion, but the entire 
burden of this sum would fall on retail businesses. 

These estimates are based on pure versions of the alternative tax systems. It is reasonable 
to assume that the effect of molding any of the alternative plans into a functioning tax code could 
increase the complexity, and therefore their associated compliance costs. 

FundameDtal Sources of Tax Complexity 

The cost of complying with a tax system is directly related to the complexity of the system. 
In terms of complexity, it is fair to say that an income lax — the core of the U.S. government’s tax 
system — ranks among the top of the tax systems currently in operation around the world. Ironi- 
cally, the term “income” itself accounts for the inherent complexity. Income, particularly business 
and investment income, is tricky to define, and has, therefore, always added excess complexity to 
our tax system. 

I have discovered complaints about the complexity of the federal income tax system that 
date back to 1914, the year immediately following the adoption the 16th Amendment to the Con- 
stitution which authorized the income tax. Indeed, the 1927 Report of the Joint Committee on 
Internal Revenue Taxation (Vol. 1, p. 5) states that: “It must be recognized that while a degree of 
simplification is possible, a simple income lax for complex business is not." 
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npirc 1 

Where Che Thx Code ii Most Complex (percent of total aurrtf menrtoni) 


Depreciatioo 
Altcmalive Minimum Tax 

Uniform Inventory CapiiaJizalion 
(Section 263A) 

Inlemaiional Rules 

Foreign Tax Credit 
Economic Perfomiance 
Rules (See. 461) 

Instability of Tax Code 

Lack of Book Income/ 

Tax Income Confonnity 
Controlled Foreign Corporation 
Reporting (Form 547) 
Transfer Pricing 
Expense Allocaiion Rules 

0 . 0 % 



5.0% 10.0% 15.0% 20.0% 25.0% 


Note: 315 of 365 survey respondeou answeitd this question. Many respoodenu listed more than one aspect. Only the reapoascs 
receiving at least 10 mentions were included. 

Source: Tax PoundaiioiL 


The complexity of systems that directly tax people and businesses — like the cunent 
income tax, the Flat Tax, and the USA Tax System — is almost wholly related to tax base ques- 
tions, that is, questions or uncertainty about the timing or definition of taxable transactions. Mul- 
tiple statutory tax rates alone do not generate much complexity. On the other hand, the complex- 
ity of indirect taxes — like value-added taxes or retail sales taxes — results primarily from the 
£q)plication of multiple tax rates to differentiated products. 

The inherent complexity of an income tax base, which bears most predominantly on the 
income taxation of businesses, results from the difficulty of defining income and determining 
when to recognize income and expense for tax purposes. Furthermore, a properly constructed 
income tax (unlike the current federal income tax) also must adopt the added complications associ- 
ated with adjusting for the effect inflation has on these difficult timing issues. 

The Flat Tax and the USA Tax System immediately eliminate these timing-related com- 
plexities and, therefore, their attendant compliance costs. Both plans accomplish this objective by 
moving to a cashflow tax base, rather than an accrued income tax base. A cashflow tax, as it 
applies to business, simply calls for the totaling of business receipts and then subtracting off 
purchases from other businesses. Ifierc is no reason lo synchronize the timing of income and 
expenses in such a system. 

A business cashflow-type tax also eliminates any need for the complexities associated with 
depreciation and depletion allowances, foreign-source income rules, inventory capitalization, 
amortization of intangibles, and long-term contracting. This list of items accounts for the bulk of 
business compliance costs. For example, based on research sponsored by the Tax Foundation, the 
current rules pertaining to foreign-source income alone account for 45. S percent of the total fed- 
eral income tax compliance cost for the firms of the Fortune S(X). In fact, adoption of either the 
Flat Tax or the USA Tax would eliminate virtually every item on Figure 1, which illustrates the 
findings of a Tax Foundation-sponsored survey of senior corporate tax officers ^xiut the sources 
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Tabic 1 

Compartaon of 1954 Code and 1986 Code (aa of 1994) 


Subchapter of Income Tu Code 

Number of Sceboos 
inSuhehantes 

Percent 

Growth 

1954 

1994 

Deienninatioo of Tax Liability 

4 

44 

1000% 

CompulaiioD of Taxable Income 

9 

145 

1511 

Corporate Distributiona and Adjustments 

14 

35 

ISO 

Deferred Compensation 

2 

30 

1400 

Accounting Periods and Methods 

6 

33 

450 

Tax-Exempt Organizations 

4 

17 

325 

Corporations Used to Avoid Income Tax on Shareholders 

4 

27 

575 

Banking Institutions 

3 

20 

567 

Natural Resources 

3 

10 

233 

Estates, Trusts, Beneftciaries, Etc. 

7 

29 

314 

Partners and Partnerships 

7 

29 

314 

Insurance Companies 

3 

29 

480 

Regulated Investment Companies, Etc. 

I 

17 

1600 

Tax Based on Income from Within 




or Without the United States 

9 

78 

767 

Gain/Loss on Disposibon of Ptopeny 

7 

42 

500 

Capital Cains and Losses 

4 

52 

1200 

Readjustmenl of Tax Between Years and Special Limitations 

6 

5 

-17 

Tax Treatment of S Corporabons 

0 

14 

NA 

Other (a) 

8 

42 

425 

Total 

103 

698 

578% 


(a) Includes all subchapters not explicitly listed as well as Chapters 2-6 of Subtitle A of the Interna] Revenue Code. 
Source: Tax Foundation computations from Internal Revenue Code. 


of complexity in the current federal income lax code. 

Political Sources of Tax Complexity 

Although the Flat Tax, USA Tax System, or a retail sales tax are inherently far less com- 
plex than even the most pure income tax system, misguided political tampering can ruin the 
integrity of any system. Indeed, over time, the political process of give and lake has exacerbated 
the inherent complexities of the federal income tax system. The definition of taxable income has 
not only expanded dramatically, but it has undergone chronic revision. 

Table 1 reveals the dramatic growth in the income tax code over the past 40 years. In 
1954, the federal income tax law comprised 103 code sections. Today, that law comprises 698 
code sections, a 578 percent increase. Almost all of the growth relates to tax base questions. Note 
that since 1954 the number of sections dealing with the “Determination of Tax Liability” has 
grown 1,000 percent; the number of sections dealing with “Capital Gains and Losses,” most of 
which detail “special rules" for calculating capital gains and losses, has grown 1 ,200 percent; the 
number of sections dealing with “Deferred Compensation” (e.g., pension plans) has grown 1 ,400 
percent; and the number of sections dealing with the “Computation of Taxable Income” has grown 
more than 1,500 percent. 

Perhaps a more revealing measure of the growth in tax code complexity is the growth in 
the number of words that comprise the income tax law and its attendant regulations. Figure 2 
charts the growth in the combined number of words that define the body of both the federal in- 
come tax laws and their attendant regulations. The Tax Foundation has determined that over the 
past 40 years the number of words detailing the income tax laws has grown 369 percent. The 
words detailing income tax regulations, which provide taxpayers with the “guidance” they need to 
calculate their taxable income, have grown 730 percent. The combined growth is 647 percent. 

The growth in the volume of the income tax laws and regulations has resulted piecemeal 
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Figure 2 

Growth of the Income Tax Code (Laws and Rcgulathms) 


1 

n 

3 

? 2,000 



Source: ’Dui Pouodatiem. 


from the 31 major tax enactments and the more than 400 other public laws that have amended the 
Internal Revenue Code since the 1954 Act. Based on a sample of one-fifth of the core sections of 
the income tax code, these enactments have not only increased the volume of the code but have 
resulted, on average, in the amendment of each code section once every four years. As Figure 3 
illustrates, this instability has been much more |Honounced in the past 20 years than it was during 
the 20 years immediately following the 1954 Act. 

The complexity generated by the growth and constant change of the tax code creates two 
general types of economic costs. One is the overhead cost associated with the economically sterile 
exercise of tax planning, compliance, and litigation. Ihe second cost results from the economic 
opportunities that are foregone because of taxpayer uncertainty. 

Because of complexity and instability, despite substantia] cost to fiind diligent and expert 
research, taxpayers may not be able to obtain a reasonably certain conclusion about how taxation 
will affect a business plan or investment. In many businesses, research and development require 
longer and longer lead times. If taxpayers cannot accurately predict the tax consequences of a 
particular economic activity, either because of vagueness, complexity, or instability in the tax 
code, then tax policy is handicapping the growth and dynamism of the U.S. economy. 

QnantUying the Overhead Cost of Tax Compliance 

In 1995, according to the Internal Revenue Service and the Office of Management and 
Budget, taxpayers will spent 5. 1 billion hours complying with federal tax laws. An hourly cost of 
$39.6 can be derived by averaging the average labor cost of both the IRS and the accounting firm 
of Price- Waterhouse. Applying that hourly cost figure to 5. 1 billion hours results in a total com- 
pliance cost of $202 billion. Historically, about two-thirds of the compliance burden (or $135.3 
billion) is borne by the business sector. 

Based on my calculations, at least 70 percent of the total cost of federal tax compliance is 
due to the income tax, indicating that businesses will pay an estimated $94.7 billion in 1995 to 
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Tabic 2 

Esdmated Cort of CorporaU Income IVz Compliance bjr Amount of Company's Asset Sbe 



Compliance 

Estimated 

Asset Size/t 

Cost as % 

Compliance 

(SThousands) 

of Assets 

Cost 

$1,000 

0.74% 

$7,400 

$25,000 

0.40% 

$100,000 

$50,000 

0.40% 

$200,000 

$100,000 

0.40% 

$400,000 

$250,000 

0.14% 

$350,000 

$500,000 

0.10% 

$500,000 

$1,000,000 

0.09% 

$900,000 

$2,000,000 

0.08% 

$1,600,000 

$3,000,000 

0.08% 

$2,400,000 

$4,000,000 

0.04% 

$1,600,000 

$5,000,000 

0.04% 

$2,000,000 

$7,500,000 

0.05% 

$3,750,000 

$10,000,000 

0.03% 

$3,000,000 


1. Excludes fiDSDcisl snd life insurance firms. 
Source: Tax Foundation. 


Figure 3 

Instability in the Federal Income Tax Code Based on Selected Code Items 



3.00 

2.50 

2.00 

1.50 

1.00 

0.50 

0.00 
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I I I I 


1955- 1966- 1976- 1986- 

1965 1975 1985 1994 


Source: Tax Foundation compilation from U.S. Code Annotated (Title 26). 


comply with the federal income tax. That figure is up from an estimated $81 .2 billion in 1991 (70 
percent of $116 billion), the latest year for which complete income tax revenue data is available. 
The 1 99 1 cost of $8 1 .2 billion amounted to 74 percent of the income tax revenue received from all 
businesses. This ratio offers solid evidence that the income tax on business, particularly the 
corporate income tax, is a grossly inefficient revenue system for the federal government. 

To date, the Tax Foundation has focused its detailed research on the cost to corporations of 
complying with the federal income tax. The total cost of compliance differs widely across compa- 
nies of different size. Based on a 1992 survey of large corporations sponsored by the Tax Founda- 
tion. the 199S cost of complying with the federal corporate income tax for the average Fortune 500 
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T«Me3 

ONBpUuice OmIs to Bnaincna of tbe Vatac-Addcd Tax in Great Britafai, 1986 and 1987 


Size of Business 
(Annual taxable sales 
pCT business in SU.S.) 


C^ompliance Costs 
as a Percentage 
of Taxable Sales 


0 to 30,000 

1.940 

30,000 to 75,000 

0.780 

75,000 to 150,000 

0.520 

150,000 to 750,000 

0.420 

750,000 to 1 .5 Million 

0.260 

1.5 Million to 15 Million 

0.040 

15 Million or More 

0.003 


Source: Coagressional Budget Office, Effects of Adopting a Value-Added Tax. Feberuaiy 1992, p. 71. Original data from Cedric 
Sandfoid, et. al.. Administrative and Compliance Costs of Taxation (Bath, Ei^and: Fiscal Publications, 1989), p. 1 16. 


firm will amount to an estimated $1 .58 million (or $790 million for the entire Fortune 500). For 
the average small corporation, those with $ 1 million or less in assets, the minimum cost amounted 
to an estimated $7,400. But simple averages are quite misleading. 

A common research finding clearly demonstrated in Table 2 is that economies of scale 
exist in tax compliance. That is, relative to asset size, small corporations bear a compliance cost 
burden at least 24.6 times greater (and, on average, perhaps as much as 177 times greater) than the 
largest U.S. corporations, those with $10 billion or more in assets. What makes this huge differen- 
tial more amazing from a public policy standpoint is that only 0.16 percent (5.933, in 1991) of all 
U.S. corporations paid about three-quarters of all corporate income taxes in 1991 . 

More than 90 percent of all U.S. corporations have assets of $1 million or less and, there- 
fore, bear tremendous relative compliance burdens. In 1991, as a group, these small corporations 
had to pay at a minimum $382 in compliance costs for every $1(X) they paid in income tax. They 
bore about $14 billion in compliance costs for $3.7 billion in income taxes. (That represents about 
4 percent of corporate income taxes paid and about 90 percent of the minimum measure of the 
corporate income tax compliance cost.) 

Because complying with tax laws is a fixed cost for any business, it seems likely that 
smaller companies will bear a greater compliance burden than larger companies under virtually 
any type of tax system. For example. Table 3 demonstrates that the value-added tax in Great 
Britain imposes a compliance burden on that country’s smallest companies that is 647 times 
greater than the burden on the largest firms. Interestingly, however, one measure taken by tax 
authorities to reduce the compliance burden on small companies in countries that have a value- 
added tax is to allow these companies to calculate their tax liabilities in a way that is identical to 
the cashflow method proposed by the Flat Tax and the USA Tax System. 

Comparing the Relative Compliance Burden of the Federal Income Tax and the Alternative 
Replacement Proposals 

Tables 4 and 5 form the basis of the Tax Foundation’s comparison of the cost of comply- 
ing with the current federal income tax and the various replacement alternatives. Table 4 compiles 
a list of the core individual income tax forms along with both the estimated paperwork-burden 
calculations (in hours of compliance time) generated by the Internal Revenue Service. It also 
reports IRS projections for 1995 of the number of tax returns by type. Table 5 compiles a similar 
list for the business sector. These lists are far from exhaustive, and trusts and estates (Form 1041) 
are not even included. The lists are also incomplete to the degree that adequate tax return informa- 
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tion could not be obtained or estimated for the many schedules and forms that are conunon auxil- 
iary components of the core forms. 

Tables 4 and 5 combined report a total of 3.2 billion hours of required compliance time for 
the items reported. This figure is well short of the IRS-estimated 5.1 billion hours of compliance 
time required for the entire federal tax system. However, the magnitude of the minimal lists 
compiled provide ample information to make comparisons with the replacement alternatives. 

To estimate the paperwork burden associated with the alternative replacement proposals 
(with the exception of the compliance burden on retail businesses of a national sales tax), the Tax 
Foundation used the same methods that underlie the IRS estimates. These methods are laid out in 
Developme nt of Methodology for Estimating the Taxpayer Paperwork Burden , the 1988 report to 
the IRS delivered by the consulting company of Arthur D. Little, Inc. In brief, these methods 
estimate taxpayer paperwork burdens using the various characteristics of tax forms and the infor- 
mational content of the instructions for these forms. 

A. The Flat Tax 

The postcard-size tax forms advertised by the Flat Tax plan makes the paperwork require- 
ments readily discernible. The average individual taxpayer should take no longer than one hour 
and eight minutes each year (assuming an annual tax filing) to comply with Rep. Armey’s Flat 
Tax. However, if monthly tax payments become a requirement because of the elimination of 
withholding, the cost of the “preparation" and “sending" elements listed in Table 4 will have to be 
repeated each month, adding substantially to the overall compliance costs. The compliance time 
for the Flat Tax is compared to 1 1 hours and 36 minutes for the average 1040 Form and two hours 
and 54 minutes for the average 1040-EZ Form. 

Recordkeeping would be simple under the Flat Tax. Both the wage and pension distribu- 
tion data are supplied on an employer-provided form (Form W-2 and Form 1099). The average 
compliance time would be somewhat lower, but, because of the current tax treatment of contribu- 
tions to pension plans, for the foreseeable future many taxpayers reporting |)ension and individual 
retirement account distributions would probably have to make extra calculations to determine what 
part of the distribution is taxable. 

The average business taxpayer should take no longer than three hours and 24 minutes each 
year to comply with the Flat Tax. That compares to an average 2 1 hours and 54 minutes for a 
nonfarm sole proprietor under the current income tax system. It compares to lOO-plus hours for 
the average partnership and the 20()-plus hours for the average C corporation. The reduction in 
compliance time comes from a major reduction in every aspect of the overall paperwork burden. 

B. The USA Tax System 

The USA Tax streamlines the definition of taxable income and would, therefore, substan- 
tially reduce the compliance burden associated with the current income tax. However, the USA 
Tax would require a somewhat greater paperwork burden than a Flat Tax that required only annual 
filing. The big difference is in the “recordkeeping” and “education" components of the paperwork 
burden. The USA Tax places a levy on both wage and nonwage income and then allows individu- 
als to deduct an unlimited amount of current-year saving. (It also allows individuals to a 
credit for payroll taxes paid.) The Flat Tax by contrast adopts a “prepayment" approach that taxes 
all of an individual's wages (over the exemption threshold), but never taxes income that results 
from saving. 

As a result of this procedural difference, the USA Tax would retain a tax form similar to 
the current system’s 1040-EZ Form and suggests two new basic tax forms — Schedule S (Net 
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Tablc4 

A CoinpaiisiMi of the CompUance Burden on IndivldualB of the Current Income Tai and Alternative Plans 


Individuals Only 


1995 Average Time in Hours per Form for 1995 Tax Year 

Esiimaied 

Number Record- Education Form P ackaging / Total 

of Remnis keeping Sttge Preparation Sending Trtal Hours 


1040 

57,574,816 

3.1 

2.9 

4.7 

0.9 

11.6 

666,908,285 

104QA* 

18,195.000 

2.2 

2.8 

4.2 

2.1 

11.2 

203,480,750 

1040EZ 

17,189,000 

0.1 

0.8 

1.3 

0.7 

2.9 

49,848.100 

1040ES 

38,020,100 

1.3 

0.3 

0.8 

0.2 

2.6 

99,485,928 

1040X 

1,870,000 

1.2 

0.4 

1.2 

0.6 

3.4 

6,295,667 

4S68 (Exleiuion of Time) 

4,813,000 

0.4 

0.2 

0.3 

0.3 

1.3 

6,016,250 

1040Sdi«liil<* 

SefaA 

43,116,920 

2.5 

0.4 

1.2 

0.5 

4.6 

197,619,218 

SchB 

61,593,600 

0.6 

0.1 

0.3 

0.3 

1.3 

80,074,281 

SebD 

21,558,460 

0.9 

0.7 

1.0 

0.7 

3.3 

70,064,995 

SebE 

26,178,130 

2.9 

1.1 

1.3 

0.6 

5.8 

152,705,739 

Sch EIC 

7,699,450 

0.0 

0.0 

0.1 

0.1 

0.2 

1,411,566 

SchR 

461,967 

0.3 

0.3 

0.4 

0.6 

1.5 

708,349 

Individual ToUli-Oinail Income Tax 

298,272,444 

NA 

NA 

NA 

NA 

NA 

1,534.619,148 

(Ponnx -f Schedules) 


92,958,816' 

0.04 

0.4 

0.3 

0.4 

1.14 

821,735,933* 

USATaxSyalcn 

BaticFom 

92,958,8 Ifr 

0.1 

0.8 

1.3 

0.7 

2.9 

269,580,566 

SebS (Net Savings Deduetkm) 

65,071,171 

0.03 

0.3 

0.63 

0.4 

1.36 

88,496,793 

Sch S-1 (Savings and Wilfadnwl Info) 

63,071,171 

0.14 

0.8 

1.26 

0.4 

2.6 

169,183,045 

Individua] TolaU - USA Tax 

223,101,158 

0.77 

0.03 

0.28 

0.4 

1.48 

527,262,404 

(Pocins Schedules) 

Retail SnlesTw 

99,328.030* 

0.77 

0.03 

0.28 

0.4 

1.48 

147,301,484 

(Aaaniaiwg a rebate vyetmu to 


create a pmgmrivc Incidence) 


*Sdiedoles 1-3 are included in the average time. 

^Aanimet that withhdding is diminaied and that taxpaym must make monthly payments. If aonual fUiQg is maimnim^ the totd 
hours amount to 105,973,050. 

‘Equals sum of nonbusipess 1040, 1040A, and I04QEZFonns. 

^E^ials eatimaled nundw of U.S. households for 1993. 

Source: Tkx Foundation, using lolenial Revenue Service data and catimatioa methods. 


Savings Deduction) and Schedule S-l (Savings and Withdrawal Information). For the average 
taxpayer that took advantage of the savings deduction, the USA Tax should require no more than 
six hours and 52 minutes of compliance time. 

The business side of the USA Tax is similar to the Flat Tax in that it is a business cashflow 
tax. From a compliance perspective, one difference is that the USA Tax would be border adjust- 
able. That is, U.S. businesses could deduct the receipts they generate from the sale of expoited 
goods and services. Border adjustability, therefore, would add to an average business's 
recordkeeping requirements relative to a Flat Tax. This added recordkeeping accounts for the 
small difference in business compliance time between the Flat Tax and the USA Tax. In addition, 
the USA Tax allows for a payroll tax credit. However, the additional compliance costs associated 
with this credit should be minimal. 

C. A National Retail Saks Tax 

In 1990, the accounting firm of Price-Waterhouse submitted to the American Retail Educa- 
tion Foundation their Hnal report for the Study to Estimate the Costs of Collecting State and Local 
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Takh5 

A CoflipariMB of Ike CwpItMoc B«nlc« on BMiDCMCf of tk* CuToit lacoMB Tax 
and Alleniallve EcpIaocHcnl Flun 


1993 Avetafc Time io Hom per Form for 1993 Tu Year 

Eatunaled 


Number 

Reconl- 

BducaUon 

Form Packaging/ 


Total 

Biirimfi of Rettuns 

keeping 

Stage 

Preparatioo Sending 

Total 

Houn 


Sole Proprtetanhipe* 


Form 1040 

18,394,184 

3.1 

2.9 

4.7 

0.9 

11.6 

213,065,965 

SchC 

16,323,431 

6.4 

1.2 

2.1 

0.6 

10.3 

169,661,296 

ScfaP 

1,868,733 

4.4 

0.4 

1.3 

0.3 

6.5 

12,022,184 

PnrteefiUpa 

PbnnlOhS 

1,510,400 

38.4 

19.8 

35.4 

40 

97.6 

147,389,867 

PartaerriUp Srkedniet 

SchD 

1,310,400 

5.5 

1.2 

1.3 

0.0 

8.0 

12,133,547 

SchK-1 

1,510.400 

24.6 

8.6 

94 

0.0 

42.7 

64,468,907 

SchL 

1,510,400 

15.5 

0.1 

0.4 

0.0 

16.0 

24,166,400 

SchM-1 

1,510.400 

3.4 

0.2 

0.3 

0.0 

3.8 

5,764.693 

ScbM-2 

1,510.400 

1.6 

0.2 

03 

00 

2.1 

3,121,493 

Corporatlaiia 

Foma 

1120 

2.1 16,200 

71.3 

41.1 

72.0 

8.0 

192.5 

407,297,960 

1120A 

340,300 

43.3 

23.3 

40.8 

46 

111.9 

38.073.898 

1120S 

2.084,200 

62.7 

20.7 

36.6 

4.0 

124.0 

258,475.537 

1120X 

24,700 

12.2 

1.1 

3.2 

0.5 

17.1 

422,370 

1120L 

2.748 

75.3 

23.9 

37.3 

3.2 

139.8 

384.142 

1120P 

20,600 

102.4 

36.8 

64.5 

70 

210.6 

4J38.017 

1120FC 

2,748 

106.4 

33.3 

54.2 

5.1 

199.0 

546,988 

n20RIC 

6,800 

52.4 

15.3 

29.9 

3.8 

101.3 

688,500 

ii20RErr 

322 

55.7 

17.3 

33.9 

4.3 

111.2 

35,801 

7004 

2,230,200 

5.5 

0.8 

1.8 

03 

8.4 

18.622.170 

4626 (AMT) 

339,472 

18.4 

18.2 

15.2 

0.0 

51.9 

17,612,913 

4562 (Deprecation) 

2,456,500 

33.7 

4.5 

5.2 

0.0 

43.4 

106,612,100 

1120 Schedules 

SchD 

2.116,200 

6.9 

3.5 

5.7 

0.5 

16.6 

35.199.460 

SchH 

211,620 

6.0 

0.6 

0.7 

0.0 

7.3 

1.541.299 

SchFH 

105,810 

15.3 

6.1 

8.5 

0.5 

30.4 

3,220.151 

1120S Sefaednlcs 

SchD 

2,084,200 

9.3 

4.2 

9.2 

13 

24.1 

50,229,220 

SchK-l 

2,084,200 

14.8 

10.3 

14.7 

l.l 

41.0 

85,347,990 

Business Total 

59,621,089 

NA 

NA 

NA 

NA 

NA 

1,680,442.867 

(Ponns -f Schedules) 

Flat Tax 

24,445,284 

2.3 

0.3 

0.4 

0.4 

3.4 

83.1 13,966 

USA Tax Syilcm 

24.445.284 

2.5 

0.3 

0.4 

0.4 

3.6 

88,003,023 

RctaUSaksTax 

NA 

NA 

NA 

NA 

NA 

NA 

123,484,848 

(Retail Flrma Only) 


* No attempt is made lo estimale the other schedules of the 1040 Form that a busiDCSS filer may be required to conqilete. Such 
compliance burdens are left in the Individual section (Table 4). 


Source: Tax Foundation, using Internal Revenue Service data and estimation methods. 


Sales and Use Tax . The study detennined th^ the cost of sales tax compliance for the nation’s 
retailers, on average, amounted to 3.48 percent of total sales tax liability. In dollar terms, this 
amounted to a 1990 cost of $4.4 billion. The 3.48 percent figure is best viewed as an historic 
relationship that does not necessarily generalize to future tax collections. Therefore, the 1990 cost 
is increased by the increase in inflation-adjusted retail sales (12 percent) to yield a $4.9 billion 
estimated 1995 compliance cost of a national retail sales tax. The total hours reported in Table 5 
result from dividing the 1995 cost by the hourly labor cost of $39.6, the labor cost figure used to 
generate the Tax Foundation’s $202 billion total compliance cost estimate. 

To offset the regressive incidence commonly attributed to a broad-based sales tax, some 
proponents of a national sales tax suggest that a rebate scheme be devised to reimburse the tax 
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paid on a given dollar amount of consumption expenditures made per person in a household. Such 
a scheme would probably require paperwork of some type for three reasons: (1) to request a 
rebate, (2) to verify that the designated amount of taxable expenditures were in fact made, and (3) 
to verify the number of people per household that count toward the requested rebate amount. The 
estimated time needed to comply with a sales tax rebate scheme is repotted in Table 4. The time 
elements were derived by pooling the time elements of existing tax forms that have similar report- 
ing requirements (namely, Schedules B and EIC of Form 1040 and Schedule 2 of Form 1040A). 
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Chairman Archer. Thank you, Dr. Hall. 

Mr, Adams. 

STATEMENT OF CHARLES ADAMS, AUTHOR OF “FOR GOOD 

AND EVH.: THE IMPACT OF TAXES ON THE COURSE OF 

CIVILIZATION” 

Mr. Adams. Thank you. 

I am here pretty much as a historian. I have written a book of 
a 20-year study of the impact of taxes and history. If you are deter- 
mined to tear out the income tax by its roots, I want you to know 
that you have histoi^ on your side. Histoiy is your friend. “A pag^e 
of history,” said Oliver Wendell Holmes in one of his great deci- 
sions, “is worth a whole volume of logic,” and in the few minutes 
I speak to you I would like to give you a page of history. 

I am referring to the first modem energy tax which was invented 
by the British. All modern income taxes go back to that as the fa- 
ther, or as the mother depending on your gender. That tax was the 
tax to beat Napoleon. He didnl have a revenue system and the 
British did, and Waterloo was inevitable at some point. 

The British people lived under this tax for 18 years and complied 
with it, but when Waterloo happened and when the Congress of Vi- 
enna settled the political situation, the British Government decided 
that this was really a CTeat tax, so thev then proposed in the House 
of Commons, in the House of Lords that income tax be continued 
and they had debate on that. 

The leader of the opposition to the tax said that he hoped that 
the British nation would rise up as one man and object to this 
monstrosity. He said that this extension of bureaucratic power into 
everyday life might be the herald of an all-embracing tyranny, and 
the House of Commons cheered and the House of Lords cheered 
and then they had a vote and there was a quiet in the House and 
as the vote was being tallied, the Speaker of the House announced 
that the income tax had been repealed. And according to historians, 
there was the loudest exultation ever heard in the British Par- 
liament in 500 years. There were celebrations, church bells rang 
out, there were bonfires in the countryside. There was more cele- 
bration and more joy over abolition of the first income tax than 
there was over defeat of Napoleon at Waterloo. 

Another interesting thing happened. After the debate finally 
quieted in the House of Lords and the House of Commons, there 
was then a motion made that all the records of the income tax be 
destroyed and that motion was carried and they had a huge bonfire 
and the Chancellor of the Exchequer, and the Chancellor was the 
key taxman, it is said he stoked the fires as they brought in the 
tax records — he secretly kept a copy of those tax records nidden in 
the Exchequer Court which years later were discovered. That was 
the end of the income tax. 

I think they were sending a message that this is a terrible tax 
system and they destroyed the records. You know why? Dead men 
tell no tales. Burned tax records tell no tales. It turned out that 
about 20 years later the Reform Parliament — the parliament that 
gave us the abolition of slavery ultimately coming to the United 
States — they brought up the question of an income tax again. The 
generation of Napoleon was still around. The Chancellor of the Ex- 
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chequer said, “if ever inquisitorial powers are spoken of, where will 
you find inquisitorial powers worse than at that time in British 
history.” So the income tax stayed dead. 

You might think with that experience, with the page of history 
being a volume of logic, maybe we should not have adopted an in- 
come tax. But history gave a mixed message, because in 1842 Sir 
Robert Peel put in a flat income tax. And he said, This will only 
be for 3 years, it is going to be 3 percent and will be collected at 
the source, and will be nothing like what you lived under during 
Napoleon's time. And they adopted it. 

That income tax continued for 70 years as a simple flat tax. It 
was held up in the great debates in America over the income tax 
amendment, it was held up that you could have a good income tax 
and you don't have to have a bad income tax. What eventually hap- 
pened is that we got a bad one. 

I think from my experience and study as a historian, I would like 
to add to the four points that the Chairman mentioned about what 
kind of a tax system we want. I think there are four great lessons 
that history teaches. The first lesson on adopting a tax is that the 
tax should be indirect. The Greeks and Romans believed that, the 
Founding Fathers believed that. The argument was made that an 
indirect tax is consistent with liberty; a direct tax is consistent 
with slaveiw, said Montesquieu. 

I think the next main lesson of history is that taxes must not be 
excessive. That is a hard word to define. When they had some ter- 
rible revolts in Britain around 1750, a fellow named Henry Fox 
spoke about what kind of a tax lesson the British had learned from 
this. He said that not only is it what people are able to pay, but 
it is what people are willing to pay. 

That is another ^eat point in determining a tax law: Is this 
what people are willing to pay? During the war with Napoleon, 
they were willing to pay a lot, but not afterward. 

Tue only other two points I would make is that the taxes should 
be moderate and they should have a broad base. 

I see my time is up. Thank you. 

[The prepared statement follows:] 
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Address 

by 

CHARLES ADAMS 

On Replacing the Income Tax 
The Committee on Ways and Means 
U.S. House of Representatives 
104th Congress 
Washington D.C. 

June 6, 1995 

"Down, Down to hell! & say I sent thee I I " 

Mr. Chairman, my name is Charles Adams, author of a 20 
year study, entitled. For Good and Evil: The Impact of Taxes 
on the Course of Civilization . History reveals that most great 
empires taxed themselves to death, while others became great 
because of the right kind of taxes — taxes that stimulated 
growth, peace and commerce. If the Congress decides it is time 
to replace the income tax, then history provides some wonder- 
ful guides on how to do so. Let me begin with the unusual 
repeal of the first modern income tax, almost two centuries ago. 

European cartoonists in the 18th and 19th centuries loved 
to depict taxes the people hated as a many-headed monster, and 
the first modern income tax was no exception. Britain's most 
renown cartoonists, Cruikshank, marked the repeal of the income 
tax in 1816 with the following cartoon. A battered Britannia 
on the ground is told, "Rise Britannia! The Monster that so long 
oppressed and trampled on you is at last Subdued." Members of 
Parliament wielding their clubs on the monster, shout: "Down, 
Down to hell! & say I sent theel!" 



No doubt a great percentage of American taxpayers would 
like to send their Internal Revenue Code, "Down to Hell, and say 
I sent thee!" 
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This British income tax with its many schedules and concept 
of income was the forerunner of modern income taxation today. 

It was the tax that beat Napoleon- But when the Corsican general 
was finally put away and the political issues settled at the 
Congress of Vienna, The British people let their government know 
they despised the tax, but accepted it for 18 years as a wartime 
measure only. In the debates over retaining the tax, the leader 
of the opposition to the tax received a rousing ovation when he 
proclaimed: 

He hoped that the country would rise up as one man 
against it... This extension of bureaucratic power 
into everyday life might be the herald of an all- 
embracing tyranny. 

The Crown followed with a motion to retain the income 
tax. When the Speaker announced the defeat of the motion, 
there was "the loudest exultation ever witnessed" within the 
halls of Parliament. A motion then followed to have all the 
records of the tax destroyed. It was carried — burned tax 
records, like dead men, tell no tales. The Crown was a bad 
loser. The Chancellor of the Exchequer is said to have stoked 
the fires as the records were being burned, while secretly 
retaining a duplicate copy of the records hidden away in the 
basement of the Exchequer Court. 

Seventeen years later the feimous Reform Parliament (which 
abolished slavery) , considered instituting an income tax. Even 
the Chancellor opposed the idea with these words; 

If inquisitorial powers are spoken of, where will you 
find inquisitorial powers greater than those which were 
then (Napoleonic times] exercised. The tax was — detested 
by the whole country. 

The entire generation of Britons who lived under that first 
income tax had to pass away before the Crown could pass another 
income tax law. In 1842, to put the government's finances in 
shape. Sir Robert Peel pushed through Parliaunent a simple, 3% 
flat tax, with stoppage at the source. To allay any fears this 
tax might become permanent, Peel promised its repeal in a few 
years once the government's finances were in balance. Of course, 
that never happened. The tax has continued to this day. But 
the low rate, flat tax, lasted for almost 70 years, and bec 2 une a 
shining example for proponents of income taxation everywhere, and 
played no small role in the adopted of income taxes in the U.S. 

In 1911, Professor Edwin Seligraan came forth with a book. 

The Income Tax , which extolled the virtues of income taxation. 

He dismissed the experiences under the Napoleonic tax, "Early 
complaints against the inquisitorial character of the tax have 
long since well-nigh completely disappeared." That observation 
looks ludicrous today, but in 1911, with 70 years of tolerable 
experience under Britain's modest flat tax, how could anyone 
have predicted otherwise? 

But all was not entirely rosy. Germany had instituted an 
income tax in the late 19th Century which involved extensive 
audits (like today) , which prompted one German legislator to 
acknowledge, "The country is covered with a perfect system of 
espionage." But German tax oppression would not happen in 
America, said Professor Seligman, "Nowhere else are people so 
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meek in the face of officialdom. In no other country in the 
world would it be possible to enforce so inquisitorial a pro- 
cedure as we have learned to be customary in Prussia." And 
what was the procedure? The audit. The inquisitorial pro- 
cedure the proponents for the 16th Amendment said would not 
happen here has become a way of life for all America, and 
today, most American taxpayers want out, like the British 
did in 1816. 


"A disgrace to the human race" 

Our income tax code has been in disrepute for decades. 

In President Carter's acceptance speech at the Democratic Conven- 
tion in 1976, he called for major tax reform, labelling the 
Internal Revenue Code "A disgrace to the human race." No one 
objected on the Republican side, yet no significant tax reform 
came about. The whole issue seemed to degenerate into a national 
debate in our major periodicals over the deductibility of the 
three martini lunch. Carter's condemnation of the tax code was 
almost 20 years ago. The Internal Revenue Code and Regulations 
today are almost twice as thick and certainly twice as compli- 
cated and down right unintelligible. One of our most respected 
income tax scholars. Professor James Eustice, of NYU, when 
asked about certain new provisions of the tax code, said, "About 
all I can do is laugh." 

Polybius, the great Greek historian of the second century 
B.C., said that the best preparation for politics was the study 
of history — in order to avoid the disasters of others. And 
one of our most revered thinkers in the 20th Century, Oliver 
Wendall Holmes, echoed the same idea in a 1922 case, "A page 
of history is worth a volume of logic." However, history gives 
us a mixed voice when it comes to income taxes. The early Brit- 
ish income tax, the German income tax, and our own income tax 
monster all attest to the dangers inherent in income taxation. 

On the other hand, the simple flat British tax in the latter 
half of the 19th Century suggests that, with the utmost care, 
an income tax can be administered consistent with the spirit of 
a free nation. But if not controlled, the tax, like fire, 
can burn down the very civilization we seek to perpetuate. 

Our income tax is a monster because ,of our zeal for revenue; 
we ignored the lessons of history — what Polybius called, "The 
disasters of others." 

Getting rid of our current income tax may seem like an 
impossibility, considering the huge national debt and deficits, 
but the seemingly impossible may turn into reality if the 
American taxpayer, like our cousins in Britain in 1816, has 
a say. Actually, the Congress and the Treasury have been, 
unwittingly, digging a grave for the income tax code for over 
30 years. President Ulysses S. Grant, said that the best way 
to get rid of a bad law, is to strictly enforce it, and that 
has been happenihg^ to* the income tax law for the past three 
decades. For the first 50 years, the income tax in America 
was an honor system. In my first tax audit as a professional, 
some 30+ years ago, a veteran IRS agent on the eve of retire- 
ment, said to me, "You know, our income tax system is an honor 
system, which is the only way it will work in a free society." 
Today, the honor part is gone. Does that mean the free society 
is gone as well? In a sense, yes — although no one wants to 
accept that painful judgment. 
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Thirty years ago the ubiquitous information return was 
almost unknown, and that is why it was an honor system. Today, 
besides mandatory reporting on just about every aspect of one's 
financial life, everything going through one's bank account is 
photographed and held in storage for the tax man to see. Our 
tax administration is now a spy system, not an honor system. 

Does that mean there has been a tragic decline in the honor 
and integrity of our citizens? Or, is there another explan- 
ation? 

Almost 50 years ago. Supreme Court Justice Jackson, who 
was formerly chief counsel for the Internal Revenue Bureau, 
wrote, praising the tax integrity of the American taxpayer: 

The United States has a system of taxation by confession. 

That a people so numerous, scattered and individualistic 
annually assess itself with a tax liability often in 
highly burdensome amounts, is a reassuring sign of the 
stability and vitality of our system of government. 

This praise was repeated by many others at that time. But 
in 1983, Richard Neely, Chief Justice of the West Virginia Sup- 
reme Court, made this disturbing observation: 

Cheating on federal and state income tax is all pervasive 
in all classes of society; except among the compulsively 
honest, cheating usually occurs in direct proportion to 
opportunity. 

Justice Jackson spoke of the rare instances of self- 
serving mistakes and outright evasion — and that was when the 
income tax was indeed an honor system. Justice Neely, writing 
almost 40 years later, saw such misdeeds as the norm if people 
have the opportunity. The government has two choices; cover 
the nation with even more espionage against taxpayers as the 
Germans did, or get rid of the monster. 

What has gone wrong? 

Rather than attack the integrity of the people, what we 
are experiencing is a broad, non-violent revolt against the tax 
system. Wealthy citizens are revolting with their shoes — 
they take flight to more gentler tax climes; others, not so 
fortunate, resort to just about anything that works; legal, 
and not-so-legal . To add even more extensive surveillance, 
more and more penalties, and even worse, more savage punish- 
ments, is like adding gasoline to a smoldering fire. The better 
solution is to bring in a wrecking crew and tear down the whole 
disreputable edifice. The American people have had a belly-full 
of a bad tax law; they are fed-up with it and with the many 
phoney attempts at tax reform. They want out, and their defiance 
and rebelliousness is a warning to tax policy makers. In fact, 
politicians who fail to see this sign-of-the-times, had better 
prepare for a short-lived political career, as George Bush learned. 
We saw that happen last November. Fortunately, it was a lynching 
by votes. In other times past, when taxpayer representatives 
approved taxes the people didn't want, they were lynched by ropes 
or the headsman. 

History has not been kind to governments that taxed too 
much, or in ways the people disliked. The American Revolution 
is a reminder we can hardly ignore. In the French Revolution 
angry, over- taxed Frenchmen hauled every tax man they could find 
down to the guillotine and cut their heads off. No tears were 
shed when their heads flopped into the basket. Thomas Jeffer- 
son wrote that a government needs a rebellion every 20 years 
or so, and that the governors should not punish the rebels 
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severely, for the rebels are pointing out sicknesses to which 
the government needs to give attention. Looking at Jefferson's 
historical frame of reference, we discover something other writers 
who quote Jefferson have ignored. There were about a dozen revolts 
in Europe and America when he lived — and all of them were over 
tcDces. His was an era of violent tax revolts. Ours is an age of 
tax revolts by everything but violence. But the revolt is real, 
and the message the same. 

These hearings on replacing the Federal Income tax should be 
the most important fiscal inquiries since the debates in the nation 
at the turn of this century over the income tax Amendment. The 
outcome will determine what kind of civil liberties we will pass 
on to our children in the next century.: i.e,, whether or not we 
pass to them a tax system that is unintelligible, corrupt, and 
tyrannical; or a system in which all citizens will know that 
the costs of running the government are apportioned among the 
people by a standard of fairness they can understand and see. 

Today, they can neither understand it, nor see it. "Duty, honor 
and country" have been replaced with beating Uncle Sam out of 
every penny you Ccui, and this, to a large extent because the tax 
law is, as President Carter charged, "A disgrace to the human race." 
How can you expect rational citizens to support a law with such 
a condemnation? 

What should be done? 

Nero in one of his fits of madness, said that he wanted to 
abolish all tcuces and Mmake a beautiful gift tothe human race." 

Not a bad idea, unless you want civilized life. For taxes are 
the fuel that makes civilization run. But if you have bad fuel 
with impediments, or not properly designed for the engine, then 
civilization will run badly, and that has happened too many 
times in history to need explaining 

Our income tax can be likened to a dirty industrial smelter 
that polutes the air, poisons the streams, and kills the forests. 

It will be tolerated so long as nothing else has been invented, 
and the smelter is essential for society. Like a dirty smelter 
we pollute the social order with our income tax system. We seek 
a society in which equality, integrity, and liberty cibound, but 
our current tax system pulls us in the opposite direction. 

Instead of equality, we have inequality, intentionally and delib- 
erately fostered upon us. Instead of integrity, we have fraud. 
Instead of liberty we have totalitarian surveillance and inquisi- 
tions. In short, our income tax is a dirty tax and the more we 
demand of it the dirtier it becomes. We are stuck with it because 
we haven't taken the time to develop something better. Now is 
the time. We need heroic leadership in matters of taxation and 
expenditure. Hopefully, that leadership will begin with this 
Committee . 

What guidance can the past give us? 

There are both positive and negative lessons. Taxes that 
wrecked empires, tell us a great deal about human nature, and 
about taxes that produced the "disasters" Polybius warned us 
about. And then there were taxes that were compatible with 
liberty, democracy and respected private property. We need to 
focus on those teixes as well. Besides these historical examples 
we have the marvelous wisdom of the great minds of the past; 
of men who pondered the wreckage bad taxation had wrought, and 
sought out cmswers for the best way to tax and spend. We need 
to look to these great sages of the past, and fortunately, so 
many of them were prominent in the formation of the United States 
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200 years ago. They spoke our language. We don't need a trans- 
lation, All we need to do is listen. 

1. Any permanent forms of taxation should be as indirect as 
possible. 

The condemnation of direct forms of taxation as the arch- 
enemy of liberty, is a truism over 2500 years old. It came from 
the Greeks and Romans who taught that direct taxation produced 
tyranny. They came to that conclusion from history — from exam- 
ining the tax systems of the great empires of their day and 
their past — Assyria, Babylon, Persia, and Egypt. These were 
civilizations that were devoid of liberty and respect for pri- 
vate property. The Greeks concluded from history that tyranny 
was the consequence of the wrong kind of taxes, and liberty came 
from the right kind of taxes, like sales, imports, or taxes on 
commerce. 

Cicero, the great Roman lawyer, wrote that direct taxes 
should instituted only if there was no alternative other than 
complete national collapse. 

When Rome declined and fell in A.D, 476, direct taxaes had 
been in operation for over 175 years, and, at the same time, all 
forms of liberty had been taken away, starting with the Emperor 
Diocletian, who enslaved the Roman world to medee the tax system 
work . 


The Founders were schooled in classical history, emd their 
greatest sage was from Europe, Baron du Montesquieu. His The 
Spirit of Laws was quoted more than any other writer by the 
Founders. He picked up the Greek and Roman theme and said that 
direct taxation was natural to slavery, but indirect taxes, like 
those on merchandise, were more compatible to liberty, "because 
it has not so direct a relation to the person." 

I have searched through the debates at the Constitutional 
Convention and the debates in the state legislatures, and there 
is not one word of support for direct taxation. Madison and 
Hamilton wanted the power of direct taxation in the Constitution 
but only for "extraordinary emergencies." James Wilson, from 
New York, whom some believe was the primary architect of the 
Constitution stated that direct taxes were for "all cases of 
emergency." Luther Martin, a delegate from Maryland, said 
direct tauces "should not be used but in cases of absolute 
necessity." In the state debates, a representative, Alexander 
Hanson, reasoned that direct taxes were to be held in reserve, 
"nothing but some unforeseen disaster will ever drive them 
[the federal government] to such ineligible expedients." 

It is clear from the writings and thinking of the Founders 
and of the ancient Greeks and Romans, that a nation bent on 
preserving liberty should avoid direct teixation and rely on 
indirect taxes, like sales and import duties, taxes on commerce, 
not the individual. Add to that historical wisdom the exper- 
ience of the British under the Napoleonic income tax. They 
tried to pass on to later generations that the income tax they 
had experienced over 18 years was a tyranny of the worst kind, 
and by destroying all the records of this hated tax, they left 
a message for future generations to come. A message, we might 
add that never got through to our tax makers a hundred years 
ago. In this century, we have confirmed, the hard way, that 
the British in 1816 were right. 
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2. Taxes, whatever the format, must not be excessive. 

The Founders and the men of the Enlightenment, condemned 
taxes that were "excessive." Unfortunately, they did not define 
the term, but they did explain the consequences. Montesquieu, 
who relied on history for his judgments, said excessive taxation 
resulted in "extraordinary means of oppression." Now, that's 
worth thinking about. What he seems to be telling us, is that 
human nature rebels against excessive taxation. It may be a 
violent revolt; it may be emigration to avoid tax; it may be 
evasion or fraud of some sort — but it is an iron law of history 
you cannot legislate against human nature. When a government 
does, in the tax field, it has to resort to "extraordinary means 
of oppression." But Montesquieu does not end there; for the 
inevitable consequence was, "the country is ruined." 

The best definition of excessive comes from a leader of 
the British House of Commons at mid-18th Century, following 
the excise tax revolts against Sir Robert Walpole. The govern- 
ment had to do a lot of thinking about what had happened, and 
Henry Fox summed up the wisdom learned with this observation: 

All governments must have a regard not only for what 
the people are able to pay, but what they are willing 
to pay, and the manner in which they are willing to 
pay, without being provoked to a rebellion. 

3. Most important, the tax system as a whole, must be moderate. 

There is an ancient Asian proverb, "It is not the heavy 
taxed realm that executes great deeds , but the moderately 
taxed one." This is consistent with the Greek doctrine of 
the "golden mean," propounded by Aristotle. Virtue is the 
middle ground between extremes. Tax policy should follow a 
moderate course in all respects: tax rates, surveillance, 
privacy, punishments, even equality. It is, in my opinion, 
no virtue to exempt any citizen from some tax. In the New 
Testament, even the widow paid her mite. In the '.Roman Republic, 
the taxes of widows and orphans , however small , were set aside 
for the cavalry. Taxes were paid with pride, and love of 
one's country. 

Tax rates should pass .the smell test, and not reek of 
plunder against any minority class of citizens, like our estate 
taxes which today confiscate over half the accumulated (and taxed) 
wealth of the rich. No wonder they take flight and leave, for 
patriotism, like it or not, is soluble in taxes. Not even a 
half-starved crow will sit around to be shot at. 

Intrusions should show some respect for privacy and due 
process. Photographing everything in every bank account is 
looked upon by other Western societies with horror, like some- 
thing out of Orwell's 1984 . 

Our savage punishment of tax sinners is not only out of 
step with Western Civilization, it was condemned by the great 
writers of the Enlightenment. Not only Montesquieu, but 
William Blackstone in his Commentaries , and Adam Smith in 
The Wealth of Nations . They all condemned making tax evasion 
a felony. The tax evader, said Adam Smith, was — 

In every respect, an excellent citizen, had not the 
laws of his country made a crime which Nature never 
meant to be so. In those corrupt governments where 
there is at least a general suspicion of much unnecessary 
expense, and great misapplication of the public revenue, 
the laws which guard it are little respected. 
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Montesquieu and Blackstone in one voice, both said, you 
must not treat tax offenders as villains, 

4, There is no single form of tax Nirvana, 

Around 1750, the famous British Poet, Alexander Pope, gave 
us this wise couplet: 

Whoever hopes a faultless tax to see, 

hopes what ne'er was, is not, and ne'er will be. 

Reliance upon any single form of teixation has not worked 
well in history, Alexander Hamilton saw this and he pushed 
hard at the Convention to give Congress broad authority to tax 
in any number of ways. He argued this point in The Federalist 
to overcome the popular view that the federal government should 
only be able to tcix imports. His argument was sound. He said 
that if great revenues are needed, as they will be at certain 
times of emergency, then a single tax will become excessive 
and this will injure commerce and foster evasion with the 
high tax rates that will be necessary. Better to have the 
power to tax all kinds of sources, not just one source, so 
the rates can be moderate. 

Historical excunples are easy to find. The Spanish Empire 
and later the super-Dutch empire both went into decline because 
of heavy excise taixes that crippled trade. The Netherlands, 
the superpower of the 17th Century, was unable to compete with 
lower priced, and lower taxed British goods. An English diplo- 
mat in Holland wrote home: "When in a tavern, a certain dish 
of fish is eaten with the usual sauce, about 30 several excises 
are paid." Said another English writer, "Should we in England 
be obliged to pay the taxes that are here imposed, there would 
be rebellion upon rebellion." As British merchants underpriced 
Dutch goods, Leiden was a desolate town, its once flourishing 
cloth industry in a depression. The linen industry of Haarlem 
had similarly shrunk. As a modern Dutch historian has observed 
about the decline of the super-Dutch, "Taxation meant the 
strangling of trade." 

The British eclipsed both the Spanish and the Netherlands 
in world markets, supporting the government with a broad range 
of taxes on all aspects of commerce and wealth. The tax philos- 
ophy of Britain's rise to superpower status was to avoid a 
single primary tax, which, in the words of one British tax writer 
200 years ago, "ought to be most sedulously avoided." 

The wisdom of Hamilton has been proven by our reliance on 
a single, primary tax to carry most of the country's revenue 
needs: it has fostered evasion and hurt commerce just as he 
predicted. There is no single tax Nirvana, if history is to 
be a guide. Such schemes have had disasterous results in the 
past. 


What should be done? Should the present income tax be 
abolished? Yes — definitely so. It has been misused; the Ameri- 
can taxpayers have been abused; they are fed up with it and want 
a real change. A flat income tax has merit as long as it is 
moderate, as. indirect as possible, and as long as the Orwellian 
powers of the tax man are rooted out. We may not be able to 
"Subdue" the tax monster as the British did in 1816, but we must 
tauae the beast before the faith of the people in federal taxation 
can be restored. 
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What about a national sales tax? A VAT? A GST like 
Canada, or some other form of tax on commerce. All these 
forms of taxation are indirect, and conform to the best tax 
wisdom of the past 2500 years. The Greeks, Romans, the 
Enlightenment, the Founders, all would favor such taxes. 

They have history on their side, as long as they are not too 
excessive or extensive as was the excise with Spain and The 
Netherlands. 

What else? We need to explore other tax ideas , even 
novel or ideas that may appear crackpot. We want a tax 
that conforms to and does not buck the wisdom of the past. 

This story from Henry Ford's search for a safer car, may have 
some merit in our search for better ways to tax: 

Henry Ford wanted to protect lives and injuries from 
shattered auto glass. He asked the world's glass experts to 
make unbreakable glass for his new models. The world's glass 
experts said it couldn't be done. They knew too many reasons 
why it couldn't be done. Henry Ford said to his aides, "Bring 
me eager your fellows who do not know the reasons why unbreak- 
able glass cannot be made. Give the problem to ambitious young 
fellows who think nothing is impossible." He got the unbreak- 
able glass. 

America needs a new tax invention, something that might 
be possible with our modern technology and be compatible with 
the temper of a free people. In our search for a new tax system 
every idea and plan to replace the income tax, must be measured 
and tested against these four criteria of a bad tax system, 
given to us by Adam Smith in The Wealth of Nations : 

1. The tax must not foster a large bureaucracy. 

2. The tax must not discourage enterprise, and thus 
deprive jobs from the multitude. 

3. The tax must not encourage evasion — legal or illegal. 

4. The tax must not put taxpayers through odious and 
vexation examinations by the tax gatherer. 

Add to Adam Smith's four signs of a bad tax system, the 
four positive factors set forth in this treatise: 

1. A permanent tax system should be as indirect as possible 

2. The tax must not be excessive; i.e., not only what the 
people are able to pay, but what they are willing to pay 

3. The system as a whole must be moderate: no savage pun- 
ishments; no totalitarian intrusions and surveillance; 
uniform and equal rates. 

4. No reliance on a single form of tax — taxes should cover 
a broad range of the national wealth and commerce. 

If we measure our current tax system by the above eight 
principles, it fails miserably. It might be necessary, if we 
are to have a good tax system, to give the problem to ambitious 
young fellows (and gals) who think nothing is impossible. 
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Chairman ARCHER, Thank you. 

You have piqued my interest to read every word in your book. 
Perhaps every Member of the Committee might be encouraged to 
do so. 

Dr. Payne. 

STATEMENT OF JAMES L. PAYNE, PH J)., AUTHOR OF “COSTLY 
RETURNS; THE BURDENS OF THE U.S. TAX SYSTEM” 

Mr. James Payne. Thank you, Mr. Chairman, 

I agree with what Mr. Hancock said this morning about these 
being historic hearings that you are having, because down through 
the years, at least the last 20 or 30 years, there has been surpris- 
ingly little attention given by this Committee in particular, and 
Congress in general, to the real costs and burdens, and problems, 
and destructiveness of the tax system. 

I think we have got to look at these problems before we go too 
far into tracing out which reform we want to have. One aspect that 
I will mention is the total overhead cost of running the tax system. 
Apparently there are some Members of this Committee that still 
believe it is minuscule. I notice in the questioning of the Mobil rep- 
resentative this morning that there are people that feel this cost 
is trivial. I don’t think anybody that has looked at these numbers 
can say that anymore. 

In the figures I have put together, the compliance cost is only 
one component — there are costs associated with enforcement, col- 
lection and litigation, and disincentive to production. If you add 
these together in 1985, as I did, they amounted to $363 billion, I 
have updated this estimate to 1993, the latest year for which the 
figures are available, and I get $593 billion. That is the figure that 
Fortune magazine has that was mentioned this morning. 

Another way to express the conclusion of this research is to say 
that the marginal overhead cost of raising $1 through the Federal 
tax system is 65 cents. If you are going to fund, let’s say, a $100 
million dam with Federal tax money, the true social cost of that 
$100 million dam is $165 million because of the overhead cost of 
collecting the money. 

Well, what should we do about it? As I say, I don’t think we 
should rush right away into major reforms. I think there are a 
large number of simple reforms we can do to test, frankly. Con- 
gress’ sincerity here in turning around the direction that the tax 
system has gone. Until now, the premise in Washington has been, 
really, to get the money from taxpayers, to squeeze taxpayers, and 
the question of the work that this implied, and all the other types 
of degradations: This has been left to one side. 

For example, one reform that I suggest concerns paid informers. 
A lot of people don’t even know we have paid informers, whereby 
every American is encouraged with cash rewards to inform on 
every other American about tax transgressions. This is a system 
that no other democratic country has. They seem to run their in- 
come tax systems without it. It makes us, as far as I can see, 
unique in the democratic world. 
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This hasn’t been raised; it hasn’t been debated. I think eliminat- 
ing paid informers is one move that this Committee could do to in- 
dicate its sincerity to clean up a Tax Code that has gotten Ameri- 
cans so angry over the years. 

Thank you. 

[The prepared statement follows:] 
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statement of James L. Payne prepared for the House Ways and Means 
Committee hearings on Replacing the Federal Income Tax, June 6, 

1995 . 

The members of this committee are to be congratulated for holding this 
precedent-setting hearing, looking into what is wrong with the current tax 
system. Washington has been a city where people concentrate on giving out 
money, and they have tended to downplay the sacrifices associated with 
collecting it. 

This bias has meant that tax committees have overlooked studies detailing 
the waste and injury of the income tax system. Instead, they directed their 
energies into "reforms" to squeeze more money out of taxpayers. This process 
has resulted in a staggeringly complex tax system, one that imposes great 
economic, moral, and social costs on the nation. 

In my book on the burdens of the income tax system, Costly Returns, I 
have calculated these costs. As a way of Illustrating their magnitude, let me 
focus on just one, the compliance cost. This is the time spent by businesses 
and Individuals in learning about the tax code, keeping records, making 
computations, and filling out forms and supporting documents. 

The most comprehensive study we have of this cost was undertaken by the 
Arthur D. Little Company in 1985. This study found that businesses and 
individuals spent 5.4 billion hours of work complying with federal tax law. 

This corresponded to 2.9 million people — the entire labor force of Indiana- 
working full time all year long. The economic cost of this labor came to $159,4 
billion. 

That was ten years ago. Since that time, the tax law has grown more 
complex and more taxpaying entities have become subject to it. For 1995, I 
calculate that the total time busines'ses and Individuals spend on tax 
compliance work has risen to 10.2 billion hours. This amounts to 5.5 million 
workers working all year — the* equivalent of the entire work forces of Indiana, 
Iowa, and Maine. 

This number is just the compliance burden, the income tax system involves 
a host of other costs, including those associated with enforcement {audits, 
demand notices), forced collections (levies, liens, seizures), and tax 
litigation. In addition, there is the inefficiency caused by the disincentives 
to production, and the economic waste of tax avoidance and evasion. When all of 
these costs are added together, I found that in 1985 they amounted to $363 
billion. Updated to 1993, the figure is $593 billion. To express this finding 
another way, the marginal overhead cost of raising one dollar through the 
federal tax system is 65 cents. 

The Road to Reform 

These figures reinforce Chairman Archer's contention that the income tax 
is extremely destructive. However, I believe it is premature to attempt to 
substitute another tax arrangement for the present one. 

The problem is that large numbers of Americans, both citizens and policy 
makers, are not fully aware of the failings of the current system. They still 
believe the income tax is working rather well. The main reason for this lack 
of understanding is the bias I alluded to earlier: Washington's culture of 
spending has suppressed the unflattering facts about the income tax. 

Take the matter of statistics on the overhead costs of the tax system. 

The number I just gave--that tax system overhead costs are 65 cents on the 
dollar— is a sober, middle-of-the-road calculation based on respected sources. 
Nevertheless, most people find it incredible, too large to be believable. Why? 
Because no one has ever compiled it before. This committee, for example, with 
all its professional and expert staff members, has never attempted to estimate 
the overhead cost of the U. S. income tax system. Nor has the GAO. Nor has the 
Treasury. This, when you stop to think about it, is an astonishing gap: 
hundreds of Washington experts responsible for the U. S. income tax system who 
do not know, and have not even bothered to ask, what damage the tax system is 
doing to the country! ^ 

With policy makers ignoring the costs of the tax system, it s not 
surprising that the general public doesn't know about them either. Reporters, 
political science professors, and the man in the street accept the IRS s 
that operating the federal income tax system costs "less than one percent" of 
the tax money collected. No wonder they disbelieve when they hear that the real 
figure is 65 percent. 

This is just one example of how the down side of the income tax system 
has been obscured, leaving the public seriously misinformed. This lack of 
information makes it inadvisable to attempt to replace the income tax system. 

An attempted reform at the present moment would probably result in complex tax 
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legislation that adds a federal consumption tax without getting rid of the 
income tax. 

To replace the Income tax, the first step should be to inform the 
American people about it, to drag this monster out from under the rock where 
big spenders have hidden it, and let the daylight shine upon it. The best way 
to do this, I believe, is to attempt to reform some of its most objectionable 
features. This is the way to call attention to its underlying flaws. 

Among dozens of possibilities, let me suggest three reforms which would 
bring to public notice some of the grave failings of the current system: 

1. Require that IRS demand notices have an accuracy rate of at least 99 
percent . The IRS currently sends out 3-6 million computer-gene rated demand 
notices each year. They accuse the taxpayer of not paying the right amount of 
taxes, and threaten forcible collection action if a satisfactory response is 
not received. These notices generate enormous anxiety among taxpayers, since 
the IRS is threatening citizens with financial ruin. 

Tax practitioners know, and studies confirm, that a high proportion of 
these demand notices are erroneous. A GAO study found an error rate of 47 
percent; a Gallup survey indicated 69 percent. In other words, the coercive 
power of the state is being brought against citizens iji error millions of times 
each year I Most Americans have no idea about this error rate. Indeed, there are 
tax committee staff members who are unaware of it. 

IRS officials will probably argue that if they concerned themselves with 
accuracy, this would reduce the number of demand notices they could send out. 

The "scattergun” approach is necessary, they say, to "provide presence," that 
is, to maintain the public anxiety on which the income tax depends. 

Shouldn't we have a debate on this matter, and openly decide whether we 
approve of this system of false accusations? 

2. Abolish paid informers . Another quietly-hidden feature of the current 
system is the practice of offering cash rewards to those who inform on possible 
tax evaders. The reward program encourages children to inform on their parents, 
husbands to Inform against their wives, and so on. In prompting Americans to 
betray other loyalties, this program has been increasingly successful. In 1961, 
4,401 people informed; by 1989, the number had nearly tripled, to 11,754. 

Enforcement officials will make the case that encouraging citizens to spy 
on each other heightens the "fear factor" on which the income tax depends. They 
have a point: an income tax works best if every person fears that Big Brother 
is constantly watching him. But the question must be asked: How far are we 
willing to compromise liberty, privacy, and decency to uphold the income tax? 
When the Soviet Union had this system of fostering state interests by rewarding 
citizens to spy on each other, we called it the Evil Empire. I should also note 
that no other civilized country allows this practice. An American Bar 
Association survey of 16 other democratic states found that none had statutes 
corresponding to our section 7623 of the tax code empowering officials to pay 
cash rewards to tax informers. 

3. Abolish the individual estimated tax and quarterly tax payments. The 
tax code is laden with provisions that place a huge compliance burden on 
taxpayers in order to obtain a slight revenue gain for the Treasury. The reason 
these destructive provisions keep getting approved is that, up until now, 
congressmen and tax officials have not placed any value on taxpayer time and 
trouble. They only look at the income stream coming into the Treasury. 

The individual estimated tax is a typical example. By forcing millions of 
self-employed workers to try to calculate their income in advance, and then 
forcing them to make quarterly payments during the year, the Treasury ends up 
benefitting from the interest on the earlier payments. But this arrangement 
costs taxpayers dearly in time and frustration. In addition, it forces them to 
deal with the IRS four times a year instead of just once. Many taxpayers object 
to this irritating "choke chain, " and simply refuse to comply; many others run 
afoul of some aspect of the regulations. As a result, the estimated tax 
generates over five million penalties a year — many of which are protested, 
which leads to still more complications and more frustration. 

A Congress that cared about serving taxpayers, instead of simply 
squeezing them, would long ago have abandoned the individual estimated tax. 
Raising this issue would be a good way to find out, before we again plunge down 
the road of major tax reform, whether Congress now has its heart in the right 
place. 
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Appendix: Estiaat e of the Federal tax coapliance burden for 1995 

For coaplete citations of sources mentioned, and further details, refer to 
James L. Fayne, Costly Returns; The Bordens of the g. S. Tax System (San 
Francisco, ICS Press, 1993), (Hereinafter CS) 

■Hie startii^-point of tim estimate is the 1985 finding of tt» Arthur D, Little 
study, 5.4 billion hours for business and individual compliance combined (CS, 
p.21), adapted as follows: 


1, The mettodology of tihe Little study—which was financed and sufHsrvised by 
the IRS-“was biased toward understating the compliance burden; missing data was 
entered as sero; seemingly 'high* figures were discarded, and so on (See CS pp. 
20-23). To control for this bias we can coipare the Little results on 
individual compliance burden with other studies of individual compliance 
burden, all of which show a higher Imrden than the Little study: 


AD Little, 1985 
Slemrod, 1982 (CS, p.23) 
Slemrod, 1989 (CS, p. 155) 
Collins, 1987 (CS, p. 23) 


1.813 billion hours 
2.13 billion hours 
3.00 billion hours 
2.02 billion hours 


The average of the Selmrod 1962 and Collins 1987 figures, 2.08 billion hours, 
gives a fair estimate of the true Individual ccMipliance cost in 1985. This 
means that the Little study figure is .87 of the true value (1.813/2.08). 

Therefore, to (^tain an unbia^d estimate of the ^tire compliance cost In 1985 
(individual and business), one neei^ to multiply the Little figure (5.427 
billion) by 1/.87, giving 6.2''billlon hours, 

2. The total number of taxpaying units affected by compliance costs is indexed 
by the total number of tax returns filed. This went from 178 million in 1985 to 
207 million in 1993 (11^ Annual Reports). This is a 2% increase per year, or a 
201 increase 1985 to 1995. 


3. Slemrod' s two comparable studies on individual tax compliance burden found 
that between 1982 and 1989, hours spent per taxpayer increased 26 percent. This 
figure probably understates the increase in business compliance burdens, but we 
shall use it to estimate the overall growth of cc^pliance burdens of businesses 
and individuals. This figure indicates a 3.7 percent increase per year In the 
compliance burden for a taxpaying unit (26t/7). Hence the estimated increase 
for the years (1985-1995) is 37% (10 x 3.7). 

Hence, to estimate the tax compliance burden in 1995 we multiply the figure for 
1985 (corrected) times the increase in the number of taxpaying units, times the 
Increase in burden per taxpaying unit, thus: 

1995 compli^ce burden 

(6.2 billion hours) x (1.20) x (1.37) = 10.2 billion hours 


James L. Payne is Director of Lytton Research and Analysis (335 Lavina Ave., 
Sandpoint, Idaho 83864) and the author of Costly Returns: The Burdens of the U,. 
S. Tax System (San Francisco, ICS Press, 1993). 
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Chairman Archer. Thank you, Dr. Payne. 

The last witness is Dr. Raboy. 

STATEMENT OF DAVID G. RABOY, PH.D., CHIEF ECONOMIC 
CONSULTANT, PATTON BOGGS, L.L.P. 

Mr. Raboy. Thank you, Mr. Chairman. 

As you know, I was originally on the competitiveness panel, and 
I am a bit out of my element with respect to compliance so I will 
stick to my original topic, which is to discuss one of the aspects of 
tax reform that may affect competitiveness, and that is the ques- 
tion of border tax adjustments. 

Under the GATT or the successor WTO, there is a system of bor- 
der tax adjustments which attempts to harmonize the cross-border 
applications of national tax systems. The GATT includes a destina- 
tion principle where goods are to be taxed in the country in which 
they are consumed rather than in the country in which they are 
produced. The result is that so-called indirect taxes like the VAT 
can be rebated on exports and levied on imports, whereas so-called 
direct taxes like income taxes or corporate profits taxes are not eli- 
gible for border tax adjustments. 

I believe there is no qualitative difference in the incidence of di- 
rect and indirect taxes, so to me the GATT distinction is unjusti- 
fied. Nonetheless, it remains after the Uruguay round and there- 
fore must be a factor in deciding what form tax revision ought to 
take. 

As compared to our trading partners, the United States relies 
primarily on nonborder adjustable direct taxes. More important, al- 
though many of the tax reform proposals before us now have quali- 
tatively similar tax bases, under WTO rules, some would be eligible 
for border tax adjustments and some wouldnT. The crucial question 
is whether it matters if we have a border adjustable system. 

In the old days many observers believed that our trade problems 
existed in large part because our exports were subject to double 
taxation while our competitors’ exports escaped taxation, at least 
partially, both at home and at the U.S. Customs frontier. Then the 
pendulum swung in the other direction and it was argued, pri- 
marily because of floating exchange rates, that border adjustments 
were irrelevant. I think the truth Ties somewhere in between. 

First, I think the proper focus for policymakers is not necessarily 
the nominal trade balance but rather the real costs, the relative 
costs that determine the individual decisions of consumers, export- 
ing companies, and companies competing with imports. Taxes are 
real costs just as surely as wages, raw inputs, energy or anything 
else, and if taxes distort decisions whether to purchase domestic 
goods or imports, to export or to sell in the U.S. market, or whether 
investments should flow to the trade sector rather than other sec- 
tors, then both the external and internal sectors of the economy 
suffer. 

The tax system should not be an implicit regulator of world 
trade. Policymakers should strive to create tax systems that are 
neutral, that don’t distort these costs. 

Let me bore you with a little economic theory. Economists a^ee 
that if you could construct an ideal VAT on an origin basis, then 
at equilibrium it would be trade neutral. They may not tell you the 
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real economic effects on trading sectors that may occur on the way 
to this equilibrium. 

These same economists tell you that at equilibrium, an ideal 
VAT based on a destination principle is also trade neutral, and not 
surprisingly in this idealized world, a switch from an origin- to a 
destination-based system would also be neutral. But even in this 
idealized world, the switch from an oririn to a destination system, 
which we would consider here, can produce some substantial trade 
flow changes during the adjustment period. Exports will increase 
and imports will decrease. 

Further, since taxes are real costs and not just nominal costs or 
illusory costs, these trade effects cannot be wiped out solely by 
nominal exchange rate movements. The magnitude of these effects 
is indeterminant as is their duration, and as such I would not 
argue that these effects, themselves, justify a tax overhaul. 

But if we are going to consider tax reform for other sound policy 
reasons, then we ou^t to adopt the destination principle and enjoy 
the shortrun trade benefits. 

In addition, given our proclivity to run trade deficits, a destina- 
tion-based tax by definition has a larger tax base and therefore you 
can have a lower rate and get the same amount of revenue. 

I would like to address a fairly thorny political issue within the 
consumption tax debate: Income distribution and how you remedy 
it. It is common wisdom that remedial measures may be necessary 
to address perceived regressivity in a consumption system, and the 
choices include exemption or zero rating of certain goods. 

Many economists have argued that such tax preferences are inef- 
ficient ways to achieve progressivity and they would prefer income 
credits or direct spending outside of a comsumption tax system. 
But I would argue that there is a compelling international ar^- 
ment to try to find a way, other than exemptions, to deal with 
regressiviW. 

Many of the items frequently listed for exemption or zero rating 
do not enter international trade. These include food, housing, medi- 
cal services and education. As a result, preferential treatment of 
these goods drives a tax wedge between trade-intensive and non- 
trade-intensive sectors. 

VAT preferences could conceivably cause investment to flow 
away from industries that compete with imports or produce ex- 
ports, and a contraction in our trade sector could result. This, of 
course, would be opposite of the competitive effect we would like to 
see from consumption-based tax reform. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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TESTIMONY OF DAVID G. RABOY 
PATTON BOGGS 

My name is David G. Raboy and I am the Chief Economic Consultant to the Washington, 
D.C. law firm of Patton Boggs, L.L.P. I am pleased to testify today on the international 
economic implications of a tax reform that would substitute a Value-Added Tax (VAT) for 
existing business taxes. It is not uncommon for there to be a divergence in views between 
academic economists and one class of economic actors whose actions economists attempt to 
study " business people. It is, of course, somewhat of an irony in our academic era; with its 
belief that business people act in their own self-interest and basically know what they are doing; 
that on some issues business people eind academic economists can apparently hold radically 
different views for long periods of time on the effects of policies. 

One of the policy issues where it is claimed that business people and those that study 
their decisions are most at odds is the effect of a VAT (or more correctly the substitution of a 
VAT for existing business taxes) on "competitiveness." The existence of this issue, of course, 
can be blamed on the GATT (The General Agreement on Tariffs and Trade), which allows a 
system of border tax adjustments. Such adjustments are allowed on "indirect taxes" (sales taxes, 
VATs, excise taxes, and the like), but not on "direct" taxes (income taxes, payroll taxes, and 
other taxes on income flows). Given a choice of adopting the "origin" principle, where taxes are 
levied on goods in countries where they are produced, or the "destination" principle, where taxes 
are levied on goods in the country in which they are consumed; the GATT adopted the 
destination principle. Indirect taxes like the VAT, which are applied directly to goods, are levied 
on imports and rebated on exports while direct taxes like the corporate income tax, which may 
indirectly enter the price of goods, are not applied to imports and not rebated on exports. 

Since the U.S. has relied on origin-based direct taxes with no border adjustments, and the 
rest of the world is more heavily dependent on indirect taxes with border adjustments, many 
business people in trade- intensive sectors have argued for transformation of the U.S. tax system, 
despite the protestations of academic economists, many of whom claim that such a 
transformation will not affect trade. Mainstream economic theory is based on the foundation that 
economic actors are "rational", i.e., they behave in predictable ways that represent their 
self-interest, based on available information. It is, therefore, a bit troubling to face the specter of 
so many rational, profit-maximizing business people blindly pursuing policies that apparently 
will not achieve their intended goals. But, maybe, the gulf is not as wide as some economists 
claim. 


My testimony will attempt to reconcile the divergent views on the trade implications of 
VATs, and to determine what the economic literature actually says about VATs, other taxes, and 
international "competitiveness." The interaction of several issues will prove crucial: 1) the 
choice of an origin- or destination- based tax system; 2) the incidence of a VAT as compared to 
other business taxes; and 3) the effects of the international monetary system. 

11. How Should We Judge Competitiveness? 

A threshold issue concerns the proper gauge to evaluate the trade implications of tax 
policy. While many focus on the trade balance, I will argue that a barometer that focuses on real 
costs is of more use. 

Relative Prices and International Trade 

The classical theory of trade states that countries trade because they are different. They 
are endowed with different levels of natural resources, labor of differing qualities and costs, 
capital, and other factors of production; or there are differences in consumer tastes. Because they 
are different, countries face different trade-offs in the types and quantities of goods and services 
they can produce, given their differing resources. In one country a class of goods may be 
relatively less costly than in another country, therefore, "comparative advantages" may exist. 

The classical theory holds that by engaging in trade with one another, countries can 
exploit others’ efficiency and better themselves. As they begin to trade the relative prices of the 
goods entering trade in each country will change, due to increased demand for each country's 
export, until relative prices are equalized somewhere between the initial pre-trade levels. At this 
"equilibrium" each country will be economically better off than it was before because there will 
have been "gains from trade." The faith that is required is that the free market will sort out the 
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best solution. Therefore countries are best served if prices of goods entering international trade 
are not distorted by government policies. But not just any prices -- relative prices. One of these 
countries could have higher absolute costs for products entering trade and the other still could 
benefit from trade. The relative prices that are of importance are expressed as opportunity costs 
— what must be given up in terms of one thing to produce another thing. 

Trade theory has come a long way in the past two decades. Whereas the classical theory 
held that trade stemmed from differences in countries, the rather embarrassing observation was 
made that almost identical countries still traded, that countries might export essentially the same 
good to each other (two-way trade), and that other occurrences could not be explained by the 
classical theory. Rather than jettisoning classical theory, however, new trade theorists added to it 
by developing notions of economies of scale in production (in order to be efficient it might not 
make sense, given the market, to have twenty countries producing wide-body aircraft or 
super-computers), and imperfect competition. These concepts, when added to the classical 
concept of comparative advantage, do fairly well in explaining trade in the modern world. 
Whereas some of the new trade theory questioned the efficacy of free trade, and most economists 
would grant that interference is warrcinted under certain situations, the dominant view of the new 
trade theorists is that, in general, the additional explanations of trade patterns enhance rather than 
diminish the potential gains from trade. Therefore, it is still appropriate to judge government 
policy as to its effects on relative prices. 

As a general principle, then, policies that artificially distort the relative prices of traded 
goods diminish economic efficiency by lessening the gains from trade. There are both internal 
and external relative prices to be considered. Economists define the "terms of trade" as the 
external price of exports of a country, divided by the external price of the goods that the country 
imports. A country is better off when the external price of exports rises relative to imports; that 
is, when the terms of trade improve; because obviously it can buy more with the same volume of 
exports " what it sells in international markets has increased in value. 

The terms of trade are not, however, the only relative prices that matter to policymakers. 
It is well known in the literature, for instance, that there are two countervailing effects of a tariff 
There is an efficiency loss from a distortion of the internal prices facing consumers and 
producers after application of the tariff which disturbs the allocation of resources, and there is an 
improvement in the terms of trade which benefits the country. For a "small" country, one which 
has insufficient market share to influence world prices, by definition no trade policy can effect 
the terms of trade. But policies will influence internal relative prices and force consumers and 
producers into decisions they otherwise would not make, thus distorting the allocation of 
resources and lessening economic efficiency. 

Therefore, this testimony will use as its gauge of the effects of policy, changes in both 
internal relative prices and the terms of trade from those that would prevail under free trade. The 
relevant question will be whether a VAT, or a VAT/other-tax-substitution, alters the internal or 
external relative prices of traded goods from those that would have prevailed under free trade. 

Why Not the Current Account? 

The current account, popularly known as the trade balance, is one component of the 
international accounts of a country. It is defined as the difference between the value of exports 
and imports plus other more minor government and nongovernment transactions. The current 
account is measured in nominal units of a nation's currency. 

The second basic account is the capital account which is essentially the net of capital 
inflows and outflows (both private and public). Capital outflows include government currency 
reserves and other assets, and private assets such as stocks and bonds issued by foreign 
companies and governments. Capital inflows are basically official foreign government purchases 
of home country assets and private purchases of domestic assets by foreigners. 

These two accounts comprise the balance of payments, which is simply an accounting 
identity which reflects all monetary inflows and outflows. By definition this identity must 
always be in balance; that is, any deficit in the trade balance must be made up by a capital inflow 
of equal magnitude. The excess of imports over exports must be paid for by bonowing money 
from foreign entities in one form or another. Since the balance of payments must always 
balance, it also defines the demand for a nation's currency when exchange rates are free to float. 
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Because U.S. assets and goods must be purchased with dollars, exports and capital inflows 
constitute the demand for dollars. Similarly, imports plus capital outflows define the supply. 

The best way to illustrate that the current account is not a good gauge for policy is to take 
an issue that everyone can agree on, and compare the analysis of that issue with respect to the 
current account or relative prices. Everybody can agree that tariffs distort trade. All economists 
agree that tariffs artificially distort the internal relative prices facing consumers and producers 
and therefore change the allocation of resources from what would exist under free trade. All 
economists also agree that if a country is relatively large, a tariff will change the external terms 
of trade. Further, there is virtually universal agreement among academic economists that, except 
in rare situations, tariffs make the world less efficient and less well off, and therefore tariff 
increases are generally opposed. 

So in an era of floating exchange rates, all else held constant, what happens to the 
nominally denominated current account if one country increases its tariffs? Absolutely nothing. 
Nothing can change the trade balance unless it also changes the capital account because the 
decrease in import demand will cause a dollar appreciation unless capital outflows increase. The 
trade balance, the current account, is merely an accounting mechanism that measures items in 
nominal terms. There is no necessary correspondence between it and changes in the real 
economy, the allocation of resources, or economic efficiency. Tariffs are real costs, involving 
the extraction of real resources. The effects of this extraction cannot be masked by changes in 
strictly nominal phenomena, such as the movement in nominal exchange rates. For this reason, 
the effects of tax and trade policies on real relative prices are the preferred analysis route. 

Of course, the trade balance will continue to be a politically explosive issue. It is the 
most publicly accessible image of our trading relationships, and has become politically tied to 
such issues as the "export of jobs," and some general feelings concerning our standing in the 
world. Therefore, following an analysis of the effects of VATs on relative prices, the current 
account will have to be revisited. 

III. Origin- Versus Destination-Based Taxes 

Much of the debate on the trade effects of a VAT concerns the prospect of substituting a 
VAT for other "taxes on business," including the corporate income tax and the employer portion 
of payroll taxes. The first issue that must be considered is whether the choice of an origin- or 
destination-based system has any trade implications. 

The Methodology 

The standard methodology used to investigate the effects on relative prices of a VAT 
involves a general equilibrium model where all results are reported after the world has fully 
adapted to a tax change, and no mention is made of what happens during the period of 
adjustment. It makes a crucial assumption that the country being studied is relatively small; that 
is, its world market share is sufficiently small that it has no power to affect the world prices of 
traded goods. By definition, therefore, nothing the country does in terms of policy changes can 
influence the external terms of trade, but tax changes can affect the internal relative prices of 
traded goods facing domestic producers and consumers. These relative prices are what are 
tested, at equilibrium, for the effects of VATs or other taxes. 

It also assumes that the test country, and the rest of the world, produces three goods. The 
first good produced by the country is consumed domestically, but also can be exported 
(exportable). The second domestically produced and consumed good competes with imports 
from the rest of the world (importables). The final good is produced and consumed domestically 
and is neither exported nor does it face potential import competition (non-traded). 

For equilibrium to occur in these models, three conditions must be satisfied. First, the 
domestic seller of the exportable good must be receiving the same return, after-tax, in both the 
home market and the external market. Obviously, if this were not the case, sellers would divert 
sales to where the after-tax returns were higher, and the positive or negative change in domestic 
supply in the home market would cause the domestic price to adjust until after-tax prices were 
equalized in the home and external markets. By definition, the world price is fixed, so that the 
domestic price of the exportable would be the price that changes to make sellers indifferent 
between the domestic and external markets. Second, the price of the domestically produced 
importable good, including tax, cannot be any different than the price of the import, including 



193 


tax. Otherwise consumers would shift to the cheaper version until demand changes caused the 
domestic price to adjust to restore equilibrium. Third, domestic supply of the non-traded good 
must equal demand for there to be equilibrium. 

There is one final assumption that these models make. To isolate the relative price effects 
of tax changes and allow changes in producer or consumer income to be ignored, it is assumed 
that all tax revenue is distributed to consumers and/or producers in a non-distorting way that 
makes them whole for any additional tax liability. Thus, relative price changes, which alter 
incentives and therefore change economic behavior, are the only subjects of the analysis. 

Assume that initially tlie home (small) country has no tax system. It is irrelevant what the 
rest of the world has because it is assumed that world prices are given and fixed regardless, but it 
causes no problem to stale that the rest of the world has destination-based VATs. In the initial, 
free-trade equilibrium, the world price of imports into the home country and, therefore, also of 
the domestically produced importable is 10. The world price of the good that is exported is 15. 
If follows that both the internal and external relative price of exportables (exports) to importables 
(imports) is 1.5. 

Origin-Based Taxes 

This example will show that there is no change, at equilibrium, in any relative prices 
when a country with no prior tax system imposes an origin-based tax. An origin-based tax 
applies to exportables consumed domestically, actual exports, importables produced and 
consumed domestically, but not to imports. Therefore, in the home country that imposes an 
origin-based VAT levied at 10 percent, a seller of exportables is constrained in world markets by 
the world price of 15. Thus at equilibrium, in order to sell into the world market, his return must 
be reduced to about 13.64 so that after the tax is levied, the seller can meet the world price. Of 
course, the same price applies to exportables consumed domestically so arbitrage will result in an 
equilibrium where the return to the seller is also 13.64 and consumers pay an after-tax price of 
15. Because there is no tax on imports, they continue to enter the home market at 10, so 
domestic sellers of importables, at equilibrium, will have reduced their pre-tax price to about 
9.09, in order to remain competitive with imports. 

There is no change in the relative price facing consumers because exportables still cost 15 
and imports and importables still cost 10. Similarly, there is no change in the relative price 
facing producers because sellers receive 13.64 for exports and 9.09 for importables, leaving the 
ratio of returns unchanged. For both consumers and producers, the relative price ratio of exports 
(exportables) to importables remains 1 .5 . 

Because at equilibrium, none of the relative prices facing consumers or producers have 
changed after the imposition of the origin-based VAT, the opportunity cost at equilibrium of 
producing exportables (in terms of foregone importables) is exactly the same as before the 
imposition of the tax, so there is no incentive to alter the pattern of trade. In other words, the 
vat is entirely neutral in its long-run effects on trade. 

Destination-Based Taxes 

What if the country had imposed, instead, a destination- based tax at the same 10 percent 
rate? This example shows that, as in the case with the imposition of an origin-based tax, the 
imposition of a destination-based lax would cause no change in relative prices, compared to the 
no-tax scenario. Looking strictly at the outcome at equilibrium the following would be true. 
Exporters would be charging and receiving 15 per unit on the world market because the tax 
would be rebated. Because sellers must make the same return in the home and external markets, 
the VAT on exportables would be passed forward so that the after-tax price facing consumers 
would be 16.5 and sellers would receive 15. The world price of imports is still 10, but now the 
VAT would apply at the border, so consumers would face an after-tax price of 1 1 . Domestic 
sellers of importables would also receive 10 so that the after-tax price is 1 1 . 

What are the relative prices of traded goods at equilibrium under the destination- based 
tax? For consumers, exportables cost 16.5 and imports (importables) 11. The relative price is 
still 1 .5. Of course, since the sellers of exportables and importables are receiving returns equal to 
world prices, the sellers' relative price also remains at 1.5. Thus, under both the origin and 
destination-based VATs, the relative prices of traded goods ai equilibrium are exactly those that 
prevail under free trade. Both versions are trade-neutral. 
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The Switch 

What happens if a country decides to substitute a theoretically ideal destination-based 
VAT for an existing ideal origin-based one? This is the central question relevant to the 
trade-effects debate. Under the assumptions of the models reported here, it is obvious that the 
move from a system that is neutral to another that is also neutral results in no long-run trade 
effects, at equilibrium. But simply viewing the equilibrium result does not provide the whole 
picture. What it does say is that if policy makers decide, for whatever reason, to move to 
destination-based ideal taxes, they need not concern themselves with a deteriorated trade 
situation. There are, however, some potentially significant short-run benefits that would accrue 
to industry sectors that engage in international trade. 

The process of moving from the origin-based system to the destination-based one 
involves some short-run changes in levels of exports and imports. In order to see this, we must 
look at the "first-order" changes in relative prices; that is, the prices that prevail the instant after 
the tax change is implemented, before sellers have changed their prices. Then we can predict 
how behavior will change in the interim period before equilibrium is restored. 

Under the origin-based tax, producers of exports (exportables) were charging 15 on the 
world market but, because of the tax, only receiving 13.64 in private return. The instant after the 
destination- based tax goes into effect, exporters will receive rebates for the tax, so the private 
return will increase to 15. In the first order, exportables consumed domestically are still sold to 
consumers at 15, but sellers are receiving 13.64 because of the tax. Clearly, there is an incentive 
for sellers to shift from domestic sales to exports. Also, since returns have gone up for the 
producers of exports (exportables), investment may flow to that sector. 

To the producers of importables, initially nothing has changed. By definition, they have 
not changed their price and the tax is still the same. Therefore the first-order relative price of 
exports to importables for sellers has increased to 1.65. This change in relative prices 
subsequently provokes changes in behavior which restore equilibrium to the relative price level 
dictated by world prices over which the country has no influence. One of the changes has 
already been described. Exports will increase due to the higher returns to exports relative to sales 
of exportables domestically. As the supply of exportables decreases, the price will be bid up by 
consumers until the pre-tax price equals the world price and exporters are indifferent between 
selling domestically or exporting. 

Similarly, consumers will find imports more expensive due to the imposition of the 
border lax that previously only applied to domestically produced importables. Thus the demand 
for importables produced domestically will increase relative to imports and the pre-tax price of 
importables wilt rise. This, of course, increases the short-run profits of importable sellers and 
encourages the commitment of resources to that sector. The pre-tax price will increase to the 
world price at which point consumers will be indifferent between imports and importables. 

When ail the adjustments have been made, the relative price of exports (exportables) to 
imports (importables) will once again be 1.5 for both sellers and consumers. Trade-neutrality 
will be restored and there will be no influences on relative prices that deviate from those that 
would exist under free trade. But along the way several things will have occurred to a greater or 
lesser extent: profits to exporters and sellers of importables will have increased by some amount, 
new resources will probably have flowed to the trade sector of the economy, exports will have 
increased by some amount, imports will have decreased by some amount, and there will have 
been exchange rate changes. The magnitude of these effects is uncertain, as is their duration, but 
from the standpoint of a business person involved in a trade-intensive sector, the results are 
positive. 

Of course, the existence of short-run positive trade effects in and of itself is no reason to 
change a tax system, given the uncertainty of the trade effects and the administrative and 
compliance costs associated with the tax change. But there are many other reasons to overhaul 
the existing tax system and replace it with a more economically efficient one. If policy makers 
engage in tax reform, they ought to base the new system on a destination principle so that, in 
addition to the economic benefits that justify the change in the first place, some short-run trade 
effects are enjoyed. Since ultimately both ideal origin and destination based systems are trade 
neutral, the tax change ought to include the switch to a destination system so as to benefit the 
traded goods sector in the short-run. 
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IV. VATs and Other Business Taxes 

Incidence 

The short-teim trade effects that result from shifting from an origin- to a 
destination-based tax will only occur if the new tax has a similar incidence to the one it is 
replacing. I have argued previously that the incidence of existing business taxes must be 
qualitatiyely similar to that of a VAT. The reasoning goes like this. At root, a VAT, regardless 
of its form (credit, subtraction, addition), is a tax on a company's value added. This in turn is 
equal to the sum of payments to the factors of production: wages and benefits to labor; and 
interest, dividends, and capital gains to capital. 

Business taxes today include the corporate income tax, payroll taxes, and the individual 
income tax for non-corporate business. Regardless of the interminable debate on the incidence of 
the corporate income tax, there are theoretical similarities between its base, and the capital 
portion of value-added. Most important, the corporate income tax is a tax on the competitive 
return to equity capital and therefore is a component of variable cost. As such, the corporate 
income tax is not dissimilar from ad valorem taxes which also shift a firm's cost curves. Clearly 
payroll taxes are also similar to the labor component of a VAT. 

Although there are obvious differences; interest is not taxed to corporations but to 
individuals, non-wage compensation escapes taxation; the aggregate bases of business taxes 
today add up to a value-added base with a great deal of preferential treatment. A basic tenet of 
public finance economics is that the initial point of taxation does not determine a tax's incidence. 
Our general belief is that taxes with identical bases, regardless of the point of taxation, must have 
the same incidence. Thus it is difficult to rationalize that a VAT, with a qualitatively similar tax 
base to the existing hodgepodge of business taxes, would not also have a qualitatively similar 
incidence. As long as the incidence is similar, the short-term trade benefits just described will 
occur. 

Other Relative Price Effects 

There are other aspects of a VAT/business tax substitution that may affect comparative 
advantage. In classical trade theory, one explanation of comparative advantage that is frequently 
cited is relative factor intensity, which in turn can be traced to relative factor cost. Some 
economists have argued that replacing the corporate income tax with a VAT would significantly 
lower the cost of capital in the United States. 

V. Tax Preferences and Long-Run Trade Effects 

In the last sections, the role of non-traded goods was ignored. The economic literature 
concludes, however, that a VAT will have adverse trade effects if preferential lax treatment; such 
as exemptions, zero-rating, or a lower tax rate; is afforded to non-traded goods. Since many of 
the goods in existing VAT systems that receive preferential treatment do not enter international 
trade, the analysis of preferential treatment must include consideration of the trade effects. 

The intuition is straight-forward. Consider an example where non-tradeables are 
zero-rated. If a VAT applies to traded goods but not to non-traded goods, the relative prices of 
exportables to non-tradeabics and importables to non-tradeables would increase. Having the tax 
apply to tradeable but not to non-tradeables introduces a tax wedge between the two sectors. 
Either the cost to consumers of importables and exportables relative to non-tradeables has 
increased and/or the returns to businesses of importables/exportables relative to non-tradeables 
have decreased. In either case the result is a reduction of consumption of tradeables relative to 
non-tradeables and/or a relative decrease in investment flowing to the tradeable sector. Strictly 
because of a tax-induced relative price change, the tradeable-goods sector will contract. 

This is a serious issue for policy makers when you think of the types of goods that don't 
enter international trade. Examples include housing, medical care, education, many types of 
food sold for home consumption, and other goods. The standard proposals to exempt or 
zero-rate housing, food, medical care, and welfare activities would apply to non-traded goods. 

Preferential treatment for some goods and services as a remedy for perceived regressivity 
has been criticized on a number of grounds. It is generally agreed that exemption, zero-rating, or 
lower rates arc extremely inefficient and costly ways to redress regressivity; and that it is 
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preferable to seek remedies outside the VAT system through income tax credits or transfers. It is 
also apparent that preferential treatment causes economic inefficiency by distorting consumer 
and producer choices across industries. Now a third and compelling reason has been added to 
oppose narrowing of the VAT base. The effect will be a long-term deterioration of a nation’s 
trading position. 

VI. The VAT, The Current Account, and Exchange Rates 

Throughout this testimony, the role of economic efficiency and tax policy has been 
stressed. It has been argued that the proper gauge for tax policy as it effects trade should be the 
relative prices of traded goods, and that the point of comparison should be the relative prices that 
would obtain under free trade. Further, these relative prices cU'e real prices and the tax effects 
real as well. Taxes represent extractions of real resources just as surely as energy costs or labor 
costs. Purely nominal phenomena, like exchange rates, cannot mask fundamental real changes in 
costs. 


This would seem fairly obvious in the case of other costs facing businesses. What would 
be the effect of a discovery by one country of a process to manufacture steel with half the 
electricity previously required? That country's steel industry would certainly enjoy an 
enhancement of its competitive position because the cost of producing steel relative to other 
domestic goods would drop as would the real costs of producing steel domestically relative to 
foreign produced steel. All else held constant, the comparative advantage (or disadvantage) of 
steel production would change. It would be a strange conclusion indeed if this innovation was 
completely nullified by exchange rate changes resulting from an increase in demand for the 
country’s steel. 

Taxes on output are no different from a cost stand point than per unit electricity costs. 
Taxes can only be remitted if steel is sold, and the returns foregone to pay the tax. It is as if a 
certain level of physical production is transferred to the government. This is not a monetary 
phenomenon. To argue otherwise is to assume that the entire economy is suffering from money 
illusion. 

Policymakers will continue to focus on the trade balance where exchange rates do matter. 
And thus the statement that is currently in vogue — that lax policy cannot affect the current 
account — must be investigated. My conclusion is that it would be very difficult to predict the 
effects on the trade balance from a VAT/other tax substitution. First, the view that such a change 
would not affect the trade balance is predicated on the belief or assumption that tax changes do 
not affect international capital flows. Second, this view is also dependent on the notion that 
exchange rates are primarily a function of traditional trade and capital flows whereas the reality 
is that exchange rates are more influenced by asset trades than by traditional trade flows. This 
means that the change in the expectations of currency traders following (or in anticipation of) a 
tax change will be more influential to exchange rates than currency demand changes associated 
directly with exports and imports. 

"All Else Constant" 

First, we must be clear about what is meant by the statement that tax policy cannot affect 
the current account. It is based on the balance of payments accounting identity that essentially 
states: 

EXPORTS - IMPORTS = CAPITAL OUTFLOWS - CAPITAL INFLOWS 

The statement that tax policy (or tariff policy for that matter) can't effect the trade balance is 
predicated on the assumption of ceterus paribus - all else held constant. In this case, the "all 
else" that is being held constant is capital flows. Not surprisingly, if the right hand side of the 
equation, net capital flows, is held constant, then there can be no change in the left hand side. 
The balance of payments is set in nominal units of currency. So, for example, if a tax change 
increased the demand for exports, ceterus paribus, the dollar must appreciate to restore (he left 
hand side to the same nominal position as previously. 
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Capital Flows 

It is conceivable that the "all else held constant" assumption is of less use here for policy 
makers than with respect to most other economic issues. It may be very difficult to find things to 
hold constant because of the complex interactions of taxes and international investment 
decisions. There is a thriving literature on the effects of tax policy on international capital flows 
that runs the gamut of "no effects" to "large effects." And the various levels of effects feed 
through diverse conduits such as deficit reduction or tax-induced changes in savings and 
investment, all of which would directly affect net capital flows. 

The point here is not to argue who is right or who is wrong. It is merely to illustrate that 
there are several paths by which a VAT can affect capital flows, and therefore the exchange rate. 
But possibly more important to the determination of exchange rates than actual changes in 
domestic savings due to teix changes are perceived effects ir the eyes of foreign-exchange 
traders. In fact, the perception of fiscal and monetary policy to currency traders may be the 
dominant force in exchange rate determination in this regard. 

Expectations and Exchange Rates 

If exchange rates were primarily influenced by changes in the demand for imports and 
exports, then a VAT change which affected trading patterns would have a predictable effect on 
exchange rates. But exchange rate determination is much more complicated, relating primarily 
to the actions of traders who view foreign exchange as an asset to be traded in its own right. 
Foreign exchange trading world-wide grew from $200 billion per day in 1986 to $500 billion in 
1989. This growth cannot be explained by differences in merchandise trade or capital flows 
associated with investment in tangible assets. In fact, these latter transactions may account for 
only 5 to 10 percent of foreign exchange trading. 

The overwhelming majority of foreign-exchange transactions are done by investors who 
view foreign exchange, itself, as an asset. Foreign exchange assets primarily take the form of 
liquid interest-bearing instruments, and are therefore a component of net capital flows in the 
balance of payments. Foreign exchange determination is driven by people who hold 
foreign-exchange as assets, and their transactions are dependent on their expectations. These 
expectations could easily change in anticipation of a major tax change but it is difficult to predict 
the net effect on exchange rates. Anybody who feels confident predicting what the expectations 
of foreign exchange traders would be following the announcement of a major tax reform 
including a VAT deserves the Nobel Prize in economics (or to be drummed out of the profession, 
I am not sure which). 

Look at all the countervailing items that could affect a trader’s perceptions. If the trader 
perceives that the demand for exports is going to increase and/or the demand for imports is going 
to drop, he or she may predict a dollar appreciation. But if part of the VAT is used for deficit 
reduction, he or she may anticipate a dollar depreciation due to decreased U.S. borrowing. 
Similarly, if he or she anticipates that tax reform is going to lead to greater domestic saving, a 
dollar depreciation prediction may seem appropriate. But if the expectation is for increased 
capital inflows due to better investment opportunities, an appreciation may be the better 
prediction. The sum of all of the fiscal policy ramifications of the VAT/other-tax substitution 
will determine the expectations of the traders that buy foreign bonds and have more to do with 
exchange rates than the buyers and sellers of real goods and services. And we haven't even 
discussed monetary policy! 

Monetary Policy 

It is well known that domestic monetary policy, not just central bank exchange activity, 
exerts a primary influence on exchange rate motion. In fact, the expectation of monetary changes 
affects current and forward exchange rates. 

What monetary policy might accompany, or be expected to accompany, a major tax 
reform including the addition of a VAT? The conventional wisdom is that the Fed would 
accommodate the VAT by increasing the money supply, even when a VAT is used to replace 
other taxes. Thus, against the expectation of an increased demand for exports (and all the 
possible countervailing effects involving capital flows) we have an expansion, anticipated or real, 
of the money supply to accommodate a supply-shock in the amount of the tax rate times the 
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entire domestic economy, many multiplies of any conceivable change in the demand for exports. 
An anticipated increase in the money supply, of course, exerts downward pressure on the dollar. 

The point is that all of the potential effects of fiscal and monetary policy will combine to 
influence the expectations of foreign exchange investors. In all likelihood, these investors are far 
more important to exchange rate determination than the buyers of sellers of exports and imports, 
and their expectations more important than the direct effects on exchange rates from increases in 
domestic saving, or from reductions in the Federal deficit. Since the expectational effects on 
exchcuige rates contain so many countervailing forces, it would probably not be wise to base 
one’s predictions on the effects of a VAT on the current account on an "all else held constant" 
assumption. 

What’s the Answer? 

Professor Carl Shoup pointed out that the notion that exchange rate changes would wipe 
out any tax-induced cost effects was not new. He referred to the 1953 Tinbergen Report to the 
European Community of Coal and Steel. This report, set against a controversy as to whether to 
adopt a destination or origin based sales tax, presented the "equivalence theorem" which stated 
the view that tax-induced trade effects would be eliminated by floating exchange rates. Shoup 
notes that the equivalence theorem was challenged contemporaneously, primarily along the lines 
noted in this testimony. 

Everything that goes around comes around. So if a policymaker views the current 
account as the proper target to judge tax policy, what is he or she to make of the claim that a 
'/AT-based tax reform cannot affect the current account because of exchange rate adjustments? 
The last word belongs, appropriately, to Shoup; 

Accordingly, the only tenable position in our present state of 
knowledge is to assume that the destination and origin principles are 
neither equivalent nor wholly disequivaicnt (to coin a word), and that a 
move from the origin principle to the destination principle will probably 
increase exports and decrease imports somewhat, but not by as much as 
the tax rate alone might indicate. This statement may not be of much 
help in designing tax policy, but it at least avoids the errors iniierent in 
taking cither of tlie extreme positions. 

VIL Conclusions 

This testimony has considered various aspects of the debate concerning the trade effects 
of a substitution of a VAT for other business taxes in light of both the economic literature and 
putative gulf between the beliefs of a wide range of business people and academic economists. 1 
have argued that lax policy should be judged in terms of distortions in the relative prices of 
traded goods, rather than nominal changes in the trade balance. This is based on the view that 
undistoned relative prices provide the greatest possibility for gains from trade. 

Based on my reading of literature, I believe the following conclusions are warranted: I) 
at equilibrium, both an origin and a destination-based VAT are neutral in their effects on the 
relative prices of traded goods; 2) switching from a pure origin-based VAT to a pure 
destination-based VAT would cause exports to increase in the short run and imports to decrease. 
At equilibrium, however, relative prices would return to the neutrality position that existed under 
free trade; 3) if preferential VAT treatment is afforded classes of goods and services to redress 
regressiviiy, the most likely affected goods will be those that do not enter international trade. 
The results of zero-ratings, exemptions, or preferential tax rates for non-traded goods will be a 
contraction of the traded goods sector, and a worsening of the U.S. terms of trade (an adverse 
distortion of relative prices); 4) although a VAT is neutral with respect to relative prices, taxes 
that may be replaced by the VAT may distort the relative prices of traded goods through artificial 
distortions of factor costs, and intertemporal distortions. Therefore, at least in the short run, a 
VAT/olher-tax substitution may remove sorne existing distortions in the relative prices of traded 
goods; and 5) the effects of the VAT/other-tax substitution on the current account are 
unpredictable, due to the overwhelming influence on capital flows of foreign-exchange traders, 
whose expectations will be influenced by countervailing aspects of tax policy as well as by 
monetary policy. The view that exchange rate appreciations will wipe-out any demand 
influences on exports or imports is based on a narrow assumption unsustainable in real 
international financial markets. 
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Chairman Archer. I want to thank each member of this panel 
for excellent presentations and would like to inquire — Dr. Rabov, 
we heard from two other witnesses that border adjustability really 
doesn’t affect trade balances and you have taken sort of a middle 
ground position in saying that it can have an impact on trade bal- 
ances. I wish I had had time to ask the other witnesses because 
I honestly cannot understand in a commonsense way how if you 
can sell your product at a reduced price, that that does not give you 
an advantage. 

If you have lower labor rates than another country and as a re- 
sult your product is priced below what that product can be manu- 
factured for in another country, does that not have an effect on 
your trade balance? 

Mr. Raboy. Absolutely. 

Chairman Archer. If you can remove the expense of govern- 
ment, is that not the equivalent of reducing labor expenses that are 
built into the price of the product? 

Mr. Raboy. I think it is. 

Chairman Archer. Why is it that if you reduce the price of the 
product by reducing one category of expense, which is the cost of 
government, that it is different and offset by exchange rates com- 
pared to if you had a lower wage rate and thereby had a lower 
price on your product? 

Mr. Raboy. Mr. Chairman, we are in complete agreement. Taxes 
are real costs, just like having a higher wage rate, a higher elec- 
tricity cost, or an increase in the cost of steel. To me it is illogical 
to believe that purely monetary phenomenon like exchange rates 
can mask real effects on the economy like taxes or wage rates or 
the cost of electricity. 

I think that people focus on an accounting identity in our bal- 
ance-of-payment system that states that the demand and supply of 
money have to be equal at all times, and that is true. Then they 
make another leap that says tax policy may affect the demand for 
exports and imports but it can’t have any effect on the way we in- 
vest overseas or here. By definition, if you hold one side of the ledg- 
er constant, you can’t change the other side. 

So their argument is that nothing can change the trade balance 
unless you affect capital flows. In reality, what happens is ex- 
change rates are extremely complex. There are billions and billions 
of dollars of exchange trade. Only 5 to 10 percent of that trade is 
associated with transactions we know as merchandise trade or even 
long-term investments. What really determines exchange rates is 
what the guys trading these exchange bonds think. 

I certainly would not want to predict how they would react to a 
major tax overhaul. There are enormous countervailing effects on 
the policy side, on the capital flow side and on the monetary policy 
side. I think the best assumption is, since we know that taxes are 
real effects, they have to affect trading decisions. 

Chairman Archer. Let me further pursue this question of border 
adjustability with you. As long as we have an income-based tax, 
whether it be a flat tax or a very complex one as we have today, 
how can that possibly be legally border adjustable under the now 
WTO, for this reason: 
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I tnav be in a business that produces widgets and I may have 1 
year where I don’t pay any taxes because I don’t have any income. 
I have got a break-even business. Do I get to deduct the flat tax 
percentage from the price of that product when it is shipped over- 
seas? How do I determine what I am able to remove from the price 
of my product as long as it is in any way income-based from a tax 
standpoint? Do I have to submit my tax return to the Customs De- 
partment and then determine what percentage is going to be re- 
moved from the price of that product when it is sold overseas? If 
my product is in competition with another widget producer in the 
United States who may have large taxable income and more prof- 
its, is the waiver at the border or the adjustment going to be the 
same? How does that work? 

Mr. Raboy. There are two issues. One is economical: Is there an 
economic difference between two taxes that have identical bases, 
like an Armey flat tax versus a VAT? 

The second is an administrative question. In order for a tax to 
be border adjustable under the GATT, you have to be able to iden- 
tify the tax component of the good and take it out of taxable 
amounts. You can do this with a subtraction method value-added 
tax. You can do it with a credit invoice value-added tax. You cannot 
do it with the Hall-Rabushka type of flat tax where income taxes 
are paid at one level and profits taxes are paid at essentially the 
other. 

Even if we disagreed with the GATT distinctions, nonetheless 
they constitute the GATT rules that came out of the Uruguay 
round and we are stuck with it. 

Chairman Archer. Even if that could be changed by force 
majeure of the United States of America, you would still have the 
complexity as to the amount of tax on that item based on what 
your income happened to be in a particular year, and would you 
use last year’s income tax return, whereas this year you might not 
have any income at all that is taxable. 

To me, it seems like it would not be workable. Yet, there seems 
to be doubt in the mind of other witnesses as to whether it might 
be border adjustable. 

Let me move on to two other things. Dr. Hall, you mentioned a 
flat tax and then you mentioned a pure income tax. What is the 
difference between a flat tax and a pure income tax? 

Mr. Hall. Essentially it has to do with the taxation of capital in- 
come at the individual level. The flat tax essentially takes invest- 
ment income and taxes it at the source, unlike the current income 
tax. Essentially it gets into a tax base itself. How do you calculate 
your taxes? Is it a cash flow or accrued income? That is the point. 

Are you taking your total receipts and subtracting off all pur- 
chases or are you trying to in fact match income, what dollar was 
earned using what dollar of expenses? And therein lies the prob- 
lem. 

Chairman Archer. What is a pure income tax, in your mind? 

Mr. Hall. I am not sure I can answer that concisely right now. 

Chairman Archer. You used the term. 

Mr. Hall. I think what I was attempting to point out was a 
properly administered income tax that did not treat differentially 
any type of capital income and also adjusted for all of the effects 
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that inflation has on the timing issues associated with an income 
tax, an accrued income tax base. 

Chainnan Archer. Finally, I want to ask the difference between 
Dr. Payne’s analysis of the cost of compliance and your analysis of 
the cost of compliance. Dr. Hall, and Fortune’s, which gets up to 
almost $600 billion. He is at SSOO^and-some-odd billion and you are 
$136 billion, I believe you said. What are the differences? 

Mr. Hall. It is fairly easy to explain. Mine are strictly financial 
costs, strictly dollar outlays for paperwork burden. As I understand 
it, Dr. Payne includes a great deal of other types of costs. Mine is 
simply filling out tax forms, understanding the law, getting legal 
advice, that type of thing; none of the litigation, none of the oppor- 
tunity costs, simply financial costs. 

For the entire Federal tax system, I estimate $200 billion and for 
the income tax alone, $140 billion. I think Dr. Payne’s analysis is 
a correct way. We have just concentrated strictly on financial costs 
because they can be easily demonstrated and are high enough 

Chairman Archer. Would you argue with Fortune’s estimate? 

Mr. Hall. I believe Fortune got their estimate from Dr. Payne. 

Chairman Archer. Would you argue with that? 

Mr. Hall. No. 

Chairman ARCHER. So we can assume if you consider all aspects 
of administration, compliance, litigation, every aspect of maintain- 
ing this method of raising revenue, that it is legitimate to say that 
it is a cost of $592 billion per year? 

Dr. Payne. Yes. The biggest component there is what the pre- 
vious panel was talking about, the marginal excess burden. This is 
the lost production owing to people not working, not investing be- 
cause they are deterred by the tax system. 

Chairman Archer. How would you quantify that element? 

Dr. Payne. I took — this was the figure in the Ballard, Chovin 
and Wiley study, the 1985 American Economic Review study. The 
marginal cost for them was 33.2 percent and the average cost was, 
I think, 23 percent. 

Chairman Archer. But what dollar amount figure would that be 
in the $592 billion? 

Dr. Payne. Just about half of it. 

Chairman Archer. Thank you very much. 

Mr. Gibbons. 

Mr. Gibbons. Mr. Chairman, I was waiting for someone else to 
be here, I want to thank Dr, Raboy. I am appreciative of his input. 

Dr. Hall, I was listening to your testimony. You said there were 
three principal types of taxes that were being considered here and 
then you mentioned a business transfer tax, I think you may be 
calling my value-added tax proposal a business transfer tax, I have 
a simple subtraction method value-added tax. 

Mr. Hall. I did not mean to imply that. I talk about the flat tax, 
U.S.A. tax and the retail sales tax. I call the flat tax and U.S.A. 
tax a direct tax and the value-added tax a retail sales tax. 

Mr. Gibbons. You seem to assume that in a value-added tax you 
have to have different rates. 

Mr. Hall. No, sir. I said that is the major source of complexity. 

Mr. Gibbons. I agree with you. That is all the questions I have. 
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Chairman Archer. Mr. Hancock will inquire and also will tem- 
porarily preside over the hearing. 

Mr, Hancock [presiding]. Thank you, Mr. Chairman. 

Dr. Adams, I have read your book and in fact I recommended it 
to a lot of people. I am also glad to point out that 1 am glad that 
you believe in the capitalistic system because I tried to buy 200 
copies and you wouldn’t give me a big enough discount and I 
couldn’t afford it. Maybe if we could get the tax change, I could buy 
enough copies to send to the Missouri State Legislature. 

I didn’t realize until I read your book that the scribes that Christ 
ran out of the temple were the tax collectors. I didn’t know that 
until I read your book. I never had thought about it. I thought they 
were just keeping records. I didn't realize that those were the tax 
collectors. 

One of my staffers pointed out after he read the book, which I 
recommended that he do, and your book about the dynasties and 
the power of the tax collector ruining dynasties, monarchies, he 
pointed out they have just recently started telling the Queen of 
England that she has to start paying income taxes now. If they had 
been doing that all along, we might have had a different situation 
there. 

The present tax law — I kind of like your idea about burning tax 
records — ^you know, dead men tell no tales; bum the tax records. 
If it wasn’t for the computer systems that we have now, we couldn’t 
have a tax law like we have. We would be the world’s largest book- 
keeper if it weren’t for computers. There aren’t enough man-hours 
around to keep records if it weren’t for computers. 

With that, how do you get rid of it? Is it possible to do what the 
Chairman said, pull it out by the roots and start over? 

Mr. Adams. I think he is right. In fact, using your reference to 
ancient Egypt, some people asked me for a comparable tax system; 
I say go back to Egypt. The scribes even counted the eggs in the 
pigeon nests and went into the houses of the housewives and tried 
to check and see if they were using free drippings from their cook- 
ing. 

I think that while we may think that our computers and our 
high technology creates a fairly monstrous tax bureau, I think the 
scribes of Egypt were everywhere, inspecting and snooping and re- 
cording. 

I am reminded of Adam Smith in ‘Wealth of Nations.” He gave 
the four signs of a bad tax system. We got all four. The first one 
he said is a large, cumbersome bureaucracy to administer the tax 
law. That is bad. 

The second thing that he said about a bad tax system is it dis- 
courages enterprise and denies jobs to the multitude. It is interest- 
ing that he was concerned with jobs. 

The third factor of a bad system is it encourages evasion. 

And fourth, he said it puts the taxpayer through odious and vex- 
atious examinations by the taxman. Of course, there is the audit. 

You can’t find many redeeming factors in the tax system that we 
have in comparing it to the historical past and to the great minds 
that created our country. 
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Mr. Hancock. You mentioned the Mayan empire went down the 
tube because they felt they were being overtaxed and disappeared 
into the jungle. 

Mr. Adams. One of the great taxmen in America said that, James 
Eustice, a professor at NYU. That is probably just his guess, but 
it may be true. 

Mr. Hancock. Certain people in this country now that are even 
mving up their citizenship — I don't approve of it and I know we are 
liable to hear some comments on it — but giving up their citizenship 
to where they can move their assets out of this country. We have 
people moving between States now, quite a lot of it in fact, to re- 
duce their tax burdens. Isn't that kind of parallel with what your 
historical evaluation 

Mr. Adams. One point is that many historians believe that more 
people emigrated to America from Europe to avoid Europe's hated 
tax system than for any other reason. 

One of the things in my book I am proud of, is an old front page 
of a brochure in 1630 in Amsterdam advertising for passage to New 
Amsterdam, which is New York, and the title in Dutch is “Free- 
dom.” If you read the pamphlet in Dutch, which my Dutch friends 
have read for me, it was “freedom from taxes.” 

So there was a great immigration. Now you see it going the other 
way. One of the points that I have made, remember little sayings, 
I would say that patriotism is soluble in taxes. Think about that. 
That might explain why people do leave and why people did come 
here; because America was a great tax haven. That is what built 
this country, 

Mr. Hancock. Thank you. 

Mr. Rangel. 

Mr, Rangel. Some would say America still is a great tax haven. 

Mr. Adams. Say that again? 

Mr. Rangel. Some would say America still is a great tax haven. 

Mr. Adams. A lot of people say that and there is truth in it. 

Mr. Rangel. Notwithstanding the Chairman’s comment that peo- 
ple leave the United States to avoid taxes, that shouldn't influence 
anybody to change the tax system, do you think? 

Mr. Adams, It depends on the exodus. If it is the last one to 
leave, turn out the lights 

Mr. Rangel. The Chairman referred to a specific number of peo- 
ple — are you familiar with the case the Chairman referred to? 
Campbell Soup— a dozen people that made several billions of dol- 
lars, they have moved to the Bahamas, It is a crummy thing to do, 
and he certainly doesn't support it, but I don't believe that we 
should even think about changing our system to accommodate a 
group of people that think so little of the United States that they 
would leave. 

If the exodus was the kind that you referred to in your book that 
would cause people to leave their native country, that is different. 
You haven't seen any exodus from the United States based on the 
unfairness of this system, have you? 

Mr. Adams, I think professionally we do from time to time, but 
not mass exodus. 

Mr. Rangel. Substantial? 
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Mr. Adams. There are a number of people that leave for any rea- 
son. 

Mr. Rangel. You have found a number of people sufficient to 
record that because of the unfairness of the tax system as they see 
it they would leave the United States? 

Mr. Adams. I had a little talk with former IRS Commissioner 
Shirley Peterson, an IRS Commissioner, now in private practice, 
and I asked her, had the IRS ever made a study on the number 
of Americans who were leaving to avoid taxes? And she said, No, 
we have never made a study. But she said. Since I have been in 
private practice, I sure have got a number of inquiries. I will have 
to leave you with that. 

Mr. Rangel. Not to worry. I am not going anywhere. Thank you. 
It is a very good book. 

Thank you, Mr. Chairman. 

Mr. Hancock. Mr. Johnson. 

Mr. Johnson of Texas. Thank you, Mr. Chairman. 

Dr. Hall, you talked about multiple rates concerning sales tax. 
What do you mean by that? 

Mr. Hall. For example, you would have a zero rate on food and 
a positive rate on golf balls and golf clubs. 

Mr. Johnson of Texas. You are presuming that a sales tax or 
any kind of consumption tax would have variable rates or 

Mr. Hall. No. I am not assuming that at all. I meant to point 
out that for any indirect tax, of which a retail sales ^ or VAT 
taxes are, multiple rates are the key source of complexity to those 
systems. 

Mr. Johnson. But if you had a single rate on everything 

Mr. Hall. Then the complexity part would be diminished. 

Mr. Johnson. And that is uniformity, and I think Mr. Adams 
talks about uniformity in his book, too, to some degree. 

How would you view the continuation of various Federal excise 
taxes in the context of a flat tax proposal, since both are essentially 
a consumption tax? 

Mr. Hall. I think a good case could be made that if in fact the 
flat tax is administratively simpler, that all Federal taxes should 
be rolled into one tax system. That would dramatically simplify 

Mr. Johnson of Texas. You are saying if a flat tax were im- 
posed, you would do away with all other taxes? 

Mr. Hall. Yes. 

Mr. Johnson of Texas. All of them? 

Mr. Hall. Yes. 

Mr. Johnson of Texas. Mr. Adams, you did talk about uniform- 
ity in your book. You know, this morning we heard some comments 
about a police state, the Gestapo-like tactics of our IRS, which 
makes it I guess one of the reasons it falls into those four bad cat- 
egories you spoke about, a tax to evade, so to speak. 

What do you mean by uniformity? 

Mr. Adams. I remember when Mr. Rabushka and I guess Mr. 
Hall wrote the article in the Wall Street Journal about 12 or 13 
years ago. I think the first article that they wrote they didn’t use 
the word flat tax but used the word uniform rate tax. I always 
thought that was the correct name. I don’t like the name flat be- 
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cause it is a dead word. I like the word uniform because the Con- 
stitution says taxes are supposed to be uniform. 

When that case came up before the Supreme Court, it was con- 
sidered to be the leading case of the year and the Supreme Court 
dismissed it as a one liner. The major law reviews and the major 
leading tax scholars in America thought that the real issue of grad- 
uated rates was whether or not they violate the uniformity com- 
mand in the Constitution. I think they do. 

I think the Supreme Court has the last word on it, but I think 
they made a mistake there like they made a mistake on segrega- 
tion because they made uniformity the same for everybody. If you 
go back to the Convention that was drafting the Constitution, the 
first draft said the taxes would be common to all, and then they 
said “uniform and equal.” They ended up with “uniform.” 

What they were trying to do was to prevent America from having 
a tax system that was then existing in France when there were all 
kinds of exemptions and immunities and privileges. They wanted 
this to be a country in which the rates were uniform and common 
to all. 

We have breached that only because the Court let us do it. I 
think the Court let us do it because at the turn of the century, we 
were seduced by the philosophy of socialism. Nobody was ever se- 
duced by communism. That came by rape. But socialism has been 
a seductive idea and it is dead now. We spent a whole century 
proving it was a dumb idea. 

Mr. Johnson of Texas. Kind of like a flat tax? I think you are 
right when you say that the income tax is the mother of all taxes, 
and I appreciate that comment. 

Thank you, Mr. Chairman. 

Mr. Hancock [presiding]. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

Dr. Raboy, is that proper pronunciation? Would you pronounce it 
for me? 

Mr. Raboy. Raboy. Actually, three different family members pro- 
nounce it different ways. 

Ms. Dunn. Do they? I don’t feel so bad. Thank you. 

I wanted to ask you a couple questions having to do with trade. 
I am on the Trade Subcommittee, and I would like to know your 
impression of how well our current tax system is suited to the goals 
that we have in trade and economic policy for the United States. 

Mr. Raboy. Well, I don’t think it is very well suited at all for a 
large variety of reasons. I think there is an inherent bias in our 
Tax Code against capital investment, productive investment, and 
that by definition has to hurt our trading situation. 

I think it is unfortunate that the rest of the world has adopted 
border adjustable consumption taxes as their primary form of reve- 
nue, and the United States hasn’t. Now, that is not to say that the 
imposition of a consumption tax on a border ac^ustable basis is a 
panacea for trade. But simply, it harmonizes our system. It means 
that the rules are fair, they are predictable, and trade thrives in 
that type of a situation. 

Ms. Dunn. What sorts of changes in tax policy would you see our 
adopting that would encourage greater exports? 
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Mr. Raboy. 1 think that any of the tax proposals before this Com- 
mittee that eliminate the double taxation of savings and invest- 
ment income will by definition increase the productivity of our ex- 
port sector and lead to greater competitiveness on the part of the 
export sector. 

I also believe that we should adopt the destination principle. We 
should not forgo that opportunity. The switch from an origin-based 
system to a destination-based system will cause exports to increase 
somewhat in the short run. 

One final cautionary note is that when we are considering adopt- 
ing a consumption-based system, there are many who believe that 
there should be various exemptions for food, housing and education 
and those sorts of things, to address perceived or real regressivity. 
And I think it is important that regressivity be addressed. 

I would simply encourage that it be done outside of the VAT sys- 
tem. Because otherwise you will create a privileged sector that 
doesn't enter into international trade, primarily housing, education, 
and medical care. They will become tax-preferred entities. As a re- 
sult, investment will flow into those sectors, rather than into the 
export sector or the sector that competes directly with exports. 
That could do us some damage. 

Ms. Dunn. OK, great. Thank you. 

I would like to ask the panel to answer a couple of questions I 
encountered when I was talking with constituents from my district. 
One is that the consumption-based tax would unfairly hit senior 
citizens who had been through their income-producing years, paid 
their income taxes, had planned for their future and now they are 
on mixed incomes, then they are faced with a large, 15 or 17 per- 
cent, whatever it is, sales tax on products they buy. 

What would we do under this tax system or what should we do 
under this tax system to protect people like that? Anybody who 
cares to answer. 

Mr. Hall. Well, it is essentially a tradeoff between — essentially 
what you are talking about are key transitional issues, and no mat- 
ter what system we adopt, you are going have these transitional is- 
sues. And they are going to, at least in the short term, create com- 
plexities. 

Under the flat tax, just as an example, though, the couple you 
described may or may not have any tax liability at all. The retail 
sales tax would affect them, and if you choose to exempt them in 
some fashion, then you are going to just simply create more com- 
plexity. However, you know, this is an equity-complexity tradeoff. 

The U.S.A. tax system has essentially addressed this question in 
its preliminary transition rules, and once again it is an equity ver- 
sus complexity tradeoff. 

Ms. Dunn. OK Anybody else care to answer that one? 

And then. Dr. Hall, could you please explain to me, I have been 
in and out of this hearing all day, how you handle — once again, 
please explain how you handle mortgage interest on home owner- 
ship so that we could continue some policy of encouraging home 
ownership? 

Mr. Hall. Well, I think part of the problem is that we are in fact 
encouraging home ownership over and above other types of invest- 
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ment. And that may be an interesting policy matter, but it is in 
fact a tax distortion. 

The question, the real question is once again a transition ques- 
tion. People have bought their homes with the knowledge that they 
will have this interest deduction, and if you are taking it away 
from them or you remove it from the tax system entirely, then that 
will have an immediate impact on the net worth of their home. And 
that could cause problems. 

As a simple matter, simply the financial aspect of losing the 
home interest deduction, if you lower the tax rate enough, you sim- 
ply buy them out. Their tax bill is lower, even without the home 
interest deduction. 

Ms. Dunn. Anybody else care to comment on any of those ques- 
tions? 

Thank you. 

Mr. Hancock. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Dr. Raboy, I wonder if you could comment on something that Dr. 
Hufbauer touched on in his testimony. And I think he had one 
viewpoint on this. If we fail to adopt a border tax, what impact 
would you anticipate that will have on exchange rates? 

Mr. Raboy. If we fail to? 

Mr. English. Yes. 

Mr, Raboy. Again, I think that the effect on exchange rates is 
indeterminative. It would be almost impossible to predict it, be- 
cause in order to answer that question, I have to put myself in the 
mind of an exchange trader. A^at is important is not what hap- 
pens to the actual amounts of goods and services crossing the bor- 
der, but what is going to go on in his mind. Because what goes on 
in his mind affects 80 to 90 percent of the foreign exchange trade. 

So if we do nothing, then what the exchange trader is going to 
look at is the other components of the tax system, and he is going 
to ask himself, How is that going to affect investment in this coun- 
try versus overseas? How is that going to affect what the Fed de- 
cides to do to the money supply? So I hate to punt on that one, but 
I am not sure I could give you a prediction. 

Mr. English. No, I appreciate it. 

Dr. Hufbauer also testified — and I would like to read a portion 
of his testimony and get your comment — the fundamental reason 
for border tax adjustments is neither to alter the Nation’s trade 
balance, nor to find a substitute for exchange rate adjustments. 
The fundamental reason for border tax adjustments is to deal with 
the burden on sectors that are more heavily taxed under the new 
system than the old. 

Any TBA system will impose higher taxes on many business 
firms than the current corporate income tax, both because some 
firms pay little or no tax under the current present complicated 
system and because under some TBA systems, a larger portion of 
wage taxes will be paid at the corporate level. 

I wonder if you would either concur or dissent from that and 
comment on it. And what sectors do you think would be adversely 
impacted under the new tax system? 
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Mr. Raboy. ok. Well, as a general rule, if you go to a consump- 
tion-based tax system, then companies that are more capital inten- 
sive clearly benefit relative to the situation they were in before. 

Mr. English. That would include steel, energy? 

Mr. Raboy. Yes. 

Mr. English. Heavy manufacturing? 

Mr. Raboy. Petrochemicals, all those industries. 

Now, having said that, though, I believe that these countries are 
currently in a situation of bias. In other words, the Tax Code is bi- 
ased against capital-intensive industries. So by going to a border 
a^ustable or even a nonborder adjustable consumption tax, essen- 
tially what you are establishing is neutrality, so that firms are nei- 
ther benefited nor harmed if they choose to use labor or use capital. 

Mr. English. Thank you. 

Dr. Hall, Dr. Boskin in his testimony spoke to the complexity 
issue as it applied to the U.S.A. tax, indicating that it would be a 
more complex tax than some other alternatives because of the need 
to track assets. Would you care to comment on that? 

Mr. Hall. Yes. Well, that is in fact true. Under the — essentially 
what, if I could contrast the flat tax with the U.S.A. tax 

Mr. English. Please do. 

Mr. Hall. The reason the flat tax is administratively simpler is 
because it goes under what is called a prepayment approach. It 
taxes all income immediately, and then — at the individual level. It 
taxes all wage and income immediately, and then never taxes any 
income earned on savings and investment. So capital gains, inter- 
est income, dividends are never taxed at the individual level. So 
there is no reason to have to track all those assets because you 
have prepaid. 

Under the U.S.A. tax system, you tax wages and nonwage in- 
come, and by so doing — and also, and the key feature of what 
U.S.A. stands for, you have the unlimited savings allowance. 

So because of the unlimited savings allowance, you in fact have 
to document what you have saved — you in effect have to prove your 
net saving for the year, and by undertaking that exercise, there is 
a greater complexity. 

Mr. English. Dr. Hall, one thing that leapt out about your testi- 
mony as I reviewed it is where you talk about the compliance costs 
to small U.S. corporations with assets of $1 million or less. And 
that as a group, these small corporations have had to pay a mini- 
mum of $382 in compliance costs for every $100 they paid in the 
income tax. 

Could you get a little bit into the methodology for calculating 
that, and how solid an estimate is that? It is a stunning figure. 

Mr. Hall. Yes, it is. Essentially it is very simple. It is an IRS 
fi^re that — and all I simply did was apply a labor cost figure to 
wnat the IRS calculates, which is an hourly burden. If you take es- 
sentially the hour — the time cost burden of complying with form 
1120, which is the corporate income tax form, and you multiply it 
by a labor cost of $39 a hour, roughly speaking, or I mess for 1991 
it was somewhat less than that, and you simply multiply that fig- 
ure by the number of corporations that have $1 million in assets 
or less, you come up with a figure of roughly $15 billion. 



209 


Well, you can also track through IRS records what those compa- 
nies paid in income tax and it was roughly $4 billion. So we have 
a compliance cost to tax paid ratio of roughly 382 percent. 

Mr. English. Thank you. 

And I would like to thank all of the panelists. This has been very 
enlightening. 

Thank you, Mr. Chairman. 

Mr. Hancock. Mr. Gibbons, would you like to inquire? 

Let me express my appreciation to the panel. It has been very 
informative. We appreciate the conciseness of your remarks and 
the directness in answering the questions that the Committee has 
asked. 

The Committee stands in recess until 10 o’clock tomorrow. 

[Whereupon, at 3:11 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Wednesday, June 7, 1995.] 




REPLACING THE FEDERAL INCOME TAX 


WEDNESDAY, JUNE 7, 1996 

House ok Represeotatives, 

Committee on Ways and Means, 

Washington, D,C. 

The Committee met, pursuant to call, at 10 a.m,, in room 1100, 
Lon^orth House Office Building, Hon. Bill Archer (Chairman of 
the Committee) presiding. 

Chairman Archer. The Committee will come to order. I would 
like to ask our guests and staff and press to please take seats so 
we may commence. 

This morning we are continuing the second day of hearings on 
replacements for the current income tax system, and we of course 
will have another full day of hearings tomorrow. 

[The opening statements follow:] 

Opening Statement of Hon. Bill Archer 

Today we hold the second of 3 days of hearings on replacing completely our cur- 
rent tax system. Yesterday we heard from several witnesses Aout the problems of 
our current system and some broad guidelines for framing a replacement. Today we 
will hear from the administration its position on fundamental tax reform. We will 
also have presented two of the major replacement alternatives, the value-added tax, 
which will be advocated by the distinmished Ranking Democrat on the Committee, 
Sam Gibl»ns, and the US.A. tax which is advocated by Senators Domenici and 
Nunn. 

Opening Statement ok Hon. Jim Ramstad 

Mr. Chairman, thank you for calling this series of hearings on one of the most 
critical economic policy issues facing our Nation. 

The current Federal income tax imposes huge costs on the American people. The 
time and money spent complying with Federm tax requirements is staggering. An 
IRS-commissioned study completed in 1985 concluded that the 5,4 billion hours of 
work expended by taxpayers for filing business and individual returns amounted to 
24.4 percent of income tax revenues — a sum of $159 billion. 

More recently, economists Robert Hail — who we*ll hear from tomorrow — and Alvin 
Rabushka have estimated that direct compliance costs — both in filing and in buying 
expert advice — exceed $100 billion. Direct planning costs exceed $35 billion and rev- 
enue lost to the Treasury because of tax evasion exceeds $100 billion. 

Economists widely believe that there are five desirable characteristics of any tax 
system: Econonuc efficiency, administrative simplicity, flexibility, political respon- 
sibility and fairness. Our current system scores low marks in each of thes^ areas. 

\^ile today's witnesses support different ways to reform our Tax Code, it is im- 
portant that we recognize the epneat degree of agreement — near unanimity — on the 
need to fundamentally overhaulthe current system. 

Again, Mr. Chairman, thank you for calling this series of hearings. I look forward 
to hearing from our distinguished guests ana ta moving forward to improve the sys- 
tem for aU taxpayers. 
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Chairman ARCHER, We commence this morning with a represent- 
ative from the Treasury, Assistant Secretary for Tax Policy, Les 
Samuels, who will be our first witness. 

Les, if you would like to proceed. We are not going to strictly 
hold you to it, but as you know, if you can keep your oral presen- 
tation to within 5 minutes, we would appreciate it; and you of 
course can submit your entire written statement for the record. If 
you feel constrained that you have to go beyond 5 minutes, then 
certainly we will be pleased to accommodate that. You may pro- 
ceed. 

STATEMENT OF HON. LESLIE B. SAMUELS, ASSISTANT 

SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE 

TREASURY, ACCOMPANIED BY ERIC TODER, DEPUTY 

ASSISTANT SECRETARY 

Mr. Samuels. Mr. Chairman, I would first like to introduce Dep- 
uty Assistant Secretary Eric Toder, who is accompanying me today, 
and I do have a longer written statement for the record, and I 
would like to summarize it. 

Chairman Archer. Welcome, Mr. Toder. 

Mr. Toder. Thank you. 

Mr. Samuels. Mr. Chairman, at the outset I want to congratu- 
late you for calling this very important hearing. Frustration with 
our tax system is unacceptably high. We are committed to working 
with Congress to address this serious problem. An excellent way to 
improve our tax system is to consider alternatives. Thus, I am 
pleased to discuss today proposals for fundamental tax reform. 

Several plans have been introduced that would replace all or part 
of the income tax and payroll taxes with a tax on consumption. 
These reform proposals originate in part from frustration with the 
complexity of our existing system and concerns about our national 
savings rate. 

The most important reason to consider replacing the income tax 
with a consumption tax is the change could increase savings and 
capital formation, and thereby raise our standard of living in the 
long run. Depending on how it is designed, a consumption tax could 
also improve economic efficiency and simplify the tax system. 

Regardless of how they are collected, consumption taxes have one 
element in common — ^they tax income only when it is spent on 
consumer goods and services, or in other words, they exempt in- 
come from new saving from tax. 

The proposals that are currently under discussion include Rep- 
resentative Armey’s and Senator Specter’s plans to adopt a two- 
part rate consumption tax in place of the current corporate and 
personal income taxes. Representative Gibbons has proposed a sub- 
traction method VAT in place of the corporate income tax, the pay- 
roll tax, and most of the individual income tax. Senators Nunn and 
Domenici propose to replace the individual and corporate income 
taxes with two consumption taxes: A flat rate tax on businesses 
and a progressive rate individual consumed income tax. In addi- 
tion, Mr. Chairman, you have indicated that you would replace the 
present income tax with a national retail sales tax or a VAT, 
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As with all tax proposals, these reform ideas should be carefully 
evaluated according to their ability to achieve fundamental tax pol- 
icy objectives — ^fairness, efficiency, and simplicity. 

Reforms should also include rules to reduce windfall gains and 
unexpected losses during the period of transition to a new system. 
Consumption tax proposals, in particular, may require special tran- 
sition rules to prevent taxing consumption from previously taxed 
income, which could impose severe tax burdens on elderly Ameri- 
cans. In this regard, I would note that when many economists talk 
about an ideal consumption tax, they postulate that in order to ob- 
tain maximum efficiency, all existing wealth would be taxed as 
part of a transition to a new system. 

Also, it is widely acknowledged that consumption tax proposals 
will need special rules for certain sectors, such as financial services 
businesses. Another issue is coordination with State and local gov- 
ernments which depend heavily on retail sales taxes for revenues. 

The current Federal income tax promotes widely held social and 
economic goals, such as home ownership, private charitable giving, 
and provision of medical insurance by employers. We expect that 
a new consumption tax would still promote social and economic 
goals. But continued use of the tax system for these purposes 
would greatly lessen the possibilities for simplification and tax rate 
reduction from replacing our current system with a broad-based 
consumption tax. 

Moving from one system to another would be complex and costly 
and would create both intended and unintended winners and los- 
ers. It would also change asset values, and the levels of prices and 
wages. 

Mr. Chairman, we recognize that the current U.S. income tax 
system has many defects, and we welcome discussion on how to re- 
form it. But radical changes to the tax system involve major costs 
and risks. Replacing the entire income tax system with a consump- 
tion tax would be a grand experiment of applying theory to a prac- 
tical application that no other country in the world has chosen to 
undertake. Proponents of these plans must, therefore, overcome a 
si^ificant hurdle — they must show that it is worthwhile to conduct 
this experiment on the world’s largest and most complex economy. 

I will briefly comment on four issues: Distributional effects, ef- 
fects on saving, costs of compliance, and the treatment of existing 
wealth. 

A consumption tax would typically place a higher burden on low- 
and middle-income families than an income tax with the same rate 
structure. In this regard, eliminating the tax on income from new 
capital benefits high-income families because they receive the bulk 
of capital income. 

Chart 1 we have up on the board shows the distributional effect 
of replacing the revenue of corporate and personal income taxes, in- 
cluding the earned income tax, with a broad-based consumption tax 
with no exemptions and a revenue neutral flat rate of 14.5 percent. 
This baseline proposal is the simplest and most regressive form of 
consumption t^. It would increase Federal taxes for families in the 
first four income quintiles and cut taxes for families in the highest 
income quintile. 
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There are, of course, a number of ways to make consumption 
taxes less regressive or even proCTessive. European countries re- 
duce the regressivity of value-added taxes by exempting specific 
goods and services or taxing them at lower rates. This approach 
does not make the VAT much less regressive, however, because the 
tax relief from exempting specific goods and services is not directly 
tareeted to low-income families. 

Consumption taxes that are collected wholly or in part from indi- 
viduals can be more easily made progressive than those collected 
solely from businesses. This can be achieved by providing standard 
deductions for low-income families or graduated rates. 

Chart 2, that we are just putting on the board now, illustrates 
the effect of including a standard deduction and personal exemp- 
tion in a general consumption tax. It shows the distributional effect 
of replacing the individual and corporate income tax with a modi- 
fied flat tax. This has a standard deduction of $24,700 for joint re- 
turns and a $5,000 personal exemption. The revenue neutral flat 
rate is 22.9 percent. 

Under this version of the flat tax, the aggregate aftertax income 
for the top quintile would still be 1.6 percent higher than under 
current law, a net tax cut, and the aggregate aftertax income for 
the group of families in the first four income quintiles would still 
be 1 to 2.2 percent lower than under current law, a net tax in- 
crease. 

Chart 3 compares the progressivity of the current Federal system 
with the modified flat tax I just described. It shows that current 
law is progressive — effective rates rise with each income quintile. 
The modified flat tax is progressive through the fourth income 
quintile. Compared to present law, the effective tax rate decreases 
from 24.5 to 16.4 percent for families in the top 1 percent of the 
income distribution. This decrease in tax burden occurs because 
under the flat tax proposal, income from new savings and invest- 
ment is not taxed. 

Addressing regressivity is a key challenge in designing a con- 
sumption tax that will not add burdens to low- and middle-income 
families. Thus, in analyzing any of the proposals, the first question 
to be asked — is it fair? Compared to the current system, who will 
be the winners and the losers? 

Consumption taxes will not tax the return to new savings and in- 
vestment. An income tax does tax this return and thereby discour- 
ages savings and investment to some degree. Consequently, one 
might expect that replacing the income tax with a consumption tax 
would encourage domestic saving and capital formation. 

The national savings rate in the United States has declined in 
the eighties compared to the previous three decades, due to a de- 
cline in private saving and increases in the Federal budget deficit. 
We consider the low rate of U.S. savings to be a very serious con- 
cern. But we must ask ourselves how much the proposals under 
public discussion would help. The decline in savings does not ap- 
pear directly related to changes in tax policy. Marginal tax rates 
were lowered substantially during the eighties and new saving in- 
centives were introduced, but the overall private savings still fell. 

How much would substituting a consumption tax for the income 
tax boost total private savings: If the aftertax rate of return on 
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savings goes up, individuals may increase saving for future con- 
sumption. Most s^tistical research by economists, however, finds 
that the effect of increasing the rate of return on savings is small 
or negligible. 

Our current income tax includes incentives for employers to pro- 
vide retirement savings plans for all of their employees — ^incluoing 
low-income employees. The incentives for employers to establish re- 
tirement plans would be weakened under a consumption tax. 

Simplification of the tax system is a very important goal of many 
tax reform proposals. We strongly support this goal. A simpler tax 
system would lower compliance costs for taxpayers and administra- 
tion costs for the government. 

One source of complexity in our current income tax, the measure- 
ment of capital income, would be largely absent under a consump- 
tion tax. Three other important sources of complexity — provisions 
to distribute the tax burden equitably, rules to measure the con- 
sumption component of business income properly, and the provi- 
sions that use the tax system to advance certain social and eco- 
nomic policies — would continue under any consumption tax. 

For example, suppose it is desirable to have a consumption tax 
that continues to promote home ownership. Because consumption 
taxes, unlike income tax, would exempt interest income from tax, 
continuing to allow a deduction for mortgage interest paid would 
encourage homeowners to incur additional borrowings beyond their 
financing needs. Rules to prevent this type of tax arbitrage would 
be complex and difficult to enforce. 

Some commentators have suggested that a switch from the 
present income tax to a simpler consumption tax would promote 
compliance from the underground economy. This benefit may be 
easily overstated. The reporting of income and sales from illegal ac- 
tivities is unlikely to be affected by changes in the tax system. In- 
centives for not reporting income or sales from informal activities 
would also remain under a consumption tax. 

A yeiy significant issue in converting to a consumption tax sys- 
tem is deciding how to treat the return to wealth that was accumu- 
lated out of aftertax income under the income tax. For example, 
without a transition rule for past savings, a retiree who accumu- 
lated $100,000 in savings out of aftertax income before the imposi- 
tion of a consumption tax would be taxed on withdrawals from that 
account that are for consumption. 

An exemption for existing wealth may be desirable to relieve the 
tax burden on individuals with accumulated savings, many of 
whom are elderly. However, it would also require higher tax rates 
on wage income and reduce much of the gain in economic efficiency 
that are predicted from a consumption tax. In this respect, transi- 
tion rales are not merely an inconsequential technical issue. How 
existing wealth is treated during the transition could have material 
economic effects. 

We are not at this time convinced that the case for completely 
replacing the income tax with a consumption tax is compelling. The 
most frequently cited economic benefit of such a change, an in- 
crease in private savings, is uncertain and could be small. Savings 
incentives within the existing income tax can increase savings 
without replacing the entire system. 
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The fairness of replacing the income tax with a consumption tax 
is also a concern. Moving to a flat rate consumption tax would in- 
crease the tax burden on low-income and lower the tax burden on 
high -income families. Efforts to improve the progressivity of con- 
sumption tax proposals would result in complexity. In addition, the 
effects of switching to a consumption tax on wage and price levels, 
interest rates, and the value of existing assets, including homes, is 
uncertain. 

In examining consumption tax proposals, it is inappropriate to 
compare a theoretically ideal consumption tax and the income tax 
system in place today. Instead, we should analyze a consumption 
tax that is likely to emerge from the political process. Exclusions 
would be made under a consumption tax, and those exclusions 
would reduce the economic benefits of the proposals and increase 
complexity. 

We commend efforts to develop consumption tax proposals that 
are proCTessive and revenue neutral. We are concerned, however, 
that su^ a consumption tax could be excessively complex. 

Mr. Chairman, we look forward to working with the Congress on 
improving our system. We believe that greater weight should be 
given to simplification in evaluating tax reform proposals than has 
been given in the past. A simpler tax system would lower compli- 
ance costs for taxpayers and administration costs for the govern- 
ment. We will mve serious consideration to proposals that would 
meet the tax policy objectives set forth in my testimony — proposals 
that would simplify the tax system and improve economic incen- 
tives without sacrificing revenue or fairness. 

While the debate is in process, simplification should also be given 

g reater weight in evaluating changes to our existing tax ^stem. 

ast year, the House of Representatives passed the Simplification 
and Technical Corrections Act. We ask the Committee to consider 
this legislation. 

Mr. Chairman, that concludes my remarks and I would be 
pleased to answer any questions you or Members of the Committee 
may have. 

[The prepared statement follows:] 
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Mr. Chairman and Members of the Committee: 

Introduction 

I am pleased to discuss today proposals for fundamental reform of the tax system. 
During the last two years, several proposals have been made that would replace all or part of 
the income lax and payroll taxes with a tax on consumption. The conceptual proposals under 
current discussion include Representative Armey’s and Senator Specter’s plans to adopt a two- 
part flat consumption tax in place of the current corporate and personal income taxes, 
Representative Gibbons’ plan to adopt a subtraction method value-added tax (VAT) in place of 
the corporate income tax, the payroll tax, and most of the individual income tax, and a plan by 
Senators Nunn and Domenici to replace the individual and corporate income taxes with two 
consumption taxes: a flat- rate tax on businesses and a progressive -rate individual consumed 
income tax. In addition, Chairman Archer would replace the present income tax system with 
a national retail sales tax or a VAT. Some of these proposals have been introduced as bills, but 
we understand that some of them are not yet in final form. 

The interest in consumption taxes apparently arises for several reasons. The most 
frequently cited benefit of moving from a system that taxes income toward one that taxes 
consumption is that a consumption tax will improve saving rates and capital formation, and our 
standard of living in the long run. Proponents of consumption taxes also argue that a 
consumption tax would improve economic efficiency — and thereby increase national output — 
and simplify the tax system. Some supporters of consumption taxes point out that most of our 
major trading partners rely more heavily on consumption taxes, panicularly VATs, and that 
adoption of a VAT in the United States would be more compatible with international practices. 

Mr. Chairman, we recognize that the current U.S. income tax system has many defects, 
and we welcome the discussion on how to reform it. Since radical changes to the tax system - 
especially changes that would completely replace the existing system -- involve costs and risks, 
they should be carefully evaluated according to their ability to achieve the fundamental objectives 
of a tax system - fairness, efficiency, and simplicity. We believe a tax system should: 

• raise sufficient revenue, 

• distribute the burden of taxes equitably, 

• avoid excessive intrusion of tax considerations into private economic decisions, 

• promote economic prosperity and growth, 

• and limit the costs to families and businesses of complying with the tax and the 
costs to the government of administering it. 

Reforms should also include rules to reduce windfall gains and losses during the period of 
transition to a new system. Consumption tax proposals, in particular, should address the effect 
of the transition on the tax burden of the elderly, should include rules for the treatment of certain 
hard-to-tax economic sectors, such as financial institutions, and should address the coordination 
of a Federal consumption tax with State and local retail sales taxes. 

In addition to these general tax policy objectives, the Federal income tax has, over the 
years, been used to promote widely-held social and economic goals, such as home ownership, 
private charitable giving, and provision of medical insurance by employers. It is likely that 
these goals would continue to be seen as pursuits worthy of preference under a reformed tax 
system. To the extent that a reformed system is to be used to promote social and economic 
goals, possibilities for simplification and tax rate reduction would be materially reduced. 

The strongest argument for a consumption tax is that it will probably increase saving and 
Investment, but the amount of any increase is highly uncertain and could be small. Other ways 
of increasing national saving - such as further deficit reduction or expanding saving incentives 
within the income tax — can be used to further this objective either more surely or with less 
overall disruption than a wholesale replacement of the existing income tax. 

Replacing the income tax with a consumption tax also raises concerns about fairness, 
because many consumption tax alternatives would increase the tax burden on low- and middle- 
income families. Efforts to improve the progress! vity of consumption taxes would require 
significant increases in costs of compliance and administration. Moving from one tax system 
to another would also be complex and costly and would create both intended and unintended 
winners and losers. It also would change asset values, and the level of prices and wages. 
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Replacing the entire income tax with a consumption tax would be a grand experiment of 
applying theory to a practical application that no other country in the world has chosen to 
undertake. Proponents of these plans must, therefore, overcome a significant hurdle - they must 
show that it is worthwhile to conduct this experiment on the world’s largest and most complex 
economy . 

The remainder of my testimony will describe (i) various types of consumption taxes, (ii) 
the distributional and economic effects of replacing the income tax with a consumption tax 
(including the international aspects of the proposals), (iii) some issues related to specific 
economic sectors that would have to be addressed in implementing a consumption tax, (iv) 
observations about simplifying the tax system, (v) the effect of some consumption tax proposals 
on the underground economy, (vi) coordination of proposals with State and local retail sales 
taxes, and (vii) transition issues. 

Background 

Imposing taxes on the basis of income (whether from labor or the return to savings and 
investment) arises from the principle that an equitable tax system should take into consideration 
the variation among individuals’ ability to pay taxes. The "ability-to-pay" principle is often 
understood to mean that a tax should be progressive with respect to income; that is, the portion 
of income that is paid in taxes should rise as income rises. A broad-based income tax with 
graduated tax rates, as in the United States and other advanced economies, satisfies that 
criterion. An income tax need not have graduated rates, however. A flat-rate income tax 
applied beyond some base level of income would be progressive, but not to the same degree as 
a graduated- rate tax. 

What is a consumption tax? 

As an alternative to income-based taxes, consumption taxes are levied only on income 
that is spent on consumer goods and services; or, in other words, income that is saved is exempt 
from tax. Within this definition, broad-based consumption taxes can be administered in a 
number of ways. They can be collected wholly from businesses, either on final sales to 
consumers or on the value-added by all businesses at each stage of production. They can be 
collected in part from businesses and in part from wage-earners by allowing businesses to deduct 
wages and taxing them at the individual level. They can be collected wholly from individuals 
by modifying the current individual income tax to allow taxpayers to claim a deduction for all 
net saving. Furthermore, the statutory rates under a consumption lax can be flat, or they can 
differ across individuals or across different types of consumption. And a consumption tax that 
is collected from businesses can be broad-based, or it can exempt certain goods and services or 
businesses from tax. 

Consumption taxes that are collected from individuals exempt income that is saved from 
tax in one of two ways: (1) by allowing a deduction from an income base for income that is 
saved and adding to the tax base the amount dissaved, or (2) by including compensation in the 
tax base and exempting the return to savings (interest, dividends, and capital gains). To see how 
exempting income that is saved is equivalent to exempting the return to savings, consider the 
effect of each approach on a taxpayer who begins a year with $100 of wage Income and wishes 
to postpone all consumption for five years. The taxpayer saves all of his after-tax wage income 
in the first year and earns a five percent annual return on his savings. At the end of five years, 
he withdraws his principal and accumulated interest and spends it. In each year, the tax rate is 
28 percent. 

In the first case, the taxpayer is allowed a deduction for net saving, but is taxed on net 
withdrawals from savings. The taxpayer deposits his SI 00 of wages in a savings account. He 
deducts $1(X) from his taxable income, leaving him with zero taxable income and zero tax 
liability. His after-tax consumption in the first year is also zero . Because the taxpayer reinvests 
Che interest income on his savings, he owes no tax on the interest income during the next five 
years. In the fifth year he withdraws $127.63: his original savings of $100 plus interest of 
$27.63. At a lax rate of 28 percent, his tax due on $127.63 of taxable income is $35.74. His 
after-tax consumption is $91.89 . 
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In the second case, the taxpayer must pay tax on his wage income and receives no 
savings deduction. He pays $28 of tax on his $100 of wage income and deposits the remaining 
$72 of after-tax income in the bank. He has zero after-tax consumption in the first year. Over 
the next five years, his interest income is exempt from tax. In the fifth year he withdraws 
$91.89, his original savings of $72 plus interest of $19.89. His taxable income is zero, and his 
after-tax consumption is $9U9 . Assuming that the taxpayer is in the same tax bracket during 
the five-year period, exempting the return to saving results in the same pattern of after-tax 
consumption as allowing a deduction for income that is saved, leaving the taxpayer indifferent 
between the two approaches. 

Consumption taxes that are collected from businesses grant an immediate deduction for 
purchases of new capital stocks (including machinery, buildings, land, and inventory). This 
immediate deduction -- or *expersing" -- effectively eliminates the tax on the return from new 
investment. A consumption tax that is collected in part from individuals and in part from 
businesses would allow businesses to expense capital purchases and. under the individual tax, 
either exempt income that is saved or exempt the return to savings. The combination of these 
mechanisms ensures that income from capital - the return to saving and investment - is untaxed 
at any level. 

Relieving new saving and rww investment from tax is seen as the primary bei^fit of 
taxing consumption instead of income. Because the after-tax return to savers will increase, 
families will have an incentive to save more. But exempting the return to new saving reduces 
the tax base, requiring higher tax burdens on wage income. Moreover, because low-and middle- 
income households typically do not save as large a percentage of their incomes as higher-income 
households, flat rate consumption uxes are regressive - effective tax rates decline as family 
incomes rise. Addressing regr^ivity problem is a key challenge in designing a consumption 
tax that will not add to tax burdens of lower- and middle-iiKome families. 

While the key feature of a consumption tax is that it exempts income from new saving 
and investment, it should also be noted that many forms of consumption lax would reduce the 
number and types of deductions allowed to businesses. In general, a business- level consumption 
tax will allow deductions only for payments made to other businesses. Therefore, wage 
payments and the cost of non-pension employe fringe benefits — such as employer-provided 
health insurance - State and local taxes, and payroll taxes would generally not be deductible to 
businesses, The disallowance of deductions for fringe benefits and for the employer ponion of 
the payroll lax under some proposals represents a "hidden" tax on employees, since most 
economists believe that these taxes would be shifted by employers to their employees. 

Options for taxing consumption 

There arc a number of ways to administer a consumption tax, although the various forms 
would all not tax the return from new saving. The distributional effects and administrative costs 
would depend on the details of each proposal. 

The theoretical model for each general option is described below. Applying theory to 
practice, however, will inevitably involve some compromises with the pure models. The degree 
of the deviations will be important In assessing both the possible viability and the overall 
economic effects of any particular proposal. 

1. Retail sales tax (RST) . Businesses are the sole collection agents for retail sales 
taxes — like those used by most States - and VATs. A RST is applied to sales of goods and 
services to households. In order to tax only sales to consumers, the RST must exempt sales 
between businesses. It is ii^cessary to distinguish between taxable ami exempt sales of capital 
goods. If the RST is levied on a broad base, it is a tax on total consumption. Because a RST 
is collected only on retail sales to domestic consumers, it automatically taxes imports and 
exempts exports State sales taxes in the United States are not broad-based for two main 
reasons. First, certain purchases, including purchases of housing and necessities like food and 
medical care, are tax-exempt for social policy reasons. Second, many services are exempt for 
administrative reasons. 

2. Value-added tax . Most countries that have a national consumption tax administer it 
as a credit -invoice VAT. Under this system, businesses are liable for VAT on their sales, but 
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receive a credit against their tax liabilities for VAT paid on inputs purchased from other 
businesses. Credit-invoice VATs in effect in other countries tax imports and exempt exports. 
They achieve this result by not taxing export sales, while allowing exponers a credit for all 
purchased inputs, and effectively imposing tax on goods purchased from other countries by not 
allowing their costs to be creditable. 

Under a subtraction method VAT (also called a "business transfer lax" or BTT), a 
business is liable for tax on the difference between its sales and its purchases from other 
businesses, including purchases of buildings and equipment (but, as stated above, excluding other 
costs such as taxes paid and labor compensation). If the tax is applied to all goods and services 
at the same rate, a credit- invoice method VAT is economically equivalent to a similarly broad- 
based subtraction method VAT or national RST. Under Representative Gibbons’ proposal, 
businesses would be subject to a subtraction method VAT. 

3. Two-part individual/business consumption tax . Another form of consumption tax is 
collected in part from individuals and in part from businesses. The tax could be administered 
in the same way as a subtraction method VAT, except that it would allow wages to be deducted 
from the business tax base and would tax them at the individual level. If wages are subject to 
the same, single tax rate that is applied to businesses, the tax is "flat." 

Tlie proposals by Representative Armey and Senator Specter are consumption taxes of 
this form. In their proposals, wages are subject to a flat tax rale equal to the business tax rate, 
but wage earners are allowed to claim personal exemptions. These plans are economically 
equivalent to a VAT with a credit for wages up to the personal exemption amount. 
Alternatively, the individual portion of the tax could be levied at graduated rates. With no 
exemptions or deductions, the base of this two-pan tax is the same as that of a broad-based VAT 
or national RST -- total consumption. 

4. Consumed income tax . A consumption tax collected solely from individuals would 
be levied directly on their reported income, just like the current income tax, but would allow 
a deduction for net saving. The base of this tax is equal to consumption, because consumption 
is the difference between income and net saving. In order to measure income properly, proceeds 
from all forms of borrowing would need to be included in the tax base, and all forms of saving 
would be deductible. 

The USA Tax System proposed by Senators Nunn and Domenici is comprised of both 
a flat-rate tax on businesses that is similar to a subtraction method VAT and a progressive- rate 
individual consumed income tax. The Nunn-Domenici proposal would not allow a deduction for 
labor costs under the business tax and would include labor income under the individual tax. 
This means that wages and salaries and non-pension fringe benefits would be taxed twice: once 
at the business level and again at the individual level. However, the tax burden on wages would 
be reduced through tax credits to both employers and employees for payroll taxes paid. 

Distributional effects of replacing the income tax with a consumption tax 

Replacing the income tax with a flat-rate consumption tax 

The effect on the distribution of the tax burden of replacing the income tax with a 
consumption tax depends on the details of the tax that is adopted and on which taxes are 
replaced. Generally, however, taxing consumption places a higher burden on low- and middle- 
income families - who typically do not save much of their income — relative to an income tax. 
Because capital income is concentrated among high-income families, eliminating the tax on 
income from new capital will disproportionately benefit high-income families.' The change will, 
therefore, shift the tax burden away from high-income families to middle-and low-income 
families. 


^For example, about 40 percent of all taxable interest and dividend income reported on 1991 individual lax 
returns was received by the 6 percent of taxpayers with adjusted gross income over $75,000. See U.S. Internal 
Revenue Service, Statistics of Income Division, Individual Income Tax Returns-1991 , U.S. Government Printing 
Office, 1994, pp. 28-30. 
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Table 1 shows the distributional effect of replacing the revenue of the corporate and 
personal income taxes (including the earned income tax credit) with a general consumption tax 
with no exemptions (such as a broad-based VAT or national RST)." The revenue-neutral rate 
of 14.5 percent used for these calculations assumes that the tax is imposed on all consumption 
in the economy, including consumption services supplied by the government and non-profit 
sectors, which would probably be exempt from a VAT or RST. In practice, therefore, the rale 
that would be required under a broad-based VAT or RST would probably be much higher.^ 

At the 14.5 percent tax rate, the aggregate after-tax income for the group of families in 
the first through fourth income quintiles would be lower under the flat tax (i.e., a net tax 
increase), while the aggregate after-tax income for the group of families in the highest income 
quintile would be higher under the flat lax (a net tax cut). Expressed as a percentage of after-lax 
income under current law, the proposal would cause a reduction in aggregate after-tax income 
of between 3.9 percent and 11.1 percent for the groups of families in the first through fourth 
income quintiles and a 5.4 percent increase in after-tax income for the groups of families in the 
highest income quintile. This amounts to aggregate increases in Federal taxes ranging from 
15.5 percent to 134.1 percent for the group of families in the first through fourth income 
quintiles, and a 18.6 percent reduction in taxes for the group of families in the highest income 
quintile.^* 

In this analysis, the burden of the consumption tax is distributed to taxpayers according 
to components of current income. But individuals may base current expenditures on their 
expectation of future income as well as on current income. For example, college students who 
earn very little while they are in school might, nevertheless, have high current consumption 
expenditures if they are able to borrow against the expectation that they will have high incomes 
in the future. In such cases, annual income understates economic well-being. Annual income 
may overstate economic well-being in a year when a family receives income from a transitory 
source, such as a large bonus. For these reasons, some economists argue that lifetime income 
is a better measure of an individual’s long-term economic well-being than annual income. Our 
analyses, however, do not distribute tax burdens according to lifetime income because future 
earnings are uncertain, and even if future earnings were known, lifetime income would be 
difficult to measure with accuracy. In addition, lifetime income is an inappropriate measure of 
current well-being if individuals are unable to smooth their consumption over their lifetime by 
borrowing and saving. For example, if the college students mentioned above are not able to 
borrow against their uncertain future earnings, it may be inappropriate for the tax system to view 


^For an explanation of how to design a consumed income tax that is distributional ly neutral across income 
quintiles, see U.S. Congressional Budget Office, Esiimales for a Protorype Soving-Exempl Income Tax, 
Congressional Budget Office, 1994, pp. 19-28. 

^The 14.5 percent tax rate would be applied on a tax-inclusive basis, in a manner similar to the income 
tax. The equivalent rate calculated on a tax-exclusive basis, as would be relevant under a VAT, is 17.0 percent. 

'‘These results are illustrated in Chan 1. 

^Thc distributional estimates shown in the Table 1 arc based on the assumption that the consumption tax 
IS borne by taxpayers in proportion to their earnings and income from existing capital. Alternative assumptions 
could be made about who bears the burden of the lax. A traditional assumption is that a consumption tax is borne 
by consumers in proportion to their consumption. We have not followed this approach, because it overstates the 
tax cut for high-income families and the tax increases for low- and middle-income families by failing to adjust for 
temporary income fluctuations and normal life-cycle patterns of consumption and income. In addition, lack of 
reliable data on consumption by families with very high and very low incomes make distributional estimates based 
on ihc traditional approach less reliable than those shown in Table 1 . Following this approach would lead to a more 
regressive distribution of the tax than that shown in Table 1. 

'’The finding that replacing the income lax with a flat-rate consumption tax would redistribute tax burdens 
from low-income to high-income families is consistent with previous analyses. For example, CBO and JCT find 
that, under a broad-based VAT. low-income families would pay a higher fraction of their income in tax compared 
to high-income families. See U .S. Congressional Budget Office, Effects of Adopting a Value-Added Tax, U.S. 
Congressional Budget Office, 1992, pp. 32-7, and Joint Committee on Taxation. Methodology and Issues in 
Measuring Changes in the Distribution of Tax Burdens, U S. Government Printing Office, 1993, p. 54-5. 
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Table 1 

Replace Current Individual and Corporate Income Taxes (including the EITC) 
with a 14.5% Flat Rate Consumption Tax with No Exemptions{1) 

{1996 Income Levels) 


Change tn After-Tax Income from Proposal (4} 





Flat Rale 



' Percentage ■ 

i 

After-Tax (3) 1 


Consumption 

Total Change 

Change 

( 

' Income Under ■ [ 

Repeal 

Tax with No 

Percentage 

In Total 

Family Economic 

Current Law | 

Income Tax 

Exemptions I 

Amount 

Change 

ipeoeral Taxes. 

Income Quintile (2 

! (SB) ! 

(SB) 

(SB) 

(SB) 

(%) 

(%) 

Lowest (5) 

1711 

-45 

-14.5 

■ 190 

-11 1 

134.1 

Second 

431 0 

9 9 

-53 1 

-43.2 

-100 

705 

Third 

697.9 

596 

■1006 

-40 9 

-5.9 

279 

Fourth 

1,091 9 

126 6 

-168.8 

-422 

-3.9 

155 

Highest 

2,693 1 

536 7 

-391 4 

145 4 

5.4 

-18.6 

Total (5) 

5,054 7 

729 4 

-729 4 

0.0 

0.0 

0.0 

Top 10% 

1 899.8 

42T 7 

■ 264 9 

162 8 

8 6 

-26 B 

Top 5% 

1,371 5 

341.2 

-180.5 

160.7 

11 7 

-387 

Top 1% 

683.5 

202.7 

-81.5 

121 2 

17.7 

-54.6 

Department of the Treasury 





March 7 1995 

Office of Tax Analysis 






(1) This table distributes the estimated change in after-tax income due to i 
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revenue-neutral ri 

lie ol 1 4 5 percent. 


(2) Family Economic Income (FEI) is a broad-based income concept FE 

is constructed ty adding to AGI un 

eparted and underreported income: IRA 

and Keogh deductions, nontaxable transfer payments 

such as Social Security and AFDC: employer-pro 

ided fringe benefits; 
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pensions. IRAs, 

Ke«gh$. and life insurance, tax-exempt inteiest: and imputed rent on 
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ousing Capital gam 
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an accrual basis. 

adjusted foi inflation to the extent re 

lable data allow 

Inflationary losses of lenders are subtracted and ol borrowers are added. 

There i$ also an adjustment for accelerated depreciatic 

n of noncorporate businesses FE 

1 is shown on a fa 

mily, rather man on 

tax return basis. The 

economic incomes of all members of a family unit are 

added to arrive 

t the family s ecor 

omic rncome 

in The diSinouTions 



{3) The taxes included are individual and corporaie income payroll (Social Security and unemployment), and excises Estate and gift lanes and customs 
dudes are excluded. The individual income tax is aasumed to be borne by payors, tne corporate income tan by capital income generally, payroll tanes 
(employer and employee shares) by labor (wages and seK-employmenl income), encises on purchases by individuals by the purchaser, and excises 
on purchases by business in proportion to total consumption expenditures. Taxes due to provisions that expire prior to the end of the Budget period 
(i e.. before 2000) are excluded 

(0) Tne change in Federal taxes is estimated at 1996 income levels but assuming fully phased m law and static behavior The incidence assumptions for 
the repealed iircom# taxes is the same as for the current law taxes (see footnote 3). The portion of the flat rate consumption tax that falls on wages, 

fringe benefits, and pension benefits is assumed to be borne proportionately by wages fririge benefits and pension benefits The remaining portion ol 

the fiat rate consumption lax which falls on business cash flow is assumed to be bcme by capita) income generally 

(5) Families with negative incomes are excluded from the lowest quintile but included in the total line 

MOTE Quintiles begin at FEI of: Seconj Si5 6CM, Third 529717; Fourth SaB S60: Hignesi 579,056 Too 10% SiDB 70« Tcc 5% Sie5 .ci2 Too i% S3aS <138 



Chart 1 : Distributional Effect of Replacing Current 
Income Taxes with a 14.5% Flat Rate Consumption Tax 
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Source: Department of the Treasury (see Table 1 for details) 
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them as well-off currently.’ Nevertheless, some studies show that distributing a general 
consumption tax to families according to their estimated lifetime income makes the tax appear 
to be less regressive. 

Addressing the reeressivitv of a consumption tax 

An important difference among the various forms of consumption taxes lies in the 
mechanisms available for distributing the tax more equitably among families with different 
incomes. One way that European countries attempt to reduce the regressivity of the VAT is by 
exempting specific goods and services from the tax or taxing them at a lower rate. This 
approach does not reduce regressivity effectively because tax relief from exempting specific 
goods and services is difficult to target to low-income families. While the tax preference does 
relieve the burden on low-income families, middle- and upper-income households also benefit 
when they purchase tax-preferred goods and services, requiring higher rates on other goods and 
services that low-income families buy to raise the same revenue. Other approaches, such as 
refundable credits and expansion in government transfer programs are more effective ways to 
offset regressivity, but would add to administrative and compliance costs and require explicit 
increases in government outlays. 

A consumption tax that is collected at least in part from individuals can better account 
for differences in ability to pay among families and individuals than one that is collected solely 
from businesses. Such a tax can be made less regressive through standard deductions, as under 
Representative Armey’s and Senator Specter’s flat tax proposals, and/or graduated rates, as 
under the Nunn-Domenici plan. Refundable credits like the earned income tax credit (EITC) 
can also be used to reduce the tax burden on low- income families, but credits carry with them 
administrative costs. For example, low-income families, who otherwise might be excluded from 
the tax system, would be required to file a return in order to receive the credit. 

As an illustration of the effect of including standard deductions and personal exemptions 
in a general consumption tax. Table 2 shows the distributional effect of replacing the corporate 
and individual income taxes with a stylized flat tax similar to the Armey proposal.* With 
standard deductions of $24,700 (for joint returns) or $12,350 (for single-filers) and a $5,000 
exemption for each dependent, the revenue- neutral rate for the flat tax rises to 22.9 percent. 
Under this version of the flat tax, the aggregate after-tax income for the group of families in the 
first through fourth income quintiles would still be lower than under current law (i.e., a net tax 
increase), while the aggregate after-tax income for the group of families in the highest income 
quintile would be higher under the flat tax (a net tax cut). However, compared to the proposal 
without exemptions, the Armey-style proposal would cause a smaller reduction in aggregate 
after-tax income (between 1.0 percent and 2.2 percent of current-law after-tax income) for the 
group of families in the first through fourth income quintiles. The percentage increase in after- 
tax income for the group of families in the highest income quintile, 1.6 percent, would also be 
smaller than the increase shown in Table 1. These changes amount to aggregate increases in 
Federal taxes ranging from 8.9 percent to 12.2 percent for the group of families in the first 
through fourth income quintiles (compared to 15.5 percent and 134.1 percent, respectively, 
under the proposal without exemptions), and a 5.6 percent reduction in taxes (compared to 18.6 
percent in Table 1) for the group of families in the highest income quintile.'^ 

Table 3 compares the progressivity of the current Federal tax system together with the 
revenue-neutral, stylized flat tax described above. The last two columns In the table show taxes 


’For a more detailed discussion of these points, see Joint Committee on Taxation, Methodology and Issues 
in Measuring Changes in the Distribution of Tax Burdens, U.S. Government Printing Office, 1993, pp. 82-6. 

° Except for the inclusion of standard deductions and personal exemptions and the disallowance of certain 
deductions for taxes paid by businesses, the distributional estimates shown in the Table 2 are based on the same 
assumptions as those in Table 1 . 


’These results are illustrated in Chart 2. 




225 


Table 2 

Replace Current Individual and Corporate Income Taxes 
with a 22.9% (Modified) Flat Rate Tax (1) 

{1996 Income Levels) 


1 

1 


Change 

n After-Tax Income Under Proposal (4) 


Percentage ; 


i After-Tax (3) 

Repeal 

22.9% Tax on 

22 9% Tax on 

22 9% Tax on, 



Change 


[Income Under > 

income Tax 

Wages Over 

Fringes and 

Business 

Total 

Percentage 

In Total 

Family Economic 

: Current Law {(except ElTC) Stand. Ded. (5]| Payroll Tax (6) 

Cash Flow 

Change 

Change 

Federal Taxes; 

Income Quintile (2) 

(SB) 

(SB) 

(SB) 

(SB) 

(SB) 

(SB) 

(%) 

(%) 

Lowest (7) 

171.1 

3.6 

-0 9 

■27 

■19 

-17 

-10 

122 

Second 

431.0 

25.0 

-11.8 

-90 

■9.5 

•52 

-1.2 

8.5 

Third 

697.9 

64 1 

■38.7 

-170 

-20.7 

-12.2 

-1.8 

83 

Fourth 

1.091.9 

1276 

-91.5 

■265 

-33.8 

-24.2 

2.2 

8.9 

Highest 

2.6931 

537 0 

-300.1 

-39.5 

-154,1 

433 

1.6 

-56 

Total (7) 

5.054.7 

7586 

-443.7 

-94 9 

■ 220.0 

0.0 

00 

0.0 

Top 10% 

1 .899.8 

427.9 

-211.0 

■21 0 

■ 128.8 

67.0 

35 

-1V9 

Top 5% 

1.371.5 

341.2 

-1422 

-10.6 

-1086 

79 7 

58 

-19.2 

Top1% 

683.5 

202.7 

-58 5 

-2.3 

-68.3 

737 

108 

-332 

Department of the Treasury / Office of Tax Analysis 





March 7. 1995 

(1) This table distributes the estimated change in after-tax income due to the proposal with 



(2) Family Economic Incoma (FE1) is a broad-basad income concepi. FEi is constructed by adding to AGI unrepofted and underreported income: IRA 
and Kaogb deductions: nontantria transfer payments, such as Social Security and AFDC: a mployer- provided fringa benefits: inside build-up on 
penSJons. IRAs. Keoghs, and life inauranct tax-exempt interest: and imputed rant on ovvnci-occupied housing. Capital gams are computed on 
an accrual basis, adjusted for inflation to the extent reliable data allow Inflationary losses of lenders are subtracted and of borrowers are added. 

There is also an adjuatment for accelerated depreciation of noncorporate businesses FEI is shown on a family, rather than on a tax return basis The 
economic incomes of all members of a family unit are added to arrive at the family's economic income used in the distributions. 

(3) The taxes included are individual and corporate income, payroll (Social Security and unemployment), and excises. Estate and gift taxes and customs 
duties are excluded. The individual nceme tst « aaaumed to be borne by payers, the corporate income tax by capital irtcome generally, payroll taxes 
(employer and employee shares) by labor (wages and self-employment income), excises on purchases by individuals by the purchaser, and excises 
on pufchesee by bweirress in proportion to total consumption expenditures. Taxes due to provisions thst expire prior to the end of the Budget period 
(i.e.. before 2000} are excluded 

(4) The change in Federal taxes is estimated at 1996 mcome levels but assuming fully phased in law and static behavior. The incidence assumptions for 
the repealed income taxes is the same as tor Ihs current law taxes (sea footnote 3). The flat lax on wages (plus pension benefits received) is assumed 
to be borne by wsges plus pension bertefits receivtd m sxcess of the standard deduction. The flat lax on employer-provided fringe benefits (except 
pension contributions) and payroll taxas is assumed to be borne by employees in proportion to benefits or taxes. The fiat tax on business cash flow is 
assumed to be borne by capital income generally. 

(5) The standard deduction (in 1995S) a S24,7(X (joint) or SI 2,350 (single) plus S5.000 foi each dependent. Non -pension fringe benefits of government 
and nonprofit employees era included in wages. 

(6) The proposal would disallow a daduction for employer- provided fringe benefits (except pension contributions) making these benefits (primarily 
employer-provided health insurance) subject to the 22 9 percent flat tax The employer portion of payroll taxes would likewise be nondeductible. 

(7) Families with negative incomes are excluded from the lowest quintile but included in the total line 


NOTE: Quntiies begin at FEi or Second SiS fiCM: Third 520.717; Fourth 5X6 660 hignet; 579 056 Too 10 % 5106704. Top 5% Si 45.41 2. Top i% 5349 436 



Chart 2: Distributional Effect of Replacing Current 
Income Taxes with a 22.9% (Modified) Flat Rate 
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Source; Department of the Treasury (see Table 2 for details) 
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Table 3 

Replace Current Individual and Corporate Income Taxes 
with a 22 . 9 % (Modiried) Fiat Rate Tax (1) 

(1996 Income Levels) 


i 

Family Economic ; 

Income Quintite (2) ( 

Federat 

Taxes Under 

Current 
Law (3) 
(SB) 

Federal 
Taxes with 
22.9% Flat 
Rate Tax (4) 
(SB) 

Change in 

Federal Taxes 
(SB) ' 

T axes as a Percent of 
Pre-Tax Income Under 
; with 22.9% 

! Current Law ; Flat Rate Tax 

(%) ; (%> 

Lowest (7) 

14.2 

159 

17 

7.6 

6.6 

Second 

61.2 

664 

52 

12.4 

13.5 

Third 

146.5 

1587 

12.2 

173 

186 

Fourth 

271.8 

296.0 

24 2 

19 9 

21.7 

Highest 

779 5 

7362 

-43 3 

224 

21.2 

Tout (7) 

1275.1 

1275.1 

00 

20 1 

201 

Top 10% 

565.3 

4983 

-670 

22.9 

20.2 

Top 5% 

415.3 

335 6 

-79.7 

232 

186 

Top 1% 

221 .9 

148 3 

-737 

245 

16 4 


Department of the T reasut> June 5. 1 995 

Office of Tax Anaijrsis 

(t) This tabis distributes the estimated change in Federal taxes due to a (modified) flat rate tax with a revenue-naut'ai rate of 22.9 percent (approximately) 
which replaces the current individual and corporate income taxes 

(2) Family Ecortemic Incom* (FEl) is a broad-baaed irtcom* concept FEi is constructed by adding to AGI unreported and unoerroponed income: lAA 
and Keogh deductions: nontaxaUe transfer payments, such as Social Security and AFDC: employer-provided fringe benefits, insida build-up on 
pensions. IRAs, Keoghs, and life insurance, tax-exempt interest: and imputed rent on owner-occupied housing Capital gems are computed on 
an accrual basis, adjusted for inAation to the atfent reliable data allow Inflilioriary losses of lenders are subtracted and of borrowers are added. 

Thera is also an adjuatment for accelerated depreciation of noncorporate businestes. FEl is shown on a family rather than on a tax return basis The 
economic incomes of all members of a fbmily unit B'e added to amva ai the family's economic income used in the distributions 

(3) The taxes included are individual and corporate income, payroll (Social Security and unemployment), ana excises Estate and gift taxes and customs 
duties are excluded The individual income tax is assumed to be borne by payors, tne corporate income tax by capital income generally, payroll taxes 
(employer and employee snares) by labor (wages and self-employment income) excises on pu'cnases by individuals by the purchaser, and excises 
on purchases by business m proportion to total consumption expenditures. Taxes due to provisions mat expire pnO' lo the and of the Budget period 
(i.e . before 2000) are excluded 

(4) The change in Federal taaas is eMimaled at T996 income levels but assuming fully phased in law end staTiC behavior The tncidence assumptions loi 
the repealed income taxes is the same as for the cuneni law taxes [see tooinoia 3) The flat tax on wages (plus pension bencMs received) is assumed 
to be borne by wages plus pension benefits received in excess of the standard deduction. The flat tax on employer-provided fringe benefits (except 
pension contributions) and payroll taxes a assumed lo be borne by employees in proportion to benefits or taxes. The flat tax on business cash flow Is 
assumed lo be borne by capital income generally. 

The standard deduction (m 199SS) is S24.700 (joint) or Si 2 350 (single) plus $5,000 tor each dependant. Non-pension fringe benefits of government 
and nonprofit employees are included in wages 

The proposal would disallow a deduction for employer-provided fringe benefits (except pension contributions) making these benefits (primarily 
am pi oyer -pro VI dad health insurance) subject to the 22 9 percent flat tax The employer portion of payroll taxes would likewise be nondeduci'bie 

(5) Families with negative incomes are included in the total ima but not snown separately 
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as a percentage of pre-tax income (effective tax rates) for groups of taxpayers. The current tax 
system is progressive with respect to income by quintile - that is, effective tax rates rise with 
each income quintile — and the flat tax is progressive through the fourth income quintile, 
although the effective tax rate falls slightly from the fourth income quintile to the highest. The 
flat tax proposal, however, ceases to be progressive for the group of families with the very 
highest incomes. The effective tax rates for the groups of families in the top ten percent, five 
percent, and one percent of the income distribution fall to 20.2 percent, 18.8 percent, and 16.4 
percent, compared with a rate of 21.7 percent for families in the founh income quintile. Under 
current law, effective tax rates continue to rise for the families with the very highest incomes.'^ 
This decrease in tax burden on higher- income families under the flat tax occurs because income 
from new saving and investment (which is not taxed under a consumption tax) is concentrated 
among families at the top of the income distribution. 

While Treasury has not completed a study of the distributional effect of the Nunn- 
Domenici consumption tax, their proposal was designed to achieve progressivity through 
graduated rates under the individual consumed income tax. A top statutory individual tax rate 
of 40 percent, together with the loss of a deduction for labor costs under the 11 percent business 
tax, means that consumed labor income in excess of $24,000 (for joint filers) would be taxed 
at an effective rate of 46.6 percent under the Nunn-Domenici proposal. With the family living 
allowance and personal and dependent exemptions, a family of four would pay income tax at an 
effective rate of 46.6 percent on consumed labor income in excess of $41,600. 

As an alternative to a complete replacement of the income tax system, a VAT or BTT 
could be imposed at a moderate rate to replace a portion of the revenue from the income tax. 
A variant of this approach, taken by Representative Gibbons, would impose a VAT to replace 
most of the revenue from Income and payroll taxes, but would retain an income tax for high- 
income individuals to ensure that they continue to pay an equitable share of taxes. Refundable 
credits or other mechanisms could be used to offset the effects of the consumption tax on low- 
income families. 

While consumption taxes can be made less regressive, there is a clear and important 
tradeoff between progressivity and simplicity. The forms of tax that are the simplest and 
probably the least costly to administer and with which to comply (the RST and VAT) cannot be 
made progressive without retaining some income-based taxes on high-income families and credits 
for low -income families. The forms that are collected solely from individuals are more easily 
made progressive, but would be at least as complex — and probably more complex — than our 
current tax system. Consumption taxes collected from individuals — such as the individual 
portion of the Nunn-Domenici USA Tax — would impose numerous reporting requirements on 
taxpayers and would introduce complicated tax calculations in ways that would be new to 
taxpayers, tax preparers, and the IRS. I will describe some of these complexities in more detail 
later In my testimony when 1 evaluate the effects of tax reform on simplicity. 

Transition from the existing income tax to a new consumption tax raises an additional 
series of issues regarding equity, compliance, economic efficiency, and the impact on wages, 
prices, interest rates, and the values of assets. These important issues are also discussed below. 


'These results are illustrated in Chart 3. 



Chart 3: Distributional Effect of Federal Tax System 
Under Current Law and With Income Taxes Replaced 
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Source: Department of the Treasury 
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Economic effects of replacing the income tax with a consumption tax" 

Saving and investment ‘s 

The main reason to consider replacing the income tax with a consumption tax is that this 
change could encourage domestic saving and capital formation and promote economic growth. 
A consumption tax would not tax the return to new saving and investment. The income tax does 
tax this return, and thereby discourages saving and investment to some degree. The key issue 
is whether substituting a consumption tax for an income tax will raise saving enough to 
overcome its other problems. 

I. National saving . The low rate of U.S. saving is a serious concern. The national 
saving rate in the United States has declined in the 1980s compared to the previous three decades 
(Table 4). Although private saving decreased during this period, it remained positive. Public 
saving, however, has been consistently negative as a result of Federal budget deficits. 


Table 4. Components of Net U.S. National Savings 
as a Percentage of GDP; 1950-1994 


Year 

Net 

Personal 

Saving 

Net 

Business 

Saving 

Total Net 
Private 
Saving 

Public 

Saving 

Total Net 
National 
Saving 

Average 1950-59 

4.7 

2.9 

7.6 

-0.1 

7.5 

Average 1960-69 

4.7 

3.6 

8.2 

-0.1 

8 1 

Average 1970-79 

5.5 

2.6 

8.1 

-1.0 

7.2 

Average 1980-89 

4.5 

1.5 

6.0 

-2.4 

3.6 

Average 1990-94 

3.4 

1.8 

5.1 

-3.1 

2.1 


Source; Department of Commerce, Bureau of Economic Analysis 


The reasons for the decline in private saving rates in the United States are unclear. It 
could be due to demographic factors that may reverse as the baby boom generation enters later 
middle age and saves for retirement. It may also be attributable to an increase in the availability 
of insurance and Social Security benefits, which reduce the necessity for private saving.*^ The 
decline in saving does not appear to have been caused by changes in tax policy. Marginal tax 
rates were lowered substantially during the 1980s and new saving incentives were introduced, 
but the rate of saving still fell. 

According to a recent report by the Organization for Economic Cooperation and 
Development, the saving rates of our major trading partners also have declined since the 1960s.*'* 
All of these countries except Japan, however, rely more heavily on consumption taxes for 
revenues than does the United States, both as a percentage of gross domestic product (GDP) and 
as a share of total tax revenues (Tables 5 and 6). While Japan depends the least on consumption 
taxes for revenues, it also had the highest saving rate during the 1980s (Table 7) and the highest 
rate of growth in real per capita GDP (Table 8). 


section analyzes the long-run economic effects of switching to a consumption tax system. TTic short- 
run effects could be quite different from the long-run effects, but analysis of short-run effects is beyond the scope 
of (his testimony. 

^^Discussion of the points made in this section of the testimony appears in Joint Committee on Taxation, 
Factors Affecting the Competitiveness of the United States, US. Govemmeni Priming Office, 1991 . pp. 44-52; U.S. 
Congressional Budget Office, Effects of Adopting a Value-Added Tax, Congressional Budget Office, 1992, pp. 51-5; 
and Joint Committee on Taxation, Description and Analysis of Tax Proposals Relating to Individual Saving, U.S. 
Government Printing Office. J995. pp. 63-72, 

^^For a more detailed discussion, see Joint Committee on Taxation, Description and Analysis of Tax 
Proposals Relating to Individual Saving, U.S. Government Printing Office, 1991, p 72. 

‘^Organization for Economic Cooperation and Development, Taxation and Household Saving, 1994, pp. 

17-24. 
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The most direct way to increase national saving is to reduce the Federal budget deficit. 
The Federal government may also be able to affect private saving through changes in tax policy. 
However, if tax policy changes also increase the Federal budget deficit, there may be no net 
increase in national saving. 


Table 5. Tax Revenues by Type of Tax as a Percentage of GDP 
for Selected Countries: 1992' 



Total 

Income & 
Profits 

Social 

Security 

Property 

Goods & 
Services 

Other^ 

Canada 

36.5 

16.4 

6.0 

4.0 

9.5 

0.5 

France 

43.6 

7.6 

19.5 

2.2 

11.7 

2.7 

Germany 

39.6 

12.7 

15.2 

1.1 

10.6 

0.0 

Italy 

42.4 

16.6 

13.3 

1.0 

11.4 

0.1 

Japan 

29.4 

12.5 

9.7 

3.1 

4.1 

0.1 

United Kingdom 

35.2 

12.7 

6.3 

2.8 

12.1 

1.3 

United States 

29.4 

12.2 

8.8 

3.3 

5.0 

- 


Source: Organization for Economic Cooperation and Development, Revenue Statistics of OECD Member 
Countries . 1965-1993 . 1994. 


' Includes ta^cs at all levels of government. 

- Includes certain payroll taxes that arc not earmarked for social security, taxes imposed on other bases not 
otherwise identified or identifiable and fines and penalties. 


Table 6. Tax Revenues by Type of Tax as a Percentage of 
Total Taxation for Selected Countries: 1992' 



Income & 
Profits 

Social 

Security 

Property 

Goods & 
Services 

Othei^ 

Canada 

45.0 

16.5 

11.1 

26.1 

1.4 

France 

17.3 

44.6 

5.0 

26.8 

6.3 

Germany 

32.0 

38.4 

2.7 

26.9 

- 

Italy 

39.1 

31.3 

2.4 

26.9 

0.3 

Japan 

42.4 

32.8 

10.5 

14.0 

0.3 

United Kingdom 

36.1 

17.8 

7.9 

34.4 

3.7 

United States 

41.5 

29.9 

11. 4 

17.1 

- 


Source; Organization for Economic Cooperation and Development, Revenue Statistics of OECD Member 
Countries . 1965-1993 . 1994. 


' includes taxes at all levels of government. 

" Includes certain payroll taxes that are not earmarked for social security, taxes imposed on other bases 
not otherwise identified or identifiable and fines and penalties. 
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Table 7. Average Net National Saving Rates for Selected Countries 


Country 

I980’s 

1990 

1991 

1992 

Canada 

8.4 

5.0 

2.5 

1.5 

France 

7.9 

8.6 

7.6 

6.5 

Germany 

9.8 

12.5 

10.4 

9.8 

Italy 

9.8 

7.8 

6.8 

5.2 

Japan 

18.2 

19.8 

20.0 

18.2 

United Kingdom 

4.8 

3.6 

2.4 

2.0 

United States 

4.5 

3.1 

2.8 

1.9 


Source OECD, National Accounts L980-1992 . 1994. 

Note: Data are based on the OECD System of National Accounts (SNA) methodology 

which differs slightly from the U.S. National Income Accounts System. 


Table 8. Average Annual Growth Rates of Real 
Per Capita GDP for Selected Countries: 1980-1992 
(percent) 

Country 1980 to 1990 1990 to 1992 


Canada 

1.9 

-1.9 

France 

1.8 

0.4 

Germany 

2.0 

2.0 

Italy 

2.0 

0.9 

Japan 

3.5 

2.4 

United Kingdom 

2.5 

-1.8 

United States 

1.8 

-0.1 


Source: Organization for Economic Cooperation and 
Development 


2. Tax policy and private saving . Two effects from substituting a consumption tax for 
the income tax could boost total private saving. Economic theory suggests that if the after-tax 
rate of return on savings goes up, individuals would increase saving to consume more in the 
future since the "price" of future consumption in terms of foregone current consumption is 
lower. However, most empirical studies find that the effect of increasing the rate of return on 
the level of saving would be quite small. In addition, some people are "savers," while others 
consume essentially all their income. Shifting the overall burden of taxes from saver to 
consumer households can increase aggregate private saving, but it would also result in an 
increased concentration of private wealth. 

While a pure consumption tax would encourage private saving more than a pure income 
tax, the effect on saving of substituting a consumption tax for our existing income tax is less 
clear. Our current income tax includes powerful incentives for employees to receive part of 
their compensation in the form of retirement savings plan contributions, and for employers to 
provide such plans for all their employees -- including low-income employees who would not 


Joint Committee on Taxation, Description and Analysis of Tax Proposals Relating to Individual 
Saving, U.S. Government Printing Office, 1995, p. 46. For additional discussion of this point, see Organization 
for Economic Cooperation and Development, Taxation and Household Saving. 1994. In Descriptions and Analysis 
of Proposals to Replace the Federal Income Tax {U.S. Government Printing Office, 1995. p. 69), the staff of the 
Joint Committee on Taxation states that the results of studies of the empirical response of saving to changes in the 
after-tax rate-of-retum are inconclusive. 
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be likely to respond to direct tax incentives. The incentive to establish retirement plans would 
be much weaker under a consumption lax. 

An alternative way to use tax policy to increase private saving is to broaden saving 
incentives within the framework of the existing income tax. Provisions that directly encourage 
people to deposit some of their earnings in tax-favored accounts, such as IRAs and 401 (k) plans, 
could be more cost-effective ways of increasing saving without replacing the entire tax system. 
Toward that end, the Administration’s budget has proposed an expansion in the eligibility rules 
for contributing to IRAs. 

3. Savine and investment . Advocates of replacing the income tax with a consumption 
tax often discuss effects on saving and investment as if they are interchangeable. But saving and 
investment can diverge significantly because of the increased amount of international capital 
flows in today’s global economy. More specifically, the relative effects on saving and 
investment would depend in part on the extent to which the consumption tax revenues were used 
to reduce corporate or individual income tax rates. Eliminating the corporate tax would increase 
domestic investment more than private saving, while eliminating the individual tax would 
increase private saving more than domestic investment.'^ 

4. Interest rates . It is not clear how a switch to a consumption lax would affect U.S. 
interest rates in the long run.'^ The net demand by U.S. investors for interest-bearing assets 
would be expected to increase, pushing bond prices up and yields down. This would occur 
because the consumption tax would remove interest flows from tax calculations. Also, under 
a consumption tax, domestic borrowers would not be willing to pay as high a rate of interest 
because interest would no longer be deductible, and U.S. lenders would be willing to accept a 
lower rate of interest because interest income would no longer be taxed. But in today’s world 
economy, the U.S. interest rate is closely linked to rates in other advanced countries. With 
foreign interest rates unchanged and debt capital flowing freely across international borders, any 
reduction in U.S. interest rates would be dampened significantly. The likely result is that U.S. 
interest rates would fall somewhat, but by much less than the initial tax benefit to savers. After- 
tax yields to U.S. savers and after-tax interest costs to U.S. borrowers would increase. 

Prices and wages 

A frequent concern is that the introduction of certain types of consumption taxes, 
particularly RSTs and VATs, would lead to a higher price level because such taxes are generally 
added to the price of the product. 

It is likely that such a one-time increase in the prices of consumption goods could occur. 
In addition, the indexing provisions of social welfare benefits and some labor contracts could 
lead to continuing inflationary pressures in later periods as a delayed effect of the initial price 
level change. The extent of this one-time increase and any further increases in the price level 
depend on the actions of the Federal Reserve. Such price increases can only occur if the Federal 
Reserve provides accommodative monetary policy.'" ’’ 


^^Under U.S. tax rules, corporate income tax is imposed on the return to equity- financed capital used in 
the United States regardless of who owns it, whereas the individual income tax is imposed on the return to capital 
owned by U.S. residents regardless of where it is used. (U.S. corporations are taxed on their worldwide income, 
but receive a tax credit for foreign income taxes paid. The residual U.S. lax rate on active foreign-source income 
of U.S. corporations, after accounting for foreign taxes, is generally quite low.) Eliminating the corporate tax 
would be expected to increase domestic investment more than saving, because it would reduce the cost of capital 
to both U.S. corporations and foreign corporations investing in the United States by much more than it would 
increase the after-tax return lo U.S. savers. In contrast, eliminating the individual income tax would be expected 
to increase saving more than domestic investment because it would increase the after-tax return to U.S. personal 
saving invested both in the United States and abroad, but, with iniemaiionally-linked capital markets, would not 
provide a leiaiive advantage lo capital invested in the United Slates. 

^^The shon-run effects on interest rales would depend on actions taken by the Federal Reserve during the 
period of transition lo a new tax system. 

^®For additional discussion of the effects on prices of adopting a VAT, see U.S. Congressional Budget 
Office, Effects of Adopting a Value-Add^ Tax, Congressional Budget Office, 1992, pp. 64-65. 
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If the introduction of a consumption tax does lead to an increase in the overall price 
level, wage-earners will suffer a proportionate reduction in their purchasing power. If the price 
level does not rise, however, after-tax payments to factors of production such as wages would 
have to be reduced. In either case, the net after-tax returns to labor are likely to be reduced 
under a consumption tax because of the need to obtain revenues to offset the reduction in taxes 
on capital income. 

Asset values 


Changing from income taxation to consumption taxation is likely to have material effects 
on the values of different kinds of assets. It is clear that there will be major winners and losers. 
But it is difficult to identify all effects on assets because such effects depend in complex ways 
on the details of specific proposals and on the economic responses to some of the changes. We 
can only comment generally on what some of the effects might be. 

Several economists have argued that expensing of new investments under a consumption 
tax will adversely affect stock prices to the extent that those prices reflect the value of existing 
capital. Expensing of new investment lowers the rental price of capital that is required to make 
new investment profitable. These lower rents, in turn, depress the value of claims to existing 
assets. But the actual effect on the overall level of stock prices is likely to be less than predicted 
by these studies. These studies are based on changing from pure income to pure consumption 
taxes, but the current income tax system already incorporates some features of a consumption 
tax such as accelerated depreciation and savings preferences. The short-run adverse effects on 
overall levels of stock prices are likely to be further cushioned because the adjustment costs 
associated with incorporating new investment will reduce the rate at which the capital stock 
increases. This will keep rental returns of capital from falling by maintaining the value of scarce 
capital.^* 

The exemption under a consumption tax for interest income and the elimination of 
interest deductions would tend to reduce interest rates, pushing up the price of existing taxable 
bonds. But in today’s international capital markets, high-grade bonds of different countries are 
close substitutes. Consequently, a change in the tax treatment of debt in the United States is not 
likely to affect world interest rates. On net, interest rates in the United States would probably 
fall only slightly in response to the imposition of a consumption lax, pushing bond values up 
only slightly. 

If the consumption tax is collected from businesses, and the Federal Reserve 
accommodates the tax by expanding the money supply, the price level will rise. Increased prices 
will effectively transfer real wealth from lenders (current holders of long-term bonds) to 
borrowers (current issuers of long-term bonds). New borrowers and lenders would be 
unaffected by this wealth transfer. 

Tax-exempt interest rates would be expected to rise in response to a switch to a 
consumption tax because, under most consumption tax proposals, tax-exempt bonds would no 
longer be favored relative to taxable bonds. Consequently, existing holders of long-term 
municipal bonds would suffer a capital loss. 

Under the current income tax, investment in owner occupied housing is substantially tax 
favored compared to other forms of investment. These advantages include allowing deductions 
for certain homeownership costs, such as mortgage interest and propeny taxes, even though 
housing produces no taxable income. Under most consumption tax proposals, housing would 
lose its relative advantage over other forms of investment. The switch to a consumption lax 


the consumption tax is a replacement for part of the income tax, however, there may be decreases in 
(he prices of investment goods that would produce an offsetting effect and funhcr reduce the likelihood of price 
increases. 

-“See, for example. Alan Auerbach and Laurence Kotlikoff, Dynamic Fiscal Policy, Cambridge University Press, 
1987, and David Bradford "Consumption Tax Alternatives: Implementation and Transition Issues," paper at Hoover 
Institution Conference, May II, 1995. 

‘^See Andrew Lyon, "The Effect of the Investment Tax Credit on the Value of the Firm," Journal of 
Public Economics, 38 (1988). pp, 227-247, 
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would affect housing most directly through the repeal of the mortgage interest deduction and 
corresponding elimination of the tax on interest income. Consequently, the cost of both debt and 
equity capital invested in housing would increase. The loss of preferential treatment means that 
the consumption benefits from housing would rise relative to the returns from other investment. 
This would lower the price of existing housing and substantially reduce the number of new 
homes that are built. In the absence of special transition rules or a continuation of tax 
preferences, housing values could fall considerably in the short run. Over time, the housing 
stock would be expected to decline, and the resulting scarcity of homes would push the prices 
of existing houses back towards their initial level. 

Economic efficiency 

1 . Allocation of capital . 

Because a consumption tax does not tax the return to new investment and treats all 
businesses uniformly, it would not favor some assets or industries over others. Unlike the 
current U.S. income tax, it would not favor non-corporate over corporate investment or 
investments in capital owned by Slate and local governments, owner-occupied housing, consumer 
durables, and other personal assets over business investments. As a consequence, investors 
would be encouraged to hold assets that were expected to produce the highest economic returns. 
Investment would be expected to shift out of the sectors that enjoy favor under the income tax - 

- owner-occupied housing, other personal assets, and noncorporate and State and local capital - 

- and into corporate capital. In addition, a consumption tax, unlike the current income tax, 
would not favor corporate debt over equity financing, reducing tax considerations from business 
financial decisions. 

The resulting gains in economic efficiency are substantially reduced if the replacement 
consumption tax departs from a very broad base. However, such departures may be desired for 
a number of reasons. For example, most countries attempt to reduce the number of taxpayers 
in the system by exempting small businesses from the VAT. Some industries, such as banking 
and insurance, are typically excluded from the VAT because their tax bases are difficult to 
define. Some forms of capital, such as owner-occupied housing, might be given a preference 
to support social and economic goals. Each such exemption reduces the efficiency and 
simplification benefits attributable to the uniform treatment of capital. 

2. Taxation of existine wealth . 

Economic analyses show that much of the gain in economic efficiency predicted to result 
from a switch to a consumption tax arises from the taxation of wealth in place at the time of 
transition to the new tax. Saving and investment that take place after the imposition of a 
consumption tax will be exempt from tax, but consumption out of existing wealth will be taxed, 
unless provisions are made to relieve this burden explicitly. Economists believe that a tax on 
existing wealth will not distort taxpayer behavior. Therefore, collecting revenue through this 
non-distorting tax will allow lower tax rates on the remainder of the consumption tax base, 
significantly increasing economic efficiency. Nevertheless, a full or partial exemption for 
existing wealth might be desired to prevent savings that had been taxed under the income tax 
from being taxed a second time under the consumption tax. An exemption for all existing 
wealth would effectively convert the consumption tax to a tax on wage income alone, however, 
requiring higher tax rates on wages to compensate for the lost revenue. Consequently, 
allowing a full exemption for existing wealth under a new consumption tax will substantially 


similar conclusion is drawn in Joint Committee on Taxation, Descrip lions and Analysis of Proposals 
fo Replace the Income Tax, 1995, U.S. Government Printing Office, p. 86. 

^^The decline in housing prices would be proponionately greater for high-priced homes than for low-priced 
homes. The owners of high-priced homes are typically in high tax brackets, making the mortgage interest deduction 
relatively more valuable to them, while the owners of low-priced homes may be in low brackets or may be non- 
itemizers. 

A consumption tax with an exemption for existing wealth would be levied not only on wages, but would 
also collect revenue on profits that reflect "economic rents," for example, profits resulting from the ownership of 
a monopoly. 
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reduce, and could entirely eliminate, the gains in economic efficiency that many economists 
expect from the switch. “ 

3. Labor supply . 

Both an income tax and a consumption tax affect the choice between work and leisure 
by reducing the relative purchasing power of wages. An income tax reduces the relative value 
of wages by taxing them directly. A consumption tax that is collected from businesses reduces 
the value of wages to the extent that the business tax is passed forward to consumers in the form 
of higher prices or back to workers in the form of lower wages. 

The effect on labor supply of switching to a consumption lax depends on changes in 
effective tax rates. Effective tax rates reflect the combined effects of the statutory rate structure 
and other tax proposal provisions, such as denying deductions for wages and employee fringe 
benefits at the business level and retaining payroll taxes. Examining the proposed statutory rate 
structure alone would overstate the possible decline in tax rates and the increase in work 
incentives. 

4. Consumption-saving choice . 

One source of economic inefficiency under an income tax is the distortion the tax imposes 
on a consumer's choice of how much to save. Because an income tax is imposed on the return 
to savings, it effectively increases the "price" of consumption in the future in terms of 
consumption foregone today. That is, under an income tax, a consumer must deposit more 
money in the bank today to finance a given amount of sfDending in the future than would be 
required in the absence of the income tax. Economic theory suggests that this increase in the 
price of fiimre consumption reduces consumers’ incentive to save. A consumption tax, which 
does not tax the return to savings, does not increase the price of future consumption relative to 
current consumption. A consumption tax is, therefore, neutral with respect to the consumer’s 
choice of how much to save. As I slated earlier in my testimony, however, while economic 
theory suggests that individuals might increase saving in response to the higher return to saving 
resulting from the switch to a consumption tax, most empirical studies find that the effect of 
increasing the rate of return on the level of saving would be quite small. 

International trade 


It is sometimes argued that, because indirect taxes can be imposed on imports and 
refunded on exports, the adoption of a VAT or other indirect consumption tax to replace part 
or all of our current income taxes would encourage U.S. exports. However, trade economists 
generally agree that such a lax change would not permanently improve either U.S. exports or 
the U.S. trade balance.” 

To see how a refund or exemption for exports under a consumption tax and the 
imposition of the tax on imports (called border tax adjustments), in fact, amount to neither a 
subsidy for domestic exports nor a penalty on imported goods, consider a very simple example. 
Imagine that both New York and New Jersey produce apples for consumption within the state 
and for "export" to neighboring states. Assume a competitive market for apples sets the price 
per bushel at $5.00. Now imagine that New York adopts a broad-based, 10 percent VAT that 
exempts exports and Is imposed on imports. The price of apples produced and bought in New 
York would be expected to rise to $5.50. Since the New Jersey apples that are trucked into 
New York are subject to the 10 percent VAT, they would also sell for $5.50 per bushel. 
Imports into New York would, therefore, not be penalized relative to domestic produce. Over 


^^For a discussion of the relative economic benefits of a consumption tax, wage tax, and income tax, see 
Alan Auerbach and Laurence Kotlikoff, Dynaniic Fiscal Policy, Cambridge University Press, 1987. 

^^Sec U.S. Congressional Budget Office, Effects of Adopting a Value-Added Tax, U.S. Congressional 
Budget Office, 1992, p. 57. 

^^Scc U.S. Congressional Budget Office, Effects of Adopting a Value-Added Tax. U.S. Congressional 
Budget Office, 1992, p. 63. A similar conclusion is drawn in Joint Committee on Taxation, Description and 
AnQlYS}5 of Proposals to Replace the Federal Income Tax, U.S. Government Printing Office, 1995, pp. 69-70. 



237 


the border, New Jersey apples would still sell for $5.00 per bushel, as would imported New 
York apples that are exempt from New York’s VAT. The exemption for exports, therefore, 
results in no subsidy for New York’s exports.^* 

While adopting a consumption tax with border tax adjustments is generally considered 
to have no long-run effect on the balance of trade, eliminating or substantially reducing income 
taxes could affect the trade balance, because income taxes may discourage both saving by U.S. 
residents and investment in the United States, and lowering U.S. income taxes could affect 
private saving and investment by differing and uncertain amounts. If private saving increased 
more than investment, the United States would import less capital and net exports would 
increase; if investment increased more than private saving, net exports would decline. Which 
effect would dominate depends on the speciHc form of the income tax cut and on the relative 
responsiveness of saving and investment. 

Eliminating or reducing U.S. income taxes could also affect the relative competitiveness 
of different industries, because the income tax imposes different effective tax rates on production 
in different economic sectors. For example, reducing the cost of capital in the United States 
would generally favor the production of capital-intensive goods over labor-intensive goods. This 
differential benefit would affect the composition of trade, because goods that became relatively 
more expensive to produce in the United States would be increasingly imported, and goods that 
became relatively inexpensive to produce at home would be increasingly exported. However, 
there is little reason to believe that the net trade balance would be much affected by this change 
in relative trade positions.^’ 

Although border tax adjustments under a consumption tax are generally considered to 
have no long-run affect on the balance of trade, it should be noted that some types of 
consumption taxes are accepted as border-adjustable under the General Agreement on Tariffs and 
Trade (GATT), and others are not. Indirect taxes, such as credit- invoice VATs used in most 
other countries, are border-adjustable under the GATT. Consumption taxes collected wholly or 
in part from individuals, such as a consumed income tax and a flat-rate tax of the type proposed 
by Representative Armey and Senator Specter, are unlikely to be refundable under the GATT. 
Although a broad-based, single-rate subtraction method VAT is economically equivalent to a 
similarly broad-based credit- invoice VAT, a GATT ruling would consider other factors. 
Whether a subtraction method VAT would survive a GATT challenge is an untested issue. 

Sector-specific issues of adopting a consumption tax ^^ 

Special treatment may be appropriate for specific business sectors under those forms of 
tax that are collected at least in part from businesses. High administrative and compliance costs 
relative to revenue collected may justify special treatment for certain sectors and for small 
businesses. Special rules are required for taxing goods and services with hard -to- measure tax 


is not necessary to have border tax adjustments to obtain this result, [f the market price for apples is 
$5.00, it will not be possible for producers to increase the price charged or lower the price and remain in business. 
Labor will bear the burden of the tax through a fall in wages and there will be no effect on trade between New York 
and New Jersey. In the international context, it is also possible for the currency of the country that imposed the 
tax to depreciate, offsetting the effect of the tax on the exported good. 

^^The Joint Committee on Taxation finds that replacing part or all of the corporate income tax with a VAT 
does not directly affect the U.S. trade balance. See Joint Committee on Taxation, Factors Affecting the 
Competitiveness of the United Slates, U.S. Government Printing Office, 1991, pp. 303-4. 

^°These points are discussed in more detail in Joint Commiiiee on Taxation, Factors Affecting the 
Competitiveness of the United States, U.S. Government Printing Office, 1991 , pp. 302-4. and U.S. Congressional 
Budget Office, Effects of Adopting a Value-Added Tax, U.S. Congressional Budget Office, 1992, pp. 63-4. 

^^The Treasury Department responded on February 3, 1995. to a query by Senators Nunn and Domenici 
on this issue. 

^^These issues are discussed in detail in Joint Committee on Taxation, Factors Affecting the Competitiveness 
of the United Stales, U.S. Congressional Budget Office, 1991 , pp 314-20, and U.S. Congressional Budget Office, 
Effects of Adopting a Value-Added Tax, U.S. Congressional Budget Office. 1992. pp. 26-30. 
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bases, such as financial services. The tax base for these services is not explicitly separated 
from other charges, and it is difficult to apportion the benefit from financial services to those 
who receive them. For example, the charge for iniermediation services provided by banks is 
included in the difference between the interest rates charged to borrowers and paid on deposits. 
That difference also includes the return to equity -holders. Moreover, it is difficult to allocate 
the iniermediation charge to a specific savings account or loan. 

While the current version of the Armey and Specter proposals contain no special rules 
for the treatment of financial institutions, the Nunn-Domenici plan would tax banks and 
insurance companies under a separate set of rules from those applied to non- financial 
businesses.’'* 

Taxing governments and non-profit organizations is difficult because there often is no 
market price for their production and many are currently not subject to tax. Most countries with 
VATs attempt to tax the commercial operations of this sector, but this approach requires 
differentiating between taxable and non-iaxable activities which can be administratively complex. 
While special treatment for specific sectors might ease administration of a consumption tax, 
exclusions from the lax base would increase economic distortions relative to a very broad-based 
consumption tax. The business tax portions of the Nunn-Domenici proposal would generally 
include the commercial activities of governments and many currently non-laxable non-profit 
organizations in the tax system. 

Taxation of housing and consumer durables also raises important issues. To minimize 
economic distortions, rental housing, owner-occupied housing, and other durable goods should 
be treated similarly. When businesses are allowed to expense capital purchases, purchases of 
buildings or durables for use as rentals would be deductible, and rental receipts would be taxed. 
However, the same theoretical treatment of owner- occupied housing and durable goods would 
require taxing the total purchase price, which reflects the current value of the services the home 
or durable good provides over its useful life.^'' This approach can lead to significant lax bills 
for buyers and windfall gains for current owners, who would not owe lax on the consumption 
of their existing housing or durable good. 

Many consumption tax proposals assume that exports will be relieved of the tax and 
imports will be taxed. Making the appropriate adjustments can be difficult if the tax base is not 
broad or if tax rates vary. Border adjustments for certain services also create complexity, 
because it is generally more difficult to determine the location of supply or purchase in the case 
of non-tangible services than for goods. 

Simplicity 

Simplification of the tax system is a primary goal of many tax reform proposals, and one 
which we support. A simpler tax system would have lower compliance costs for individuals and 
businesses, such as the costs related to learning the tax rules, recordkeeping, and preparing tax 
returns, and lower administrative costs for the government, such as the costs of processing tax 
returns and conducting audits. 

To evaluate reform proposals on the basis of simplification, however, it is useful to 
examine the sources of the complexity that plagues our current system. One source of 
complexity, the measurement of capital income, would be reduced under some forms of 
consumption tax. Three other sources of complexity, the desire to distribute the tax burden 
equitably, the necessity to measure the consumption component of business income properly, and 


For a discussion of the difficulties related to taxing insurance and other financial services under a VAT, 
see Joint Committee on Taxation, Factors Affecting the Competitiveness of the United States, U.S. Government 
Printing Office, 1991, pp. 315-18. 

'■’This is less of a problem under two-part consumption taxes like the Armey and Specter proposals than 
under other forms of consumption taxes, because the portion of value-added generated within the financial services 
sector by labor would be captured under the wage tax. Only the portion of value-added generated by capital would 
be lost. 


' ^See U.S. Congressional Budget Office. Effects of Adopting a Value-Added Tax. U.S. Congressional 
Budget Office, 1992, pp. 28-9. 
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the use of the tax system to advance certain non-tax social and economic policies, would likely 
persist under any consumption tax. If a consumption tax were implemented in the United States, 
the final form of the tax would likely differ from the ideal for these same reasons. Divergence 
from the simple, broad-based, flat-rate, consumption tax model - for whatever reason - will 
tend to lead to complexity, with higher administrative and compliance costs, higher tax rates 
overall, and reduced efficiency gains. 

Correctly measuring capital income is difficult, and approximations designed to reduce 
that complexity can invite tax avoidance and an inefficient use of economic resources. 
Therefore, one of the attractions of a consumption tax is that many of the onerous calculations 
related to capital income would be eliminated, and no tax would be owed on interest, dividends, 
and capital gains. Under a RST, capital purchases by businesses and capital income are 
excluded. Under a consumption tax levied at the business level, such as Representative Gibbon’s 
VAT or the business tax portions of the Armey and Nunn-Domenici proposals, depreciation and 
other cost-recovery provisions would be replaced with exp)ensing. Administrative and 
compliance costs would be reduced, since it would not be necessary to maintain records on asset 
costs in order to compute cost-recovery allowances and gains on the sale of assets. 

Unlike the existing income tax, however, a consumed income tax collected from 
individuals would require the measurement of annual changes in wealth. As suggested earlier 
in this testimony, a consumed income tax system like the Nunn-Domenici individual level tax 
could, therefore, be at least as complex as the current system, posing numerous new taxpayer 
reporting requirements and introducing new tax concepts and calculations. Compliance costs are 
likely to be significant for individuals who must report their net savings, particularly for 
taxpayers that both borrow and save and roll over prior savings into new accounts, and for the 
banks, mutual funds and other businesses that would be required to provide reports on 
investment and borrowing activities of individuals. Under one approach to a consumed income 
lax, proceeds from all forms of borrowing - whether through a loan or a balance carried over 
to the next year on a credit card — would be added to a family’s tax base. The net contribution 
to all forms of savings would be deducted from the lax base and withdrawals from savings would 
be taxed. It might not be complicated to calculate tax liability under this approach for a family 
that borrowed no money during the year, had no end -of-the -year credit card balance, and only 
made contributions to a passbook savings account. But in the modern U.S. economy, even a 
moderate-income family might in a typical year purchase deductible mutual fund shares through 
a dividend reinvestment plan, sell a taxable bond, and carry taxable balances on several credit 
cards. Some proposals might not require families to pay tax on some minimum amount of 
borrowing, such as under the Nunn-Domenici proposal, or might allow tax-free withdrawals 
from savings in cases of hardship, but these modifications would require complex rules to 
determine eligibility for exemptions and to prevent tax avoidance. 

Distribution of the tax burden 


Most of the mechanisms available under a consumption tax for minimizing the 
regressivity of the tax introduce complexities and their resultant costs. Exempting certain goods 
and services from a national RST or VAT and taxing others at alternate rates increases the 
compliance burden on businesses that would have to determine which rates to charge for their 
products and, in some cases, would be required to apportion their deductible costs among taxable 
and non-taxable sales. To make up the revenue loss from reducing tax on some goods and 
services, tax rates on the remaining goods and services would have to be raised. None of the 
proposals discussed in this testimony exempt specific goods and services, though State retail 
sales taxes in the United States and VATs in most OECD countries do u.se this approach. 

A tax that is collected wholly or in part from individuals can be applied at graduated tax 
rates, which would complicate the tax slightly: it is not much more difficult for taxpayers to look 
up their tax liability on a table — as they do now -- than it would be for them to apply a single 
rate to all taxable income. In the case of a two-part consumption tax, like the Armey proposal, 
ensuring that the same top statutory rate applies to both individuals and businesses would lower 
administration and compliance costs by enabling taxes on some forms of income to be collected 
wholly from businesses. 

Many consumption tax proposals, such as those of Gibbons, Armey, and Nunn and 
Domenici, offer large standard deductions and exemptions for dependents in order to relieve 
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some income from tax and to remove large numbers of people from the tax system altogether. 
The latter benefit is reduced, however, if refundable tax credits - like the EITC -- are used to 
minimize the burden of the tax, as is done in some proposals. Low- income families that 
otherwise might not be required to file a tax return would have to fill out a return in order to 
receive the credit. So that credits can be targeted to needy households, a family might be 
required to calculate income, which it otherwise would not have to report under some forms of 
a consumption tax. The relative increase in administrative and compliance burdens of offering 
refundable credits might be small in the case of a consumed income tax, under which much of 
the income tax structure would be retained. The relative burden would be more significant, 
however, if the income tax had been completely replaced by a business- level consumption tax. 

Measuring consumption 

Like the existing income tax, a consumption tax that is collected from businesses, such 
as a VAT or two-part flat tax, would require rules for determining deductible business costs. 
Some business purchases have a consumption component that should be excluded from deductible 
business purchases. For example, a business’ purchase of a company car that is also available 
for an employee’s personal use has a consumption component, as do many business expenditures 
for travel and entertainment. The rules for determining allowable costs under a consumption 
tax would be similarly complex to the related rules under the income tax. Moreover, the liming 
of deductions for capital purchases would make the problem more serious under a consumption 
tax. Under a consumption tax, business assets would be expensed, accelerating the benefit 
received by the taxpayer - and tax revenue lost to the government - from circumventing the 
rules. 

Promoting social and economic goals 

A U.S. consumption tax is likely to be used to advance certain widely-held social and 
economic goals. To the extent that these goals are promoted through the tax system, 
administrative and compliance costs are increased under a consumption tax as they are now 
under the current income tax system. Home-ownership is treated preferentially under the current 
income tax primarily by allowing families a deduction for interest they paid on their home 
mortgages. Allowing current law treatment of mortgage interest under a consumption tax would 
encourage homeowners to incur additional borrowing beyond their financing needs. Because 
mortgage loan proceeds under current law are not included in taxable income, while the amounts 
deposited in a savings account under a consumption tax would be deductible, mortgage loans 
used to transfer money to a savings account would reduce tax liability. In addition, allowing 
only some forms of loans to be exempt, such as under the Nunn-Domenici proposal, would 
introduce complexity and distortions relative to a system that treated all borrowing equally. As 
under the existing income tax, taxpayers would have an incentive to reclassify all forms of 
household debt as mortgage debt to maximize the benefit of the tax preference. 

Deductions for charitable contributions and State and local taxes paid could be allowed 
for families under a consumed income lax and for wage-earners and businesses under a two-part 
consumption tax. A tax preference for employer purchases of health insurance and fringe 
benefits could be provided under a two-part consumption tax by allowing businesses to deduct 
these costs. Under an individual -level consumption tax, employer-provided health insurance and 
other fringe benefits could be taxed by imputing their value to the recipients and including the 
imputed value in taxable income; not imputing the value to recipients would treat these benefits 
preferentially relative to other forms of compensation. Each of these tax preferences, however, 
would require rules to determine which fringe benefits are included in or excluded from the tax 
base, and these rules would be equally complex as those under current law. Rules would also 
be required to determine which business expenses to include or exclude from the tax base. The 
Armey and Specter proposals would disallow deductions for state and local taxes, and the 
employer portion of the FICA tax. The Nunn-Domenici proposal also would disallow those 
deductions, but would permit a credit for the employer portion of the payroll tax. 

The underground economy 

The underground economy consists of illegal activities and those which are "informal," 
but not illegal. A suggested benefit of a consumption tax system is that it may promote greater 
compliance with the tax laws from those presently operating in the underground economy. Some 
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commentators have suggested that a consumption tax collected at the business level would enable 
tax to be imposed on income of the underground economy, particularly the informal sector, that 
is untaxed under the current individual income tax. 

This benefit may easily be overstated. The reporting of income and sales from illegal 
activities, such as sales of illegal drugs, is unlikely to be affected by changes in the tax system. 
Incentives for not reporting income or sales from informal activities are likely to be similar 
under an individual income tax or a business -level consumption tax. For example, an electrician 
who does not pay income tax can charge a lower price, ju^as an electrician who does not 
collect a national RST or VAT for his services.^STnce income and sales from purchases of 
goods and services in the legal sector by the underground economy, such as the electrician’s 
tools and supplies, are taxable now, it is unclear whether additional revenues would be obtained 
from this source by switching to a consumption tax. 

Coordination with State and local sales taxes 

An additional administrative consideration is the coordination of a Federal consumption 
tax with Slate and local government tax systems. Historically, States have depended heavily on 
retail sales taxes and excise taxes for revenues. The adoption of a national sales tax or Federal 
VAT is likely to be seen as an infringement upon this important revenue source for State and 
local governments. In addition, a Federal VAT or national sales tax would create a new type 
of tax for businesses to administer. Some businesses would be responsible for either the VAT 
(or national RST) or a State sales tax, while others would be liable for both. The amount of 
State sales tax or VAT (or national RST) collected would depend on which tax was applied first 
and whether that tax was included in the tax base for the other one. Particular goods and 
services might be taxable under a VAT (or national RST) and exempted under the State sales 
tax, or vice versa, thereby creating additional administrative and compliance problems. 
Although sales taxes are generally under the purview of the States, the closeness of the tax bases 
would put the States under pressure to conform to Federal law. 

Transition to a consumption tax and the tax on existing wealth 

The most significant issue in converting from an income to a consumption tax system is 
deciding how to treat the return to wealth that was accumulated out of after-tax income under 
the income tax. The return to new saving and investment would be exempt under a consumption 
tax, but without an explicit exemption for old wealth, the return to and withdrawals from the 
stock of existing assets that are not reinvested will be taxed. For example, imposing a Federal 
VAT would automatically tax all withdrawals from existing savings that are used for 
consumption — even if those savings were accumulated out of after-tax income A full or partial 
exemption for current wealth might be desired to relieve the tax burden on individuals with 
accumulated savings, many of whom are elderly. But such an exemption would reduce the taxes 
paid by the holders of wealth, making the tax less progressive. In addition, economists believe 
that a tax on existing wealth would not distort taxpayer behavior, and that this non-distorting 
wealth tax is the source of much of the gain in economic efficiency predicted to result from a 
switch to a consumption tax. Consequently, an exemption for all existing wealth would 
effectively convert the tax into a tax on wage income alone, requiring higher tax rates on wages. 
The effect would be to reduce significantly, and possibly completely eliminate, the gains in 
economic efficiency that some economists expect from a consumption tax.’^ 

To illustrate the magnitude of this problem, consider the value of current household 
wealth. The total wealth of U.S. households is estimated at about $23 trillion.^* Much of this 
wealth is in the form of assets, such as pensions and unrealized capital gains, which have not 
yet been taxed. Excluding housing, the basis of private assets in the United Slates could be as 
much as $10 trillion. Rules governing the treatment of consumption financed by existing wealth 


^®See Advisory Commission on IntergovemmentaJ Relations. Significani Features of Fiscal Federalism, 
Volume 2, Washington, DC, 1994, Table 31, p.4. 

•”For a discussion of the relative economic benefits of a consumption tax, wage tax, and income lax, see 
Alan Auerbach and Laurence Kotlikoff, Dynamic Fiscal Policy, Cambridge University Press, 1987. 

Board of Governors of the Federal Reserve System, Balance Sheets of U.S. Households. 
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during the period of transition to the new tax will determine to what extent this significant 
amount of previously taxed savings is subject to the consumption tax. In this case, transition 
rules are not merely an inconsequential technical issue; how existing wealth is treated during the 
transition could have material economic effects. 

Transition rules could be designed to relieve completely the tax burden on savers who 
have already paid income taxes on their savings and would otherwise be taxed again when those 
savings were spent under a consumed income tax. For example, without a transition rule for 
past savings, a retiree who accumulated $100,000 in a savings account out of after-tax income 
before the imposition of a consumption tax would be taxed on withdrawals from that account that 
are for consumption expenditures. A transition rule could allow savings that were accumulated 
under the income tax to be segregated from "new" savings and deducted from Income. This rule 
would treat the $100,000 as tax-paid savings and would enable the retiree to make tax-free 
withdrawals from the savings account. It is difficult, however, to design rules that differentiate 
between individuals who reduce their accumulated savings in order to consume, and individuals 
who only rearrange assets among accounts. Allowing tax-free withdrawals from past savings, 
for example, would enable any individual with accumulated wealth to gain a tax deduction 
simply by transferring old assets into "new" savings accounts. Such a rule would enable a 
millionaire living off the interest on her accumulated assets, for example, to receive the 
equivalent of tax-free interest income -- a substantial benefit compared with current law.^’ The 
Nunn-Domenici plan includes detailed rules that would prevent the taxation of most previously- 
taxed savings while prohibiting taxpayers from generating savings deductions out of existing 
savings. While these rules would largely prevent the imposition of unfair burdens on elderly 
households, they would add to the complexity and costs of the tax system and would result in 
lower economic benefits than if the return to accumulated assets were subject to tax. 

A similar problem exists for businesses that have purchased equipment prior to the tax 
change and have unused depreciation allowances. Denying depreciation deductions under the 
consumption tax would mean that businesses would not be able to recover fully the cost of those 
capital purchases, and that income from capital purchased before the effective date would be 
overtaxed. It would impose windfall losses on firms that invested prior to the effective date, 
placing them at a disadvantage relative to businesses that purchased equipment Just after the 
effective date of the new consumption tax. 

Transition rules could reduce windfall losses in this case, but they would likely sacrifice 
tax revenue and lead to greater complexity. For example, if the consumption tax is collected 
only at the business level, businesses could be allowed to deduct immediately the balance of their 
depreciation allowances, though little revenue would be collected from businesses during the 
early years of the tax under this scheme. Extending the depreciation deductions over a number 
of years, an approach taken by the Nunn-Domenici plan, would spread out the revenue loss, but 
it would require businesses to segregate old and new assets during the transition period and, 
therefore, would increase complexity. 

Conclusion 

A change as dramatic as replacing the income tax system with a consumption tax should 
only be attempted if the expected economic benefits of taxing consumption are reasonably certain 
to be larger than the total costs, burdens, and risks of moving to a completely new tax system. 
In making such a determination, it is misleading to compare a theoretically ideal consumption 
tax and the income tax system in place today. A realistic comparison would recognize that 
exclusions would likely be made under the replacement system - either for administrative 
reasons or to supp>ort social and economic goals - and that those exclusions would reduce the 
economic benefits of the change and increase complexity. A realistic comparison would also 
recognize that what we call an income tax in the United States is really a hybrid tax system. 
While it is based on income, it incorporates a number of consumption tax features that help 


Under a transition rule that treats withdrawals from existing savings that are deposited into new savings 
accounts as new savings, an individual could draw down existing savings, deposit the amount in a new savings 
vehicle, and receive a tax deduction for the amount deposited. If the return to this "new" savings is used for 
consumption, the individual would pay tax on that return. But the original tax deduction would provide a benefit 
that would be equivalent to receiving the interest income tax-free. For an illustration of this result, see the example 
in the "Background" section of the testimony. 
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promote saving. For example, contributions to pensions, deductible IRAs, and other types of 
retirement savings are deducted from taxable income, and the earnings on these savings are not 
taxed until they are withdrawn. Most of the savings of middle- income Americans are in assets 
such as pensions and home equity that are already exempt from tax. Proposals for further 
reduction in taxes on income from savings of middle-income Americans, such as the proposal 
in the President’s budget to expand the use of IRAs, should be carefully examined before we 
consider doing away with the income tax. 

Based on all of the considerations described in my testimony today, we are not convinced 
that the case for completely replacing the income tax with a consumption tax is compelling. 
The most frequently cited economic benefit of such a change, an increase in private saving, is 
uncertain and could be small. The fairness of replacing the income tax with a consumption tax 
is also a concern. Moving to a flat-rate consumption tax would increase the tax burden on low- 
income families and lower the tax burden on high-income families. Efforts to improve the 
progressivity of consumption tax proposals result in complexity. In addition, the effect of 
switching to a consumption tax on wage and price levels, interest rates, and value of existing 
assets - including homes -- is uncertain. 

In general, divergence from the simple, broad-based, flat- rale, consumption tax model 
-- for administrative reasons, to address distributional problems, or to promote social and 
economic goals — will result in more complicated tax calculations, higher tax rates overall, and 
reduced efficiency gains. In addition, the transition could take many years to complete, and 
could be very costly and complex. Absent special transition rules, the move to a consumption 
tax could create many unintended winners and losers. New savers would be advantaged relative 
to those who saved in the past, including many of the elderly. Businesses that invest after 
enactment of the consumption tax would have a competitive advantage over businesses that 
invested just prior to the change. Rules could be designed to address these situations, but they 
would be complex and could lead to significant reductions in the economic benefits expected 
from a switch to a consumption tax. 

We commend efforts to develop consumption tax proposals that are progressive and 
re venue -neutral. We recognize that the details of some of the recent tax reform proposals have 
not yet been provided, and that the details will affect the analysis of any particular proposal. 
However, we believe that completely replacing the income tax with a consumption tax ultimately 
could be excessively complex and could create economic disruption. Moreover, while there has 
been substantial international experience with credit- invoice VATs and broad familiarity within 
the United States with State retail sales taxes, adopting a form of consumption lax other than a 
credit-invoice VAT or national RST would be venturing into the unknown. We can only 
speculate as to how a consumption tax collected at the individual taxpayer level would work. 
There is no experience upon which to gauge Its effects on the U.S. economy or its administrative 
and compliance costs, and no way to anticipate all the potential tax avoidance schemes that could 
be designed to exploit the new tax rules. 

Other countries have typically introduced consumption taxes, not as replacements for 
progressive income taxes, but in place of existing distorting sales or turnover taxes. Most of 
our trading partners now rely on a mixed tax system that combines income and consumption 
taxes. Consequently, a wholesale replacement of the income tax with a consumption tax would 
represent a grand international experiment. The burden lies with the proponents of consumption 
taxes to show that it is worthwhile to conduct this experiment on the world’s largest and most 
complex economy. 

Mr. Chairman, the Administration is keenly aware of growing taxpayer frustration with 
the complexity of the income tax system, and we think that greater weight should be given to 
simplification in evaluating tax reform proposals than has been given in the past. A simpler tax 
system would have lower compliance costs for individuals and businesses and lower 
administrative costs for the government. Moreover, while the debate is in process, 
simplification should be given greater weight in evaluating any changes to our existing tax law. 
In this regard, we note that last year’s House of Representatives passed H.R. 3419, the 
Simplification and Technical Corrections Act of 1994. We urge the Committee to consider this 
legislation again on an expedited basis. We look forward to working with the Congress on these 
and other initiatives to improve our tax system. While continuing to work to improve our 
current Income tax, we will give serious consideration to broader reform proposals that meet the 
tax policy objectives set forth above — proposals that would simplify the tax system and improve 
economic incentives without sacrificing revenue or fairness. 
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Chairman Archer. Thank you, Mr. Secretary. Obviously there 
are going to be many questions and colloquies with you by Mem- 
bers of tne Committee. I would like to commence just by asking 
you, for the purpose of establishing a predicate of the discussion on 
your charts, are the distributional tables that you use as the basis 
of these charts based on the old family economic income distribu- 
tional concept that was discarded by the Joint Committee in the 
last Congress as being inappropriate, such as the imputing of in- 
come for the ownership of one’s home and a number of other arbi- 
trary and subjective numbers? 

Or have you changed it in the way that the Joint Tax Commit- 
tee, under the previous Majority, in the last year changed theirs? 

Mr. Samuels. Mr. Chairman, the distributional analysis has 
been done according to the traditional method that Treasury has 
used since the end of the Ford administration, which includes fam- 
ily economic income. 

Chairman Archer. So the answer is that you have not changed 
your standard, whereas the Joint Committee, under the previous 
Maiority, in the last Congress, recognized that it was inaccurate 
and changed it. 

Yours is the same, correct? 

Mr. Toder. Our standard is the same, Mr. Chairman. 

Chairman Archer. OK Thank you very much. 

Now, have you considered the impact of reduction in interest 
rates and increased value of the dollar in benefiting every Amer- 
ican in the determination of these comparisons in these charts? 

For example, if one who wishes to buy a home, particularly a 
first-time home purchaser, is able to buy that home at interest 
rates that are 1 or 2 percent lower over the long term, isn’t that 
a massive reduction in the price of that home? And have you taken 
any of that into account? 

Mr. Samuels. Mr. Chairman, let me just say that the economic 
benefits that are discussed in tne context of moving to a consump- 
tion tax as set forth in our testimony are uncertain. So we have 
not taken any economic benefits or detriments, because there will 
be — there are possibilities of significant changes, as I said, in 
wages, prices, and asset values; and we haven’t taken those into 
account either way. Either way, we haven’t taken them into ac- 
count, because I don’t think at this point there is on — there can be 
a reasonable prediction as to what those might be. 

Mr. Toder. Let me just add, we believe that interest rates are 
set primarily on the world economy, and it is very unlikely that in- 
terest rates would fall very much. Americans would still be taxed 
the same on their interest at home and overseas, and foreign lend- 
ers would still not be basically taxed on the interest they receive 
from lending to the United States. 

The consequence, we believe, is that aftertax interest costs of 
housing would rise significantly from changing to a consumption 
tax, and that the value of existing housing equity would fall sub- 
stantially. 

Chairman Archer. Well, I sort of operate off of the basis of what 
my colleague from Georgia says is common sense, and maybe that 
doesn’t fit into the ivory tower. But common sense tells me that if 
you have zero tax on savings, you are going to have more savings. 
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If you have more savings, interest rates are going to go down. If 
you don’t tax income production in the United States to foreign in- 
vestments, more money is going to flood into the United States, 
which will increase the amount of savings and investment capital 
in the United States. And I think, if I am not incorrect, that 
money, as you say, on a worldwide basis is a fungible commodity, 
and that is going to relate directly to market forces. And if you 
have more savings coming into the United States, more demand, 
more interest in people putting them in here, the price of money 
is going to go down in the United States. 

Now, maybe that is too common sense for an ivory tower, but it 
seems pretty clear to me that interest rates are going to go down 
dramatically if you can convert to a consumption tax; and then, in 
addition, as Mr. Gibbons has articulated so well over the years, if 
you can remove the price of government as an expense of a product 
and thereby reduce its price in the world marketplace, you are 
going to sell more American products, which in turn is going to 
give you a lower trade deficit, which in turn is going to stabilize 
the value of the dollar and give people more pur^asing power for 
their dollars in the United States. 

Now, that is not ivory tower; that is just kind of the Archer rule 
of common sense. The important point is, whether I am right or 
whether I am wrong, that is not being considered in these Aarts. 

Now, finally let me ask you this, Mr. Samuels. I appreciate your 
support of our effort to get into this evaluation of the current sys- 
tem and what we might do to replace it, and we welcome you 
aboard in that process. 

I am curious as to when you will have a proposal for us that we 
can look at as to what you think is the appropriate way to replace 
the current Income Tax Code. 

Mr. Samuels. Mr. Chairman, we are evaluating these proposals 
that have been made, and we are also evaluating how one might 
change the existing system to make it better, and that is the proc- 
ess that we are going through. 

In looking at the proposals that are on the table, one of the inter- 
esting things to me in considering them is that they are all ideal- 
ized proposals. I actually haven’t kind of thought about them as 
being ivory tower; I have kind of talked to my colleagues when they 
explained them to me as kind of being on another planet, because 
they assume an idealized system; and I think that — as a practical 
person, I don’t think they will ever actually be adopted through the 
political system. 

For example, the idealized consumption tax system assumes, as 
I mentioned in my testimony, in obtaining the efficiencies that peo- 
ple hope to get out of them, that there will be a tax on existing 
wealth in the transition; and I think that would be a very hard ob- 
jective to obtain in designing a practical system, and I think that 
is a serious problem. 

So what we are trying to do is evaluate all of these proposals, 
understand where the real pitfalls are. This is like peeling an 
onion, there are whole layers of issues, and we think at the end of 
the day, based on what we know, that the proponents of these have 
a very high burden that the projected benefits will, in fact, occur. 
And so, therefore, we think that at the same time we should be 
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carefully and seriously looking at what we can do to our existing 
system to make it simpler and easier for taxpayers; and so that is 
what we are doing. 

Chairman Archer, I am not sure what your answer is to my 
question. My question is, When will you have a proposal that we 
can look at in comparison to these other proposals? 

Mr. Samuels. Mr. Chairman, at this point we aren’t making a 
proposal. What we are saying is that we have looked at these pro* 
posals and consumption taxes — proposals to replace the entire in- 
come tax with a consumption tax, and we see very serious ques- 
tions that need to be answered. So we are not in the position to 
propose a new system that would completely replace the income 
tax, and we think that you should be making comparisons and 
evaluating these, and hopefully, out of this debate will emerge a 
consensus about how to make our existing system simpler and easi- 
er for taxpayers to understand, while maintaining fairness and 
raising the same amount of money; and we think that is the way 
the process should move forward. 

Chairman Archer. Well, it seems very difficult to get a precise 
answer from you, but I will say that we are not iust considering 
consumption taxes. We are considering a flat tax. The proposal that 
Congressman Armey has made, and a number of other proposals, 
and we would welcome 

Mr. Samuels. Mr. Chairman 

Chairman Archer. We would welcome a proposal from the ad- 
ministration. You have tremendous resources through the IRS and 
through your own Treasury Department, resources that are of a far 
greater magnitude than we have up here at the Congress. And in- 
asmuch as you applaud this effort and you think something should 
be done, we would like to have your proposal in the mix so that 
we can look at it. 

And so I will ask you again, will you submit a proposal, and, if 
so, when? 

Mr. Samuei^. Mr. Chairman, we are looking at these proposals; 
we have spent a great deal of time — I am sure you can tell by read- 
ing our testimony — in listing the criteria by wjfiich these consump- 
tion tax proposals should be evaluated. 

I would add, the Armey flat tax proposal is a consumption tax. 
When you talk to the economists through your hearings, if you ask 
them, they will tell you it is a consumption tax proposal. 

We think that the right way to go through this process is to 
evaluate variations of the proposals and try to understand how 
they might come out of the political process and compare it to our 
existing system as it might be improved. 

Chairman Archer. I know. You have said that. You have said 
that several times. But do you not have any original ideas of your 
own? 

Mr. Samuels. Mr. Chairman, I think if you read our testimony, 
you will see that we have spent a great deal of time analyzing the 
proposals to try to make sure that everyone understands what the 
problems are. 

Chairman Archer. That is still not responsive to my question. 
You are talking about analyzing other people’s proposals. I am ask- 
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ing you whether you have an original proposal of your own and 
when we might be able to receive it? 

Mr. Samuels. Mr, Chairman, over the years, the Treasury De- 
partment has set forth analytical frameworks for all of the propos- 
als that this Committee is discussing today. The Treasury Depart- 
ment in 1977 put out an analysis of proposals; in 1984 the Treas- 
ury Department put out analytical proposals. I don’t think that we 
are scratching around for some ideas that haven’t been thought of 
before. I think if you talked to the people who have been doing the 
research on the tax system and alternative tax systems, that you 
will see variations on the theme and the pros and cons of the vari- 
ations, and that is what we are suggesting. 

Chairman Archer. But which ones do you support? Let me see 
if I can get at this in a different way, because I am not getting a 
responsive answer to my question. I am getting the continued re- 
sponse of, well, we want to examine all of the various alternatives 
that have been submitted by somebody else, that we have a frame- 
work whereby we can evaluate those, and I really, I really, hope 
in fairness you will not respond that way to me again, because I 
would like something a little more precise. So let me try another 
way to get at it. 

If we had no tax system today to generate the money to pay the 
Federal Government’s bills, if we were starting from scratch, would 
you adopt as the best way to raise money the current Federal in- 
come tax system? That should be easily answered yes or no. 

Mr. Samuels. The current Federal income tax system? No. 

Chairman Archer. All right. In that event, and if you had the 
challenge, which is what we are accepting here today, to try to 
look, from scratch, at a system that would be the best for the 
United States for the raising of the money to pay the bills, what 
would it be, in your opinion; and if you don’t have it for me today 
to answer that, could you have it for me in 1, 2, 3, or 6 months? 

Mr. Samuels. Mr. Chairman, I think that at this point in time 
that you ask what is the ideal, as opposed to what in fact will actu- 
ally happen 

Chairman Archer. No, I am asking you for a proposal to help 
us make something happen. And certainly you have got ideas down 
there; you have got all kinds of, as you say, framework and back- 
grouna and resources of a gigantic magnitude. Would you let us 
know what you think is the most appropriate way for us to raise 
money to pay the government’s bills; and if so — and either yes or 
no — will you or will you not? If the answer is yes, then in what 
timeframe might we expect to hear from you? 

Mr. Samuels. Mr. Chairman, we are in the position, as you can 
tell from our testimony, of saying that we should be analyzing 

Chairman Archer. No, no, no. I just said, please don’t give me 
that answer again. Answer me specifically whether you will have 
a proposal for us that you believe is the appropriate way, the best 
way, for us to raise the revenue to pay the government’s bills, yes 
or no; and second, if the answer is yes, in what timeframe? 

Mr. Samuels. Mr. Chairman 

Chairman Archer. I mean, it is very simple. Will you or will you 
not have a proposal? 

Mr. Samuels. I think that 
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Chairman Archer. You can say “not in my lifetime, no.” It is a 
very simple question. Either you will or you won’t. 

Mr. Samuels, I really think that it is a way of looking at this 
that we at this point have determined is not the path that we are 
going to follow. 

Chairman Archer. So you will not have a proposal for us; you 
will sit on the sidelines r.nd criticize every proposal that is intro- 
duced. Whether it be by Mr. Gibbons or by Senators Nunn and Do- 
menici or whether it be a proposal ultimately specified by me, you 
will sit and you will target those and you will criticize, but you will 
not come forward with a proposal of your own. 

Mr. Samuels. I don’t actually think that is what we are doing. 
We are not going to sit by and just criticize proposals. We are going 
to try to tell you what the pros and cons of various proposals are, 
and what we think 

Chairman Archer. You know, I don’t want to belabor this. You 
will not have a proposal for us. That is what you are saying; is that 
correct? 

Mr. Samuels. What I have said is that — explained to you how we 
are going to participate in the process at this point in time. 

Chairman Archer. No, no, no. It is a simple thing. Will you have 
a proposal or will you not have a proposal? It is very simple, a yes 
or no answer. 

Mr. Samuels. Mr. Chairman, we are here to discuss the pros and 
cons of these various 

Chairman Archer. That is not responsive. I mean, the adminis- 
tration has a wonderful computer programming system that must 
be embedded in the minds of every Representative that appears be- 
fore the Congress, and it is to pattern their answers in the way 
that you have patterned your answer, but it is not responsive. 

Just say, no, you are not going to have one and then we can go 
on. 

Mr. Samuels. But I think that that isn’t really the point of this. 

Chairman Archer. That is my question. That is the point of the 
question. 

Mr. Samuels. I think that the point is that there are various 
ideas for how to design an income tax system. They have been 
around — they have been around now for quite a while, and I think 
it is an excellent idea to review our current system and the alter- 
natives that have been put on the table. 

Chairman Archer, ^^^ich one do you like? 

Mr. Samuels. I think 

Chairman Archer. Which one do you support of the various al- 
ternatives? And if you don’t support one of them, will you modify 
one and make that proposal to the Congress? 

Mr. Samuels. I think that given the 

Chairman Archer. Well, clearly you are programmed not to give 
a definitive answer to the Congress, and I accept it. I know you are 
put personally in a very difficult position. But it is very, veiy clear 
that the administration has instructed you that you are not to mve 
us a specific proposal that will be the administration’s idea of how 
we can better raise money. So we then have to, as in Medicare — 
where we face the same thing — we have to move forward with our 
responsibility to do what is right for the people of this country. 
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Mr. Gibbons. 

Mr. Gibbons. Mr. Archer, I think you did an excellent job of 
cross-examining the witness. Maybe they could use you out in the 
O.J. trial. 

Let me sav, I have read Mr. Samuel’s statement, I have dis- 
cussed it with him. He gives a good analytical analysis of what the 
problems are. I don’t necessarily agree with all of his conclusions 
in his statement, wherever you can find a conclusion, but I don’t 
have any questions at this time. I would like to get on, so I can 
get down there and talk a little while. 

Chairman Archer. Well, we are going to be very interested, be- 
cause you at least are willing to come mrward with a specific pro- 
posal and defend it. 

Mr. Crane. 

Mr. Crane. Thank you, Mr. Chairman. 

Mr. Secretary, you have cited three criteria that should be em- 
ployed in evaluating alternatives to the existing Tax Code — name- 
ly, fairness, simplicity, and efficiency. Does the existing Tax Code, 
in your estimation, meet any of those criteria? 

Mr. Samuels. Mr. Crane, I think that to start, the existing Tax 
Code does not meet the criteria of simplicity. I think we have got 
ourselves in a situation where the complexity of the Code has obvi- 
ously resulted in enormous resentment and frustration among tax- 
payers, and we need to do something about it. So on that score, I 
think the simplicity criteria is not met and needs to be addressed. 

With respect to fairness, I think when you look at the progres- 
sivity nature of the system, I think that — in very general terms, I 
think it is a fair system. 

With respect to efficiency, I think that the system could be sig- 
nificantly improved. I think that when you look at the number of 
the incentives in the system, which give rise to complexity, that 
you have to wonder at the end of the day how much those incen- 
tives actually achieve their goal. So I think that we need — we have 
a lot of work to do with our existing system. 

Mr. Crane. Now, when you talk about the fairness question, you 
cite progressivity as evidence of the fairness in the system. Do you 
think it is perfect as it exists right now? For example, on your 
chart over here, the top 1 percent of taxpayers are paying 24.5 per- 
cent of the total taxes; is that not correct? 

Mr. Samuels. That is correct. 

Mr. Toder. Excuse me. They are paying 24.5 percent of their in- 
come in taxes. 

Mr. Crane. All right. 

Mr. Toder. They are not paying 24.5 percent of taxes. 

Mr. Crane. All right, they are paying 24.5 percent of their total 
income in taxes. The bottom 20 percent are currently paying 7 per- 

Mr. Toder. 7.6. 

Mr. Crane. 7.6. That kind of spread is evidence of fairness in 
your judgment? 

Mr. Samuels. I think that when you look at the issue of fairness, 
you should look at who is best able to bear the burden of taxes for 
running our government, and I think when you start with that 
premise, you Took at those who have total command on resources 
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as the best measure of a taxpayer’s ability to pay tax, and I think 
that that type of prog^essivity, roughly speaking, is an appropriate 
measure. 

Mr. Crane. But is it ideal as it exists right now? 

Mr. Samuels. It is hard to say anything is ideal. I think that is 
a reasonable — that is a reasonable 

Mr. Crane. Well, let me ask this question hypothetically. Per- 
sonal income, that top 1 percent of the taxpayers could probably 
pay 30 percent of all of the taxes, right? 

Mr. Toder. I think 

Mr. Crane. They would have a better standard of living than the 
bottom 20 percent? 

Mr. Toder. Yes. 

Mr. Crane. Yes? 

Mr. Toder. You are asking if the top 1 percent have a better 
standard of living than the bottom 20 percent? 

Mr. Crane. If their taxes were raised to say 30 percent of total 
taxes that we are taking in, they would still have a oetter standard 
of living than the bottom 20 percent of taxpayers, right? 

Mr. Toder. That is correct. 

Mr. Crane. So that would even be preferable to the existing sys- 
tem in your estimation? 

Mr. Toder. No, I don’t think Mr. Samuels was saying that. I 
think what he is saying is that it is appropriate for people in the 
higher income brackets to pay a higher percentage of their income 
tax. 

Mr. Crane. To be sure, I got that. 

Mr. Toder. I don’t think he said that any level 

Mr. Crane. Well, then, let me ask this question quickly before 
time runs out. If they paid 16.5 percent of total revenue out of their 
personal income, and the bottom 20 percent paid 8.6 percent, that 
would be unfair; is that your estimation? 

Mr. Samuels. Mr. Crane, I think that the question is if you 
wanted to raise the same amount of revenue that we are — pick a 
target and apply this progressivity to it, the existing revenue that 
we are raising, I dorit see how one could design a system that 
would take the numbers that you used and raise the revenue that 
we need. Somebody is going to have to 

Mr. Crane. Well, except on your chart over here, you are raising 
the same amount under this consumption tax approach as you are 
raising under the existing tax structure. 

Mr. Samuels. Right. 

Mr. Crane. But you are saying under the consumption tax, that 
the top 1 percent of taxpayers would be reduced in their total pay- 
ment from 24.5 percent of the total to 16.4 percent of the total. And 
I am asking, is that evidence of unfairness? 

Mr. Samuels. I think what would be — give me great cause for 
concern is the fact that the top 1 percent, who have the effective 
rate of 16.4 percent, are paying less as an effective rate than the 
people in the third and fourth and most of the fifth quintile. So you 
compare them to the people in the second — I am sorry, the third 
quintile, who are paying 18.8 percent of their income as an effec- 
tive rate. Why is the top 1 percent — as a matter of judging the fair- 
ness, should they be paying less than the people in the 
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Mr. Crane. Because you are comparing 1 percent of the popu- 
lation with 20 percent of the population. 

Mr. Toder, No, We are talking about the taxes as a percentage 
of their income, not their share of taxes. So it would say if some- 
body had $200,000 of income, they would pay $32,000 in tax at a 
16 percent rate, and if somebody had $50,000 of income, they 
would pay $9,000 in tax at an 18 percent rate. That is the compari- 
son that we are making here. 

Mr. Crane. All right. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Thomas, 

Mr. Thomas. Thank you, Mr. Chairman. 

Mr. Samuels, having read your testimony and then listening to 
your responses to the Chairman, I wind up, I think, much in the 
same position as my friend from Florida. It is difficult to ask you 
any questions, because I think I know what the answer is going to 
be. 

But you need to understand the level of frustration for us, and 
I mean on a bipartisan basis. When you respond to the Chairman 
that you are not going to criticize, you are just going to examine 
the pluses and minuses of the various proposals that are going to 
come before us, I shook my head at that point and went to the dic- 
tionary; and “criticize,” on page 308 of the Webster’s Ninth New 
Collegiate Dictionary, says: criticize, number one, to consider the 
merits and demerits of and judge accordingly, to evaluate. 

That is what I thought criticism was, and you said you are not 
going to do that, you are just going to examine the pluses and 
minuses of various proposals. 

You know, when you use the retiree example and the need for 
transition rules, maybe some of us here don’t have a long enough 
memory to recall what we did in the 1986 tax bill to folks who were 
retiring without a transition rule on a retroactive measure which 
destroyed people’s plans, based upon the belief that government 
would do what government said it was going to do and then didn’t. 
And I think that was just part of the ground swell that has led us 
here today. And, frankly, people sitting at this table were part of 
that, OK? 

So when you come in and preach to us about the need not to deal 
with theory, but to deal with the real world, and when you pre- 
sume to tell us what is going to come out of the congressional proc- 
ess and that you know it is not going to be what we are talking 
about, frankly, I will stack up what we say we are going to do with 
this new Majority in comparison to what we do with your adminis- 
tration, Mr. Samuels. 

It is a little galling to have you tell us you know we are not going 
to do what we say we are going to do, especially when you nave 
seen that the fundamental changes that are proposed are being 

P roposed on a bipartisan basis, that there is a level of frustration 
ere that transcends the partisan question. 

So when you find us talking to you, or Mr. Gibbons simply 
throwing up his hands saying, I don’t have any questions for this 
person, you need to know that it is based upon a frustration with 
the recent past in trying to deal with the present system. 

And when you sit and give us testimony that you know we are 
not going to deliver what we think we are going to deliver — which 
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argues to me that we start with the bolder concept since you have 
now told us it is going to get whittled back — but then that your re- 
quest is for something far less than kind of basic rethinking, you 
know we are going to get less than that even, if, in fact, you are 
correct; and when you tell us that you are shooting for fairness, ef- 
ficiency, and simplicity, that is awfully close to fairness, simplicity, 
and growth, which was the whole pursuit of the eighties in terms 
of the Tax Code. And so it is very difficult for me to sit here and 
listen to this administration, first of all, tell us what we are going 
to do in the legislative process, but not offer any alternative. 

The Reagan administration during that period. Treasury offered 
Treasury one and Treasury two, which were fairly bold flat tax con- 
cepts, which at least showed they were thinking about the issue. 
They were willing to engage. 

You have told us you are not willing to engage in fundamental 
tax proposals. But that is nothing new; you werenT willing to en- 
gage on the budget, you didn’t engage on welfare, you haven’t en- 
gaged on reform in tne health system, you are not engaged in the 
Medicare reform, so, gee, what is new, you are not engaged in tax 
proposals either. 

So you sit back and criticize. You tell us the pluses and the 
minuses of the ideas that we are offering, which obviously are theo- 
retical because they are not in place. But, Mr. Samuels, if you and 
your President reafly want to participate in an area that needs fun- 
damental change, you are going to have to participate. Sitting back 
on some higher level and offering criticisms of the work product 
that we are going to be presenting and telling us that we are not 
going to be able to accomplish what we are trying to accomplish 
isn’t worth very much. 

You occupy an important position. The Chairman has said that 
you have enormous resources on hand. You are cheating the Amer- 
ican people by not participating in a very active and aggressive 
way. 

Chairman AliCHER. Mrs. Kennelly. 

Mrs. Kennelly. Thank you, Mr. Archer. I think sometimes 
things can be looked at differently. Mr. Thomas and I were both 
here in 1988 and there was Treasury one and Treasury two. But 
I do remember Secretary Baker sat down there day in and day out 
as we did tax reform and he did exactly what you suggest, Mr. 
Samuels, you were going to do. He very definitely told us the pros 
and cons of the various things that we were looking at, the various 
votes that we took and how we moved forward in tax reform. And 
I think that over the years that has been the relationship of the 
Congress with the Treasury. 

In fact, I am quite sure Mr. Archer is very committed to this 
consumer tax, as Mr. Armey is very committea to the flat tax; and 
I think every one of us at this table and on the other side in the 
Senate knows that the system right now is very complicated and 
needs reform. So I am quite sure, Mr. Samuels, that you will be 
right there telling us what would happen if we did certain things; 
and I am totally convinced that the Congp'ess, no matter who is in 
the Majority, will do exactly what they want. 

So I think what is happening here this morning is just a dif- 
ference in semantics for how we Took at things. 
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Yesterday 

Mr. Thomas. Will the gentlewoman yield just very briefly on that 
point? 

Mrs. Kennelly. Sure. 

Mr. Thomas. I think it is telling, because I think you are accu- 
rate in that — but I think it is ironic that you used Secretary of the 
Treasury James Baker as the example who sat down with us day 
after day and talked about the changes. We asked for Secretaiy of 
the Treasury Rubin to come, but they chose not to send the Sec- 
retary of the Treasury, they sent someone else. So when Les Sam- 
uels is going to be sitting there, compare that with the previous 
commitment of the Secretary of the Treasury sitting there and 
working out the details. I thank the gentlewoman for yielding. 

Mrs. Kennelly. Mr. Samuels, yesterday Dr. Kotlikoff was here 
from Boston University and he testified that he thought since the 
Treasury and the IRS had made such advances in electronics, that 
there could be a card that every family could have, that as they 
bought consumer goods would tally their tax and then when April 
15 came the IRS could figure out what taxes these people owed or 
if they were going to get a refund. 

Could you tell me, knowing what you know now about the IRS 
and the Treasury, is this something that is possible, and if possible, 
could this really happen in the near future, or would this be some- 
thing that would take huge changes in the system to bring this 
about? 

Mr, Samuels. Mrs. Kennelly, we have been spending a lot of 
time thinking about modernization of the IRS and enhancing their 
computer capability. As you know, they have a long-term pro- 
gram — tax systems modernization that they have been requesting 
funding, so that they can do a much better job, and seeing the 
problems that they are having in getting that funding. And I would 
hope that Congress would respond and properly fund them so that 
they are able to not only collect the taxes, but provide better serv- 
ice to taxpayers. That is a fundamental part of that proposal. 

Mrs. Kennelly. So you think this was a practical proposal? 

Mr. Samuels. No. I think that that type of proposal would need 
an enormous amount of work, and a very significant commitment 
of resources, including financial resources, to have basically the ca- 
pability to try to make it work. 

I am not familiar with the details of that particular idea, and I 
would be happy to consider it. We have thought about cards in 
other contexts and have run up against various administrative 
problems, so I just — I would want to know more about the proposal 
before I would be able to make any judgment. 

Mrs. Kennelly. Thank you, Mr. Samuels. 

Quickly, in your written statement, you talked about taxation of 
existing wealth, and I agree with you. I think one of the things we 
have to look at as we look at a new tax system, or the possibility 
of a new tax system, is what happens in transition. As we know, 
the older members of our society have a great deal of the wealth 
at this present time in the form of savings. And yet if we leave that 
in place as we transfer it into a new system, it would mean the 
rates would have to be higher for the working individuals. 
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Mr. Samuels. Right. And, in fact, if you don*t tax existing 
wealth, you effectively have — ^you have turned the consumption tax 
into a wage tax. That is, if you talk to the economists, that is what 
you have. 

Mrs. Kennelly. So as a policy, you would say you would have 
to tax existing wealth in savings? 

Mr. Samuels. I think the economists and Mr. Toder here can 
comment on it. They all assume that in order to get the efficiencies 
in talking about a consumption tax that you would, in fact, tax ex- 
isting wealth. We think that would raise very serious problems. 

Mrs. Kennelly. Because it would be aftertax dollars? 

Mr. Samuels. Yes. 

Chairman Archer. The gentlelady’s time has expired. 

Mrs. Kennelly. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Running. 

Mr. Running. Thank you, Mr. Chairman. 

Mr. Samuels, do you believe that there is a lot of public dis- 
satisfaction under the present Tax Code? 

Mr. Samuels. Mr. Running, absolutely, yes. 

Mr. Running. Do you believe also, then, that the burden of proof 
should be placed on those who defend the current tax system rath- 
er than on those who want to change it? In other words, if you 
think that there is a public upheaval occurring in this country 
about the Tax Code, those who want to defend it ought to be able 
to defend it and those who want to change it ought to be the ones 
that are encouraged to get the job done, that is my followup on 
Chairman Archer's questioning of you. 

Why wouldn't the administration, recognizing the public dis- 
satisfaction with the Tax Code, come forward with a proposal to do 
just that? 

Mr. Samuels. Mr. Running, I think that when you look at the 
dissatisfaction with the tax system, which we agree is there, when 
you — and I saw a recent poll that was quite interesting, it asked 
about dissatisfaction with the tax system, and a majority said, yes, 
they were dissatisfied, they would like to have substantial, fun- 
damental reform. 

Mr. Running. They want a fair Code. 

Mr. Samuels. And they also said that — a majority of those peo- 
ple also said, one, they want a progressive income tax and, two, 
they wanted to maintain itemized tax deductions. 

Mr. Running. I have never ever heard anybody say they want 
a progressive income tax. In fact, just the opposite. I have seen 
polls that say we don't want an income tax, period. 

Mr. Samuels. I am just telling you the poll I saw. It is interest- 
ing to see. There are different polls. This was a poll that was just 
taken that I saw, and that was, because people in some ways they 
like kind of the basics of our current income tax system in the 
sense that it is a progressive income tax and provides 

Mr. Running. That must be a Treasury poll, because I have 
never seen that anywhere public. 

Mr. Samuels. No, it was not a Treasury poll. They also like cer- 
tain incentives in the income tax, like home mortgage deductions, 
charitable contributions, pension, the pension system. 
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Mr. Bunning. Only if the current type of system is continued. In 
other words, if everybody is treated fairly and we take out all de- 
ductions and all exemptions, then everybody seems to be OK, you 
can do whatever you want so long as the public sees that it is fun- 
damentally fair. 

Let me ask you, if I asked the question across the country do you 
think the United States should do away with the IRS, what kind 
of response do you think I would get? 

Mr. Samuels. Well, since no one likes paying taxes, I haven’t 
found anybody that likes to pay taxes, when you ask whether they 
would like to get rid of the IRS, I think most people would say I 
would like to live in a country where there are no taxes collected, 
and one doesn’t have to deal with any tax administration. The IRS, 
obviously, they have a very difficult job administering the laws that 
are written by Congress. That is a tough job. 

Mr. Running. You realize the tax system currently is a voluntary 
tax system. 

Mr. Samuels. It is, and we should be extremely proud of it. And 
that part of it, the voluntary nature of the system is something 
that is, I think, a tradition here in this country. On the other 
hand 

Mr. Running. Mr. Samuels, let me just get to the point I am try- 
ing to make. Are you defending the current system? That seems to 
be the case based on your testimony. 

Mr. Samuels. I don’t think I am defending the current system. 
What I have said that we simplify, I said we need to simplify our 
existing system. 

Mr. Running. Can I quote you at different functions that you 
have gone to where you have defended the current tax system, in 
other words, you have said if somebody wants to change this sys- 
tem, they better have a good reason for doing it because this is the 
system that is in place, even if it is bad? 

Mr. Samuels. No, I haven’t said that. 

Let me just say in my testimony today, as I said, I think that 
the proponents of changing the entire system, that is getting rid of 
the entire income tax, the individual income tax and the corporate 
income tax have a high hurdle to meet, and the comparison is what 
can we do to our existing system to make it better. There are a 
number of things that we could do to our existing system that 
would relieve burdens on taxpayers. 

Mr. Running. Mr. Samuels, if we don’t change the current sys- 
tem, the compliance or the voluntary part of it eventually will be 
severely eroded and that is what is happening presently. Voluntary 
compliance is eroding and the voluntary system will fall apart if we 
don’t change and make it more simple for people to comply. Thank 
you. 

Chairman Archer. Mr. Merger. 

Mr. Merger. Thank you, Mr. Chairman. 

Mr. Samuels, in your testimony you stated that you are con- 
cerned that any consumption tax Congress may enact could be ex- 
cessively complex. 

Do you seriously believe that a new consumption tax would be 
as complex as the current system? 
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Mr. Samuels. Mr. Herger, I think it depends on the form of a 
consumption tax. I think when you look at the proposals that Sen- 
ators Nunn and Domenici have set forth, and by the way, I com- 
mend them for their proposal, it is detailed. They spent an enor- 
mous amount of time thinking about how to make their system 
work, and when you look at that system I think you have to con- 
clude in evaluating it that one of the serious questions is its com- 
plexity, and you could wind up in a system where you are basically 
collecting the consumption tax at the individual level, that you 
could wind up with a more complicated system because you have 
to keep track not only of your consumption, but the way you keep 
track of it is you look at your income, then deduct from it your net 
savings, and calculating your net savings is a brandnew calculation 
that taxpayers now don’t have to do. 

You dout have to keep a balance sheet now, thank goodness. We 
have a complicated enough system as it is. Under a consumed in- 
come tax system you would have to keep some kind of balance 
sheet, and Senators Nunn and Domenici have tried to minimize 
that burden in their proposal, and they have spent a lot of time at 
it, but it is still a new level of calculations in determining your net 
savings the taxpayers have to make that they don’t have to make 
now, and we think that that additional computation would lead 
some to think that it is more complicated than the existing system. 

Mr. Herger. So much of the complexity of our tax law today is 
because of the years and years of additions and underbrush, if you 
would, of refinements. Wouldn’t doing away with that also do away 
with all that underbrush and at least in a new system we would 
be starting new and would not be nearly as complex as the system 
we currently have? I mean, what you describe sounds very simplis- 
tic compared to what we go through today. 

Mr. Samuels. I think that the 

Mr. Herger. In comparison. 

Mr. Samuels. Right. The issue is when we are talking about con- 
sumption taxes, and I think one of the things that we hope we 
could add to the discussion is trying to explain what, in fact, people 
mean when they talk about the consumption tax. 

I am sure you will have other witnesses, along with economists, 
as you go through these hearings that will also provide that infor- 
mation. It is a theoretical model, and moving from that model to 
our very complicated and sophisticated economy, we have the larg- 
est economy in the world. We have the most complex economy in 
the world, and as you think about starting over with a brandnew 
tax system, you are going to run into a whole series of issues, like 
these transition issues of how to deal with the taxation of existing 
wealth under a consumption tax. Under a consumption tax, if you 
don’t have a transition rule, people who have earned money under 
the income tax system and paid taxes have now saved money in 
aftertax dollars. They have their $100,000 in the bank and they are 
retired and now they are dissaving because they are spending some 
of their savings in their retirement. 

To move just cold turkey into a consumption tax, they will pay 
consumption tax when they spend down their savings. They will be 
taxed twice on their efforts, and that is, I think, a very serious 
question as to how to deal with that issue. 
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Mr. Merger. My time is almost up, please excuse me, but you 
are now referring, as I understand it, to a transition period which 
obviously we will have in any type of change we make, but it is 
a transition period that we will work through, I think the point is. 
I don’t know how we could have a system that is more complex as 
is perceived by the American public, the American taxpayer, than 
what we have now. 

I share the concerns of those who have questioned before me on 
the fact that we seem to see a trend now with the administration. 
We had Secretary Shalala who was here on the Medicare bank- 
ruptcy. No suggestions from the administration, no plans. 

We see you here representing the administration again on taxes, 
again no plan, no timetable when, if ever, we will have a plan. I 
believe that if there is a reason for the American public perceiving 
the President as being irrelevant, it is precisely because of this. We 
aren’t seeing any plans, we are not seeing any leadership, and I 
think this is regrettable. I believe the American public deserves 
much more than what we are seeing. Thank you. 

Chairman Archer. Mr. Levin. 

Mr. Levin. Thank you. Mr. Samuels, I think the frustration with 
the present system is bipartisan, and I hope that the response can 
be accordingly. I think the question is whether we are going to use 
that frustration in part for political purposes or if we are going to 
respond to it. I hope we respond to it. So let me just ask you, be- 
cause I think, in a sense, the issue is clear, and that is whether 
we are going to undertake major reforms in the present system or 
discard it and essentially totally replace it. 

The answer may not be simple. I don’t think it is, but the issue 
is clear. I think that essentially your position today is one of re- 
forming the present svstem or your preference or your tendency 
rather than totally replacing it. Is that a fair characterization? 

Mr. Samuels. Mr. Levin, I think that that is a fair characteriza- 
tion in the sense that we are concerned about the consequences of 
trying to apply a model that no other country in the world has 
adopted to the most complex and largest economy of the world, and 
we think that there are significant things that you could do with 
the existing system that would go a long way to satisfying or trying 
to meet and reduce taxpayer frustration. 

Mr. Levin. All right. In answer to Mr. Crane you said on com- 
plexity it is much too complex; it needs improvement. 

Mr. Samuels. Absolutely. 

Mr. Levin. You gave it a decent grade on fairness, but also a 
somewhat poor grade on efficiency. 

Mr. Samuels. Right. 

Mr. Levin. So now the question becomes whether you have some 
proposals relating to complexity and inefficiency. In your testi- 
mony, you referred to the Technical Corrections Act of last year. 
Will you have some proposals relating to complexity and efficiency? 

Mr. Samuei^. Mr. Levin, we are actively working on those pro- 
posals and the types of things that we are considering are issues 
of trying to — we have asked people about what they don’t like 
about the system, and for example the so-called Pease and Personal 
Exemption Phaseout is something that people find excessively com- 
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plex, so I think one ought to kind of look to see about how one 
would eliminate that. 

The individual AMT is too complicated, needs to be reformed. We 
have — as an example, we have 3 million people filing AMT forms 
and only 300,000 people pay the AMT. There is no reason why we 
need to have all those people filing forms that don't owe AMT. 

Mr. Levin. So I think, then, is your answer that you may not be 
coming up with a totally new system in terms of a proposal, but 
you are going to be proposing some major reforms in the present 
system? 

Mr. Samuels, We are going to be proposing what we believe will 
have a material benefit on the simplification front. 

Mr. Levin. OK. When do you think that will happen? 

Mr. Samuels. We are working on it. We have a series of ideas. 
I don't have a timetable as to vmen they are going to be released, 
but we are working on some actively, and I think one set is going 
to be released relatively soon. 

Mr. Levin. All right. 

Chairman Archer, I think, is perhaps interested in the answer to 
that. You are going to be coming forth with some proposals. 

Let me ask you, yesterday we heard testimony that the cost of 
compliance was $202 billion. Mr. Hall suggested that the annual 
cost is based on 5.1 billion hours of work. Is that at all in the ball- 
park, do you think? 

Mr, Toder. We have not looked very closely at that. From what 
people have advised me, that number, we think, is too high, but we 
would be happy to supply you with an analysis of it. 

Mr. Levin. So whatever the number is today, it is too high, the 
compliance; is that correct? 

Mr. Toder. Absolutely. 

Mr. Levin. And so there is a basis for frustration among the pub- 
lic? 

Mr. Toder. That is correct. 

Mr. Levin. And the administration intends to present some spe- 
cific proposals that relate to complexity as well as efficiency? 

Mr, Samuels. Correct. 

Mr. Levin. Will you in the next week or month, if possible, give 
us some kind of a timetable as to when those proposals will be pre- 
sented? 

Mr. Samuels. Sure. 

Mr. Levin. You will? 

Mr. Samuels. Yes. 

[The information was not received at the time of printing.] 

Mr. Levin. OK Thank you. My time is up. 

Chairman Archer. Mr. Hancock, 

Mr. Hancock. Thank you, Mr. Chairman. 

Mr. Samuels, we have kind of had a basic philosophy on taxation 
that the best tax is a tax with as broad a base as possible and as 
low a rate as possible. Would you concur in that thinking? 

Mr, Samuels. I think that that is an objective that we should try 
to achieve. 

Mr. Hancock. I said yesterday I didn't think this ever would 
happen in my lifetime, that we would really be holding hearings 
considering elimination of the income tax. I would like to see it 
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done and as quickly as possible, but under those circumstances, 
even though we realize it is going to be a slow process, we are 
going to be extremely deliberate. We are talking about major, 
major changes in the way we finance the Federal Grovernment. 

Would Treasury or anybody consider an absolute total morato- 
rium on any changes whatsoever in the income tax laws and regu- 
lations, just leave it the way it is so that the public could under- 
stand what they are dealing with? I mean, would Treasury even 
consider it or would the administration even consider making that 
recommendation to the Congress until we can work out something 
better? 

Mr. Samuels. Mr. Hancock, I think we believe that we should be 
giving simplification greater weight in all legislation that is cur- 
rently under consideration. That is a serious issue right now. We 
all know people are frustrated, and I think that we should all, in 
considering legislation and regulations, give simplification a much 
greater weight. 

On the regulatory side, we have recently announced a proposal 
that we have asked comments on where small businesses will be 
able to decide whether they want to be a corporation or a partner- 
ship by checking a box to get rid of all the difficulties of deciding 
whether an unincorporated entity is a corporation or a partnership. 
So we have been — we are committed in our regulatory process to 
simplification. 

On the legislative side, I would urge the Committee to take sim- 
plification into account and rive it a much stronger weight than it 
has in the past because of the frustration the taxpayers have. We 
know we have a system that is too complex, and it is tilting. It is 
tilting over. There is no doubt about it. So I would hope that that 
would be the case, and I think that — when you talk to tax practi- 
tioners, one of the things that they say is that the constant change 
of the tax law is one of the things that, for them, is the most frus- 
trating, that they get to understand something and then the law 
is changed. So the idea to slow down the change in tax law, I think, 
is a valuable one. 

Mr. Hancock. In my business career, in my life, you know, I 
have lived through several simplifications, and it got so simple that 
I can't figure it out. 

What I am asking you is would the administration and would the 
Treasury recommend to the administration or somebody that we 
just leave it alone at least for a couple of years so the practitioners 
and the businesspeople and the people that are planning the es- 
tates would know what they are dealing with, I mean, a 5-year 
moratorium or a 4-year moratorium or something because you can 
do something 1 day and then find out they have already made a 
regulation that messed it up. I am not talking about simplification. 
I am just talking about saying, look, leave it the way it is until we 
can work out something, a major change, would Treasury rec- 
ommend that? 

Mr. Samuels. Mr. Hancock, what we would recommend is that 
as Congress is considering legislation that they give simplification 
a greater weight and in the meantime, while they are considering 
this, there are some things that I think Congress could do to sim- 
plify the existing system, so I think that would be how I would do 
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it. I think the system now is so complex and there are so many 
problems I think there are some things that could be done. I 
wouldn't want to wait 4 or 5 years while everybody has to live 
with 

Mr. Hancock. Here again, when I hear Treasury and Internal 
Revenue talk about simplifying something, I get nervous, I get real 
nervous. 

Quite frankly, I think there are a lot of people out there who 
think don’t try to simplify it again, just donx change it at all for 
a while. I mean just leave it alone for a while. We have got a de- 
preciation schedule now. Let us live with that one; don’t hit us with 
a different one next month. Anyway. 

Mr. Samuei^, I think, as I say, we have said before, we think 
that constant change to the tax law is a serious problem in terms 
of the issue of complexity and frustration, so I would think that 
given all the frustration that is out there that we ought to give sig- 
nificant weight, much more weight than we have in the past to 
simplification in considering tax law proposals. 

Chairman Archer. Mr. Hancock, your time has expired. 

Mr. Camp. 

Mr. Hancock. Thank you. 

Mr. Camp. Thank you, Mr. Chairman. 

Mr. Samuels, in your opening statement you state that frustra- 
tion with the current tax system is unacceptably high, and you also 
say that this frustration is a serious problem, and I think in re- 
sponse to one of the questions from Mr. Running, who asked you 
if there was a lot of dissatisfaction with the current system, you 
responded absolutely in testimony today. 

Are those all fair characterizations of what you think about our 
current tax system? Yes or no? 

Mr. SAMUEI.S. That is my view of how taxpayers are reacting to 
today’s tax system. 

Mr. Camp. Would some of those causes be — in response to Mr. 
Levin, you mentioned the complexity, the inefficiency, the 
equitability of the system, complexity, even the audit process, the 
fact that small business people literally have to hire a professional 
in order to prepare your returns, would all those be some of the 
reasons that you make the statements you do about the frustration 
with our current system? 

Mr. Samuels. I think that there are a variety of factors in the 
frustration. One is the sheer complexity of the system. It is inter- 
esting, about over 70 percent of taxpayers claim the standard de- 
duction, but about half the taxpayers go to professional preparers. 

Obviously, you know, if you have half the taxpayers going to pro- 
fessional preparers it is because they are intimidated by the sys- 
tem. They don’t think it works very well. 

I also think that there is a sense among some that they are frus- 
trated with the system because they feel that there are some tax- 
payers, very wealthy taxpayers, big companies who aren’t paying 
their fair share because of loopholes and so forth, so that they are 
frustrated about that as well, so I think it is a variety of problems. 

Mr. Camp. Do you think the taxpayers are satisfied with IRS 
audit procedures? 

Mr. Samuels. I don’t 
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Mr, Camp. I know obviously you have thought about this issue 
if you have testified that taxpayers are frustrated with the system. 
Do you think they are? 

Mr. Samuels. I think that the IRS has been given — ^has a very 
difficult job of administering this complicated system, and I think 
that we — my personal view is that we should be proud of all of the 
employees who are doing a difficult and, to some extent, unwelcome 
task under difficult circumstances, and I think that they are trying 
to do their best, and I think that, obviously, no one likes 

Mr. Camp. Do you think the procedures in themselves are such 
that they would cause taxpayers to be unduly frustrated with the 
system, the fact that there are reach backs, the fact that they may 
be audited and their audit is approved and then a few years later 
the IRS issues a regulation and changes that procedure. Do you 
think that might cause some problem? 

Mr. Samuels. Actually, I think if you look at — one of the issues 
that has been discussed is actually the decline in audits by the IRS 
over the years so that the audit rate has gone down, so it is hard 
to engage in that question. There are very, very few 

Mr. Camp. Let me move on to something we do agree on. We do 
agree there is a growing dissatisfaction with the current income tax 
system. Wouldn’t it then seem proper to consider an alternative 
system, given that huge amount of frustration? 

Mr. Samuels. I think we should consider alternative systems 
and consider how we could make the existing system substantially 
better. 

Mr. Camp. I know you mention in your testimony that the con- 
sumption tax, your concern is that it may be regressive. 

Mr. Samuels. That is correct. 

Mr. Camp. OK. Would you suggest exempting some specific 
items? 

Mr. Samuels. No, no, absolutely we have not said that. We think 
that as one tries to deal with regressivity, that is, if you look to 
the Europeans that have VATs, that is one of the ways that they 
try to deal with regressivity is by providing exemptions for specific 
items or having different rates, and I think that their experience 
is that when they do that, that introduces complexity into the sys- 
tem and also it doesn’t do that much to address the problem of 
regressivity because if you exempt an item, you exempt it for all 
taxpayers, not just the low-income taxpayers. 

Mr. Camp. So you would not advocate exempting certain goods 
and services or changing rates? 

Mr. Samuels. Absolutely not. 

Mr. Camp. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Mr. Samuels, thank you for your testimony today. 

Chairman Archer. Mr. Cardin, could I ask you to suspend just 
a moment? Please don’t take this out of his time. 

For the benefit of everyone and their schedules today, we plan 
to take a break between 1 and 2. We will not be in tne hearing 
room between 1 and 2. You may proceed. 

Mr. Cardin. Thank you, Mr. Chairman. 
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In response to some of the questions that have been raised by my 
Republican colleagues, I think it would be premature and perhaps 
irresponsible for either the Republican leadership or the adminis- 
tration to come forward with a specific proposal to change our cur- 
rent tax structure, knowing the sensitivity of the markets and the 
fact that riding here from Baltimore this morning the stock ex- 
change reached an all-time high. 

I am not so sure it would be a good idea to put out there a spe- 
cific proposal, particularly when we haven*t had the Committee 
hearings necessary in order to try to formulate some national con- 
sensus as to which way we should move. 

Mr. Chairman, I have been very complimentary of the fact that 
we are holding these hearings. I think we need to hear about the 
current tax structure and various proposals that are under develop- 
ment, but I think it would be premature for the administration to 
come down on a side of this debate, and I am glad to see that you 
are here participating with us. 

I happen to believe that it is time to radically change our tax 
structure and believe that we need to move from an income-based 
tax to a consumption-based tax, 

Mr. Samuels, I would appreciate some of your thoughts here. I 
think many of us have been fixed on the income tax because in our 
college classes we learned that if we believe that ability to pay 
should be one factor in collecting taxes, the income tax is the easi- 
est way to get at that, but it seems to me as we look at the evo- 
lution of the current income tax here in the United States, we find 
that it has become so complex and that the progressivity of it has 
been compromised to such a point that perhaps we could work with 
consumption-based tax and accomplish the same progressiveness as 
we do under the current income tax structure. I point out the fact 
that many of us are concerned about the current use of the income 
tax or concerned about the savings ratios in this country which are 
at a historically low level. 

In just the last 12 years we have seen that the savings ratios in 
this country have dipped about 50 percent. We are close to what 
it was in 1929, which should alarm all of us. From the inter- 
national competitiveness standpoint, a consumption tax makes our 
companies more competitive internationally because it is border ad- 
justable. My question to you is that you have raised the three 
standards which I agree with — efficiency, fairness, and simplifica- 
tion. They are very important factors. 

You have acknowledged the fact that the current structure is less 
than simple and has some shortcomings as to efficiency. As far as 
fairness, couldn’t we construct a consumption-based tax that brings 
out fairness through use of low-income or modest-income tax cred- 
its or perhaps combining it with some modified income tax for 
higher incomes? 

Couldn’t we construct such a tax structure that, in fact, could 
meet your definition of fairness using consumption rather than in- 
come? 

Mr. Samuels. Mr. Cardin, I think that it is theoretically possible 
to design such a system, and I just would mention that you were 
talking about the nature. You said, well, we would have a con- 
sumption tax and then also some kind of income tax. 
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Mr, Cardin. Well, maybe a modified tax, but certainly not 

Mr. Samuels. Some kind of modified tax, and I think that is 
what Senators Nunn and Domenici have tried to achieve with their 
proposal is to try to deal with the progressivity issue. I think that 
when you — we are very concerned about the savings rate. It is 
abysmally low and needs to be increased, and I think the issue is 
how much can tax policy affect the increase in the savings rate, 
and I think that when you look at the evidence that the economists 
have generated through their studies, it is unfortunate because 
thinking as a logical matter, well, if you reduce taxes or you in- 
crease the aftertax rate of return on savings, savings shoulcf go up. 

I wish that were the case, but when you look at the economic 
studies that have been done, they don’t have evidence that there 
would be more than a small or negligible change. And so the ques- 
tion is do you want to change the entire system for something 
where the economists have been working for years, we don’t have 
extraordinarily good evidence that it will work, and you think 
about all the disruptions that will occur to the economy and to peo- 
ple in terms of the prices and wages, the prices of goods, the value 
of assets, all of those things you have to think about as a cost of 
going to a new system. 

Mr. Cardin. These are very valid questions and ones which I 
hope we will examine as we determine which way we want to move 
on our tax structure. We have two competing thoughts out there, 
a flat tax versus a consumption-based tax. I hope we gel around 
the consumption-based tax. 

Obviously, as we move toward dealing with the issues of fairness, 
we will be introducing complexity. There is no question about it. 
There is that tradeoff. But it seems to me there is also a balance 
here, and we could reach a better balance using a model of a con- 
sumption-based tax than we can our current income tax and I 
would welcome your thoughts as we move through these mazes as 
to how we can try to accomplish all of these goals. Once again, I 
appreciate your presence here today. Thank you, Mr. Chairman. 

Mr. Crane [presiding]. Mr. Zimmer. 

Mr. ZlMlviER. Thank you, Mr. Chairman. 

Mr. Samuels, you iust said that a consumption tax would have 
an impact on the value of assets, on wages, and on goods, but in 
your initial testimony you and Mr. Toder said that it may not have 
any effect on savings or interest rates. How do you square those 
two views, that it could have profound impact on the economy, but 
won’t do the kind of things that we think it might do for the econ- 
omy? 

Mr. Toder. Yes, Mr. Zimmer, we believe that people hold very 
different kinds of assets, and we believe depending on what your 
asset position is, whether you are invested in houses or corporate 
equities or bonds, your wealth would be substantially altered or 
could be substantially altered by changing the tax system. 

It will affect the different returns on different kinds of invest- 
ments in a very big way. The point that I believe that Mr. Samuels 
was making is the main overall effect is that the aftertax rate of 
return to saving will go up because we will no longer be taxing the 
return to new saving. We think as a theoretics matter that it 
would raise the rate of saving. 
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However, when we look at all the studies that have been done 
by the OECD, bv many economists, we don’t really find very much 
evidence that aftertax rates of return aflFect saving very much, so 
while we do believe it will have many different effects across indus- 
tries and across people depending on people’s circumstances, we 
don’t believe that the overall effect on the economy will be very 
large in the long run. I think there will be adjustment costs which 
will be very significant. 

Mr. Zimmer. You have also said that a consumption tax won’t re- 
duce interest rates because interest rates are set by the inter- 
national market in debt securities. That is interesting because 

Mr. Toder. We believe they will come down a little bit, but not 
very much. 

Mr. Zimmer. OK, good. How much? 

Mr. Toder. I can’t give you a precise figure, but 

Mr. Zimmer. The reason I raised this is because your boss. Sec- 
retary Rubin, sat in the chair where you are and told us that the 
reason why U.S. interest rates declined over the first part of the 
Clinton administration, and even before that, was because of the 
policies of the Clinton administration, and so I wouldn’t ask you to 
contradict Secretary Rubin, but do you believe that international 
factors are much more important than domestic fiscal policy on do- 
mestic interest rates? 

Mr. Toder. We believe both have an effect. We also believe that 
changing the Federal deficit would have a much bigger effect on 
the national saving rate than changing the tax system, and so we 
think there was a much bigger effect from deficit reduction. 

Mr. Zimmer. I think we are in agreement that reducing the defi- 
cit would, in fact, lower interest rates, which is why we are push- 
ing forward for a balanced budget. Other than balancing the budg- 
et, could you name any other steps that you believe would either 
increase the savings rate or reduce interest rates? 

Mr. Samuels. Mr. Zimmer, we think that targeted savings pro- 
posals through the pension system may increase savings. The 
House-passed tax bill has some new incentives for IRAs, the Presi- 
dent’s budget has new incentives for IRAs that are somewhat dif- 
ferent than what the House passed, so we think that those are the 
types of savings proposals that we ought to be thinking about, how 
to make the pension system simpler so not so much money is spent 
on administration, and more of that money can be kept in the pen- 
sion system and investment, but those are the types of things that 
we think would be helpful for the tax system to do, but we 
shouldn’t expect the tax system is going to solve our low savings 
rate. 

It is very interesting, and it is actually kind of distressing that 
our trading partners, it is just not the United States whose savings 
rate has gone down. Our major trading partners’ savings rates 
have gone down. We have been kind of the leading edge, but the 
OECD has done a report and shows that our trading partners’ sav- 
ings rates have gone down, and Japan who has the highest savings 
rate, they have the lowest consumption taxes. Their consumption 
taxes are quite low. So I wish I could, from my position, I wish I 
could fi^re out some important ways that tax policy could make 
a real significant contribution to increasing savings, but when you 
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look at the experience here in the United States and look at the 
experience of other countries, there seem to be so many different 
factors that tax policy is not going to drive increases in savings 
rates in the way that we hope they would. We are frustrated about 
it, too, and think that this is an extraordinarily serious problem for 
the country. 

Mr. Zimmer. One final question. Do you believe that the IRA pro- 
posals that the President has made and those that are in the 
House bill will or will not increase savings rates in the aggregate? 

Mr. Samuels. We think that there are differences between the 
proposals. 

Mr. Zimmer. Well, the President's. 

Mr. Samuels. We think the President's proposals will have a 
positive effect on savings of middle-income Americans to whom it 
is targeted. We developed those proposals to give people a choice 
to kind of feed into the existing IRA system that people understand 
and know and so we think that it will be a positive contribution 
to improving the savings rate. But we also, I think, all have to real- 
ize that it is not going to solve our national problem. It is a step, 
but we shouldn't assume that it is going to solve the problem. 

Mr. Zimmer. Thank you. 

Mr. Crane. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. Mr. Samuels, I can only 
give you one example of how the tax policy affects savings, and 
that is mine. I save all year to pay mv tax liability on August 15. 
I save past the April 15 deadline with an extension to pay those 
taxes. 

I find it interesting you changed within an hour's time from 
when Chairman Archer asked are you going to come forth with any 
type of proposals to when Mr. Levin asked you the same question. 
Now, which one of those answers did I misunderstand or under- 
stand? 

Mr. Samuels. Mr. Collins, I explained to Mr. Levin, who said we 
have some proposals to simplify the existing system. I mentioned 
in my testimony the Simplification and Technical Corrections Act 
which the House passed last year, which we asked, we think that 
that is an important bill. It will improve the current system. 

Mr. Collins. I did understand, then, you are coming back with 
some type of proposal for simplification? 

Mr. Samuels. We are working on simplification ideas, and we 
will be coming up with simplification proposals for our existing sys- 
tem. 

Mr. Collins. I find it of interest, too, that you have compassion 
for a taxpayer who has accumulated, as you put it, wealth. Do you 
not have compassion for those taxpayers who leave an estate that 
you tax? This wealth is an aftertax accumulation of wealth, is it 
not true? 

Mr. Samuels. Our estate tax depends on the composition of a de- 
cedent's estate. Some assets in the estate, for example, assets that 
have unrealized capital gains are taxed not on the capital gains, 
but on the estate tax. 

Mr. Collins. Assets in an estate are accumulated after tax. You 
have compassion one way, but you lose the compassion the other. 

Mr. Samuels, No, I wouldn’t agree with that, Mr. Collins. 
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Mr. Collins. You don*t agree with many things anyway. That 
brings me to the next point that you say you are willing to work 
with the Congress, but every time I see you sitting across on that 
side you are countering anything that is proposed, changes that 
this side of the aisle proposes. You are over there countering those 
measures, but yet you are willing to work with the Congress. So 
I am not surprised that you have a difference of opinion on the last 
question. 

Is it not true that we already have two systems of taxation; one 
is income and the other is consumption? 

Mr. Samuels. Mr. Collins, actually our current income tax sys- 
tem is a hybrid of an income tax and a consumption tax system. 
We already have elements of a consumption tax in our existing sys- 
tem, and those elements are our pension system, where we give 
people a deduction for contributions to their pensions or their IRAs, 
and in addition we, the way we treat residential housing, owner- 
occupied housing is similar to a consumption tax system. 

Mr. Collins. How about excise tax, motor fuel tax and taxes of 
that nature? 

Mr. Toder. We have those taxes, but they account for a very 
small proportion of total Federal revenues. Other countries' con- 
sumption taxes account for a larger proportion of their total reve- 
nues. I think the consumption tax at the State and local level are 
more important. 

Mr. Collins. We do have the two systems at the Federal level, 
too, but you mention intimidation. You know, the IRS is the most 
intimidating agency that I hear complaints about from my constitu- 
ency. Have you felt intimidated by the threat of abolishing the 
IRS? 

Mr. Samuels. No, sir. 

Mr. Collins. Let me just ask you this. When I hear the question 
asked to constituents do they favor revamping the current system, 
very few say, yes, but when you ask about a flat tax versus a con- 
sumption tax, usually it is split about 50-50, but if you mention at 
all abolishing the IRS, it is usually unanimous. The intimidation 
is real among people. 

Have you ever been audited? 

Mr. Samuels. Yes, sir. 

Mr. Collins. You have. Did you feel intimidated then? 

Mr. Samuels. One, I would say, never likes to go through that 
experience. 

Mr. Collins. The answer is, yes, with the intimidation? Well, I 
am glad you were intimidated at one time or another. 

Thank you, Mr. Samuels. 

Chairman Archer. Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman, and thank 
you, Mr. Samuels, and Mr. Toder, for your testimony today. I think 
as you have heard today and as we heard yesterday, there seems 
to be a broad consensus on the Ways and Means Committee on 
both sides of the aisle that the tax system that exists is broken. 
It is badly broken and it needs to be fixed, and I, yesterday, com- 
mended the Chairman and I do again today for bringing fortn these 
hearings to talk seriously about how that might be done. 
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Let me see if I understand where you are relative to that same 
proposition. First of all, I understand you to say that you agree 
that the present system is broken and needs to be fixed, and so you 
are certainly in agreement about that. You also say to move from 
the income tax to a consumption tax and do what the Chairman 
said yesterday which is to pull this system up by the roots and 
throw it away so that it won’t come back is, in your view, a very 
radical fix. 

You mention that you see such a change as a major risk and we 
could incur major costs as a result of it. Then you go on to say no- 
body really knows what would happen if we made such a change 
and there is no other country that has ever done it, and so forth. 
The difficulty with that is how is it that we could ever make radi- 
cal changes, then, in the system, given the fact that there will 
never be enough information or we will never know enough about 
the future to be able to say with certainty that there won’t be some 
negative and perhaps some unintended consequences. 

Could I first get you to comment on that. 

Mr. Samukls. Mr. Payne, I think that when we think about deal- 
ing with a major change that we should do our best and use our 
best judgment in trying to evaluate what the benefits and the risks 
and the disruption to the economy might be. I think in this particu- 
lar context we think that if you look at the evidence of what the 
benefits are going to be based on the economic research in terms 
of increasing the savings rate and when you talk to the economists 
who have thought a lot about this about what these different sys- 
tems inherently mean — in other words, when people talk about a 
consumption tax and try to decide what efficiencies might anse 
from a consumption tax — they talk about a model, and that model 
includes a broad base. Everything is taxed, and you would tax ex- 
isting wealth in order to get the efficiencies that they would hope 
to a^ieve in a consumption tax, and I think that those kinds of 
assumptions that if you went forward with them would carry sig- 
nificant risks of plunging into the unknown. 

I think we would be very careful with plunging into the un- 
known. 

Mr. Payne. I think we should be careful about plunging into the 
unknown, but would you say that there is an acceptable way to 
move into the unknown? As you have already mentioned, we have 
a hybrid system. I noticed from the information given to us by 
Joint Tax that compared to countries in the OECD, presently our 
general consumption taxes are 7.6 percent of all of our tax reve- 
nues, whereas the other nations are in excess of 17 percent, mean- 
ing that other countries have adopted more consumption taxes 
than we have. 

Would it make sense for us to be moving more in that direction? 
That then could be a test, if you will, to provide some of these an- 
swers so that if we don’t make the transition immediately or in a 
radical way, as you said, but if we begin to look at a way to make 
that transition over a longer period of time, would that be an ac- 
ceptable way to proceed? 

Mr. Samuels. I think it is hard to answer the question without 
exactly having a proposal, but the fact is the statistics that you re- 
ferred to, all of our major trading partners use different taxes. 
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They all have kind of a mixed system. They all rely on the income 
tax for an important part of their revenues, and they also all rely 
to a different extent on consumption taxes. 

And they also, I would say, if you look at the list, it is another 
interesting fact that Japan and the United States, that have the 
lowest consumption taxes as a percentage of the taxes raised, also 
raise as a percentage of GDP less than our other trading partners, 
so eve^body has a different system that they have evolved which 
kind of— they have applied what they think is important for their 
society. And look at the G-7, the United States and Japan are at 
the bottom in terms of percentages of tax that we take out of our 
GDP and our other trading partners take a greater percentage and 
they tend to rely more on consumption taxes, 

Mr. Payne. But let me just say if, in fact, we can’t make the rad- 
ical change are you saying that perhaps we shouldn’t be making 
any kind of an incremental change either? 

Mr. Samuels. No, I am not saying that. I think when you evalu- 
ate these proposals that you need to kind of — it is helpful to look 
on the experience of other countries and how their systems evolved 
and what their composition of taxes are, and it seems to me that 
if you wanted your suggestion of increasing the percent of con- 
sumption tax that we look to as a revenue source, that is an idea 
worth considering, but you would have to decide how you were 
going to get there and how you would do it and whether it would 
be worth it. 

Mr. Payne. So while you can’t support a revolution in the tax 
system, you might look at an evolution where we would move incre- 
mentally to a different kind of system over a period of time, testing 
as we go what the impact would be on the economy and then mak- 
ing that transition as smoothly as possible? 

Mr. Samuels. What we have said is we will consider serious pro- 
posals that will simplify the system and improve economic incen- 
tives without sacrificing revenue or fairness. That is how we would 
look at that, absolutely. 

Mr. Payne. Thank you very much. 

Mr. Crane. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

I want to address the issue of fairness because I think that it is 
fundamental, the fundamental issue when we are looking at over- 
hauling our tax system, so I want to explore that just a little bit 
with you. You mentioned that your criteria for fairness is based on 
one’s ability to pay; is that correct? 

Mr. Toder. Yes. 

Mr. Samuels. Yes. 

Mr. Ensign. In your previous comments if somebody makes, let’s 
just throw out a couple of numbers here, if somebody makes $1 
million a year, is it not true that their ability to pay a 90 percent 
tax rate would be much greater than somebody’s ability to pay a 
10 percent tax rate that only makes $20,000 a year? I mean, that 
is a true statement. 

Mr. Toder. Well, certainly 

Mr. Ensign. Is that a true statement? 

Mr. Toder. That is a true statement. 

Mr. Ensign. OK, OK. 
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Mr. Toder. We are not endorsing 90 percent tax rates. 

Mr. Ensign. Let me go further with this. Based on your defini- 
tion, that would be fair. 

Mr. Toder. No, no, we would say that a person with $1 million 
has a neater ability to pay tax than a person who makes $20,000. 

Mr. Ensign, You said that was one of your criteria for fairness. 

Mr. Toder. But that doesn’t mean that that person has a greater 
ability to pay a particular tax rate. 

Mr. Ensign. You said that our current system is fair because of 
the progressivity. What determines that fairness? In other words, 
if we have 39.6 at the top, is that high enough? Should we go to 
90 percent for somebody who makes $1 million a year? At what 
point is it fair is my point. 

Let me address this another way. If vou have two farmers that 
are farming fields, and farmer A over nere produces x amount of 
crops and farmer B over here produces y amount of crops and the 
person over here works twice as hard as the person over there, 
should we tax at a higher rate farmer B that worked twice as hard 
as farmer A and produced twice as much crop? 

Now, his ability to pav is greater, but should he be taxed on his 
crops at a higher rate because he worked harder? Aren’t you, in 
fact, punishing someone for working harder? Don’t our current tax 
rates, based on progressivity, punish people for working harder and 
producing more? 

Mr. Toder. Mr. Ensign, it is clear that any tax system which, 
even if it is a flat tax system, which causes people to pay more 
taxes if their income is higher is going to have some adverse effect 
on incentives to work. That would also be true, 

Mr. Ensign. Not if it is at the same rate. In other words, if I 
produce 100 bushels and somebody else produces 10 bushels, I pay 
10 and they pay one. Yes, I am paying more bushels, but I am pay- 
ing the same rate, so I have the same incentive to make more, 
more and more, but if I make 100 bushels, somebody makes 10 and 
they pay 1 and I pay 40, that is where the unfairness to me comes 
in. It would seem the only fairness is when people pay the same 
rate. 

Mr. Toder. I suppose you can make that definition of fairness, 
and that is 

Mr. Ensign. Well, where do you come up with your definition of 
“fairness”? You said it was one’s ability to pay, and I just pointed 
out to you that, by that definition, you could have somebody paying 
a 90 percent tax rate and that would be fair. So where do you come 
up with your definition for “fairness”? 

Mr. Toder. We believe as general matter, and this has been dis- 
cussed in many writings of economists going back to John Stuart 
Mill in the 19th century, that people who have higher incomes can 
afford to pay a higher percentage. 

Mr. Ensign. They may be able to afford it, but is it right? I 
mean, we are talking about fairness here. Is it fair? Is it righl^ 

Mr. Toder. The question really is, do you want to tax somebody 
on the bread and milk for their kids by taxing 

Mr. Ensign. Is not socialism basea on redistribution of wealth? 
Is not that what the whole system of socialism and Marxism is 
about, that it doesn’t matter how hard you work, we are going to 
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take all of your money and we are going to redistribute it to make 
everybody equal? That is not the system the United States was set 
up on. We are set up on capitalism to reward somebody for working 
hard. 

Progressivity punishes people for working hard. It is one step 
closer to socialism. 

Mr. Samuels. Mr. Ensign, I think that our progressive income 
tax system, if you look back over the years — it has many faults now 
and needs to be revised, but it has served this countiy well. In 
times of national need and emergency and wars, our income tax 
system was able to raise funds for this country, for the government, 
to satisfy needs of the society. And I think that if you look back 
over the years to the beginning of the income tax 

Mr, Ensign. You are skirting the issue of fairness. I mean 

Mr. Samuels. You asked about a progressive income tax. 

Mr. Ensign. No. I asked you where your definition of ‘"fairness” 
came from, and you haven’t answered that, just like you didn’t an- 
swer Chairman Archer. Where does your definition come from for 
"fairness”? What are your criteria to determine what is fair and 
what is not? You haven’t answered that, and I guess you are not 
going to answer that. 

Thank you, Mr. Chairman. 

Mr. Crane [presiding]. Mr. Portman. 

Mr. Portman. I thank the Chairman and thank the witnesses for 
coming today. I have read your testimony before the hearing and 
listened patiently today to the questions and answers and to your 
remarks; and I guess my view is that, in fact, your testimony is 
"criticism” more in the common usage than the usage that Mr. 
Thomas found in Webster’s, and that is that it is mostly con and 
not much pro. And I guess what I would hope we could do over the 
next several months, now that Chairman Archer and Ranking 
Member Gibbons and others have begun this great debate, is to 
hear a more objective analysis. 

I think we all need to go into this with our options open. I think 
the biases need to be put aside, and I would hope that— particu- 
larly with regard to various consumption tax proposals, that you all 
could give us a more balanced analysis. 

With regard to the three criteria use of fairness, efficiency, and 
simplicity we have discussed today, I think we disagree on effi- 
ciency. I would hope that you could go back and look at some of 
the testimony from our hearing yesterday on the savings and in- 
vestment on going to a consumption-based tax. I think you are 
wrong, frankly, but I may be wrong. You may be right. 

Maybe it is not going to affect interest rates. It certainly runs 
counter to common sense and some of the testimony we have heard 
from the economists. But I won’t get into that. 

Simplicity, I think it is plain from your testimony and others’ 
and the other analyses we have heard that the current system 
needs to be vastly revamped, that either a flat tax system or some- 
thing closer to a VAT would be simpler for most Americans and 
most American businesses. 

Let me focus on fairness again, following up on my colleague 
from Nevada’s questions. 
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Again, when I look at your testimony, you say in your oral state- 
ment that addressing regressivity is one of the great challenges of 
a consumption tax system, and I like that, because you are at least 
saying, it is a challenge, it is not something that can’t be ad- 
dressed. I look at your testimony and you mostly point out the 
problems from a regressive or progressive standpoint. You talk 
about the fact that some European countries tax certain goods 
more than others through their VAT. You also mention the possi- 
bility of standard deductions for low-income families and so on, and 
in fact your charts reflect your certain assumptions with regard to 
that, which is why this chart is just based on assumptions, which 
is fine. But one could lower or raise those deductions and change 
the assumptions and the bars would all change. 

But from your experience from other countries, in addition to the 
European experience, would taxing certain goods more than others 
address some of what you consider to be the challenges of 
regressivity in a consumption tax system? 

Mr. Toder. Mr. Portman, I think the difficulty with addressing 
this by taxing goods, some goods more than others, is that there 
are very few goods in the economy that aren’t consumed by every- 
body. So if you exempt food because you want to help low-income 
families, as many of our States do and many European countries 
do, you exempt a lot of the consumption of high-income families — 
all of us eat — and you end up having to raise tax rates on every- 
thing else to fund the same revenue. So if you want to address the 
progressivity issue, it is much easier to do so by collecting some of 
the tax from individuals as opposed to collecting it from businesses; 
that is, to have some mechanism to differentiate among individ- 
uals. 

The Armey flat tax does that to a degree, because it taxes wages 
at the individual level, and the Nunn-Domenici tax does that more 
completely and also has progressive rates. But as we have testified, 
having that kind of a system is more complicated. 

Mr. Portman. But, Mr. Toder, within the context of a consump- 
tion tax, are you aware of any other countries that have a progres- 
sive element other than the higher VAT taxes or other excise-type 
taxes on goods? 

Mr. Toder. No 

Mr. Portman. Take your rates in your testimony, as an example. 
Are you referring to some sort of an income tax that would be con- 
current with a consumption tax? 

Mr. Toder. That is correct. 

No, actually, I am referring to a way of collecting the consump- 
tion tax. I mean Dr. Kotlikoff suggested electronic filing, which was 
mentioned here as a way to try to measure the total consumption. 

Mr. Portman. But the measurement of income as a part of that 
would be needed in order to meet your standard of progressivity; 
is that correct? In other words, you could have an annual aggregate 
consumption tax through the use of the technology that Mrs. Ken- 
nelly and others have talked about, but you would still need to ad- 
dress the issue of income? 

Mr. Toder. Well, you wouldn’t need to measure people’s income, 
you would actually measure people’s consumption by taking their 
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income and letting them deduct their saving. But you would have 
to collect it from individuals. I think that is tne distinction. 

Mr. PoRTMAN. Are there any other examples of countries where 
consumption tax has a progressivity element? 

Mr. Toder. As far as I am aware, what other countries have 
done is that they have used other taxes to bring progressivity into 
their system. So they have a flat rate consumption tax with some 
exemptions, and then they have income tax systems along with 
that. 

Mr. PoRTMAN. Any comments, Mr. Samuels? 

Mr. Samuels. I think that is generally the way our trading part- 
ners have — who have been using value-added taxes have tried to 
deal with the issue of regressivity. They have a mixed system, and 
then they deal with that 

Mr. PoRTMAN. On the income side. 

Mr. Samuels. On the income tax side. 

Mr. PoRTMAN. Thank you, Mr. Chairman. 

Mr. Crane. Mr. McDermott. 

Mr. McDermott. Thank you, Mr. Chairman. 

Mr. Samuels, you know the House of Representatives is led by 
a man who declared himself to be a radical, and so you have to 
take in context what has happened to you here today. I want to ask 
you some simple questions. 

Are you aware that the U.S. Government has three branches? 

Mr. Samuels. Yes, sir. 

Mr. McDermott. And one of the branches is the legislative 
branch covered under article I of the Constitution; you are aware 
of that? 

Mr. Samuels. Yes. 

Mr. McDermott. And as I understand article I, section 7, it 
gives to the House of Representatives the responsibility for author- 
ing all tax bills; is that correct? 

Mr. Samuels. That is correct. 

Mr. McDermott. Were you invited up today as the Assistant 
Secretary of the Treasury to make a proposal from the administra- 
tion or to comment on proposals which are before this Committee? 

Mr. Samuels. I believe I was invited to make comments on pro- 
posals. 

Mr. McDermott. So you were sandbagged. You were asked to 
come up here. I wouldn't make you comment on that, but it seems 
to me that the Majority here today has taken unfair advantage of 
you, putting you in a position where you are asked to come up and 
comment on proposals and then they demand that you make a pro- 
posal. That is not fair. I think that you ought to take the advice 
of the Revolutionary War, which is to hold your fire until you see 
the whites of their eyes. 

Are you aware of any agreement between the House and Senate 
on this proposal or that proposal, either flat tax or a consumption 
tax? 

Mr. Samuels. No, sir. 

Mr. McDermott. You have heard another proposal from Mr. 
Hancock today to do absolutely nothing, just to hold steady, so we 
have another proposal here on the table today. So you have at least 
three proposals floating around; is that correct? 
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Mr. Samuels. There are many proposals floating around, yes. 

Mr. McDermott. And according to the Constitution, all bills 
have to pass both Houses, House and Senate, and be sent to the 
President for his judgment, and at that point, you will make a rec- 
ommendation to him about whether it is a good bill or a bad bill; 
is that correct? 

Mr. Samuels. That is correct, Mr. McDermott. 

Mr. McDermott. You might, of course, be willing to participate 
in the process of the groups drawing proposals up here, but you are 
not up here to force one on us, are you? 

Mr. Samuels. No, sir. 

Mr. McDermott. You would never see that as your role? 

Mr. Samuels. No, sir. 

Mr. McDermott. Let me ask you another question, because I do 
have another question. 

There is a recent GAO report, June 1995, that indicated that the 
estimated amount of taxes not voluntarily paid has held steady at 
about 17 percent of the total Federal income tax due to the IRS. 
In 1992 that is estimated to be about $127 billion. And the largest 
component of noncompliance appears to be that people do not re- 
port all taxable income on their tax returns. Now, is there any pro- 
posal that is before this Committee, as far as you know, that will 
tighten up compliance and force people to report all of their in- 
come? 

Mr. Samuels. Mr. McDermott, I am aware of that report, and 
that that is a problem that is kind of well-known and long stand- 
ing; and I am not aware of any proposal that, at this point, is be- 
fore this Committee on that issue. 

Mr. McDermott. Are you aware of any proposal that is being 
proposed by — to this Committee that would make the noncompli- 
ance worse? I mean, you are looking at these proposals, are they 
going to be tighter in terms of getting taxes owed to the Federal 
Government, or are they going to be more easily evaded? 

Mr. Samuels. Mr. McDermott, I think it depends on the type of 
proposal. For example, if the proposal is to replace the current sys- 
tem with a retail sales tax, that is one where one worries about 
compliance, because there is only one taxing point. And if you miss 
that point, you have lost all of the revenues. So we are, in looking 
at these proposals, we are trying to evaluate the compliance issues 
associated with them, and that is, I think, the one that we would 
have at this point the most concern about. 

Mr. McDermott. So you are talking, in that sense, about a con- 
sumption tax, about a VAT or that kind of tax where it all is col- 
lected at one point or another. 

Mr. Samuels. A retail sales tax. 

Mr. McDermott. A retail sales tax, not the VAT? 

Mr. Samuei^. Right. 

Mr. McDermott. The VAT, you think, is more efficient in terms 
of the ability to collect the tax, because there are more places 
where you can pick it up? 

Mr. Samuels. I think from the compliance point of view, the VAT 
has kind of this built-in safeguard that you have to report your 
purchases to get the credit. And I think — my understanding is that 
the experience of European countries that have both VATs and in- 
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come taxes is when they introduce the VAT, their income taxes 
went up, because people were paying more attention to their pur- 
chases and sales. 

Now, obviously, you can try to avoid the VAT by not reporting 
your purchases or your sales. That is a problem you have to watch 
out for. But it is, I think — a VAT, I think people feel, would have 
this safeguard for compliance and the tradeoff, of course, is that it 
is more complex, because you have more people who are paying the 
tax. 

Mr. McDermott. Is there anv proposal being made before this 
Committee that will not have rules and regulations? 

Mr. Samuels. Mr. McDermott, I think all of these proposals will 
have rules and regulations. 

Mr. McDermott. So it is a myth to tell people that we are going 
to pass a bill that will allow you to compute your taxes on a post- 
card and that will be the end of it, no problem, just take a postcard 
and you will be all done? 

Mr. Samuels. Mr. McDermott, I think all of these proposals are 
more complicated than that. 

Mr. McDermott. Thank you. 

Mr. Crane. Ms. Dunn. 

Ms. Dunn. Thank you very much, Mr. Chairman, And Mr. Chair- 
man, my personal view of the Presidency is that this is not sup- 
posed to be a ministerial position, but it should be a leadership po- 
sition. And the President of the United States and his agencies 
that are subject to his direction ought to be coming up with visions 
for this country. As a result, I believe that Treasury, in coalition 
with the Presidency, ought to have a proposal for a good replace- 
ment tax system. 

So I think that — regardless of what you have been invited up 
here to testify on, Mr. Samuels — I think that you leave the country 
without leadership by not proposing some strong system that is 
simple, that is fair, tnat would replace our current income tax sys- 
tem, which everybody agrees lacks totally in common sense, fair- 
ness, and simplicity. 

I would just ask you, since apparently while I was gone at a 
press conference you did state to Mr. Levin that you will come up 
with some proposed changes to the current income tax system. My 
only question to you would be, how do you intend to handle the in- 
formal or underground income problem; 

Mr. Samuels. That is a difficult problem that all systems face. 
Under today^s conditions the underground economy is a problem. 
But I would note that there are kind of two parts to the under- 
ground economy. There is the illegal part of it, which I don’t think 
will change under a new system, that part of the economy is going 
to remain out of the system. 

The informal part of the underground economy would be someone 
who is engaged in activities that are not reported or are 
underreported. I don’t think, as we have said in our testimony, that 
you are going to make major inroads in that area, and I think it 
is unfortunate. And the reason is that if you have a consumption 
tax, the people who are in the informal economy, to the extent that 
they are dealing directly with persons who are not businesses, they 
can just as well go and say to you, I will paint your house and I 
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won't charge you tax. That will be as possible under a consumption 
tax as it is now; there is no difference. 

The issue where you could have some impact on the informal 
economy is when you are dealing with taxable businesses, and in 
a value-added context, the business wants to have an invoice so 
that the way you could get some extra compliance from the infor- 
mal economy in a consumption tax system is through those trans- 
actions. But again, even there, some businesses will say, I won't re- 
port my purchases or my sales, so you don't necessarily solve the 
problem of an underground economy. 

I think if you talk to tax administrators from countries that have 
consumption taxes, they will explain that issue, that they have a 
problem with their underground economy, as well, even though 
they have a consumption — obviously, it is not a full consumption 
tax; no country has a full consumption tax, but it is not their only 
tax. But the countries that have a consumption tax will tell you of 
the problems that they have with compliance. 

So it is a vexing problem, and I think information reporting is 
a way of trying to improve that problem. 

The GAO report that Mr. McDermott referred to I think had 
some suggestions of how to deal with it. It is a problem that de- 
serves attention and I think that taxpayers who are paying are 
playing by the rules and paying what they should. They are the 
ones who are suffering because the underground economy isn't pay- 
ing their share. 

Ms. Dunn. Do you believe, then, Mr. Samuels, that the under- 
ground economy is simply one of those problems that can't be 
solved? 

Mr. Samuels. I would never, I would never give up. I am always 
an optimist. But it is a difficult, it is a difficult situation; and I 
think, for example, dealing with illegal activities is extraordinarily 
difficult, and we basically have to rely on our law enforcement ef- 
forts to try to deal with that. 

Ms. Dunn. Thank you. 

Mr. Crane. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Secretary Samuels, in your view, is a consumed income tax, like 
the U.S.A. tax, border adjustable under GATT? 

Mr. Samuels. Mr. English, we have looked at that and have 
written a letter to Senators Nunn and Domenici on that, and we 
concluded that we don't know. 

Mr. English. OK. Well, that is a direct answer, and 

Mr. Samuels. And we would be happy to share 

Mr. English. I would like a copy of that. 

[The information was not received at the time of printing.] 

Mr. Samuels, It is a complicated issue, and the so-called subtrac- 
tion method VATs are GATT-legal, and there is uncertainty about 
a subtraction method. 

Mr. English. And that would have to be, I believe, decided by 
an administrative procedure under GATT? 

Mr. Toder. That is correct. 

Mr. English. OK. I would like to explore the equity issue that 
a couple of my colleagues raised. 
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I noticed in your analysis of the progressivity of a couple of dif- 
ferent proposals, particularly the consumption tax proposal, the 
usual distributional tables. I wonder if your analysis takes into ac- 
count the secondary effects of tax changes, Mr. Secretary? In other 
words, are you simply looking at what immediate effect someone 
sees on their tax bill; or are you also taking into account the prob- 
able economic consequences and changes in economic activity? For 
example, for someone in the lowest quintile, although they might 
not see an actual immediate tax break, they mi^t experience 
greater economic opportunity, a neater likelihood of getting a job, 
and the other things that flow from economic growth. Does your 
analysis take that into account? 

Mr. Samuels. Mr. English, our analysis takes into account all 
Federal taxes. 

Mr. Toder. Our analysis is somewhere in between the two things 
you said. We look at more than what is on an individual’s tax re- 
turn. 

Mr. English. OK. 

Mr. Toder. For example, we believe, and I think any economist 
will tell you, that businesses don’t pay taxes, that people do; and 
so we allocate taxes collected from businesses to people. And many 
of these proposals change the way taxes are collected from busi- 
nesses, and so we look at how those tax changes would affect peo- 
ple’s incomes. That is part of their tax burden. 

Mr. English. But as I understand it from your answer, you don’t 
take into account all of the effects, including secondary effects, 
from tax changes. And you don’t take into account behavioral 
changes, you don’t take into account likely impacts on the economy 
and the spinoff effects that are going to occur that do really affect 
individuals. 

You have offered an incomplete analysis here, but one consistent 
with the sorts of distributional analyses that are common in Wash- 
ington; is that fair to say? 

Mr. Toder. Well, we — let’s put it this way. We are not — don’t 
have any great expectation that these changes in the economy — 
and as we have testified, as Mr. Samuels has testified on the ef- 
fects of aftertax returns to saving — will have any material or sig- 
nificant or predictable effect on economic growth. If you believe the 
economy will grow, you would have to — obviously, people will be 
somewhat better off than is shown in the tables. 

Mr. English. So your position is that tax changes of this sort 
don’t affect economic growth? 

I also understand, and I assume this is the administration’s 
view, that tax changes don’t affect the savings rate. Is that accu- 
rate? 

Mr. Toder. We believe there would be a modest improvement in 
the savings rate. 

Mr. English. OK. Could you envision any tax change that would 
lower the cost of capital without making the Tax Code less progres- 
sive under your analysis? 

Mr. Toder. I believe that we could change — there have been 
many proposals that have been made. For example, there was a 
Treasury report in 1992 on integrating the corporate and individ- 
ual income taxes. That idea has been floated a number of times. 
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People have not responded to it very enthusiastically. But I be- 
lieve — and it costs money. 

But I believe one can develop proposals; to change the mix of tax- 
ation on businesses, if they are appropriately financed, could lower 
the cost of capital. 

Mr. English. Thank you, Mr, Chairman. Let me just say, I 
avoided in my questioning what the gentleman from Washington 
characterized as sandbagging our witness, but I would like to say 
for the record that I am also deeply disappointed that we have not 
been given guidance by the Clinton administration on what they 
would like to see in an alternative tax system in the form of a spe- 
cific. 

It was clear from the testimony that Secretary Samuels — ^you 
weren't here to offer that, and that the administration apparently 
is not developing a proposal; and I intend to send to Secretary 
Rubin — and I hope you will take this back to him — a formal re- 
quest that they do so, which I believe is entirely appropriate. 

Thank you, Mr. Secretary. 

Chairman Archer [presiding]. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

I too subscribe to the Archer rule of common sense, and after lis- 
tening to the testimony here today by the administration, it is obvi- 
ous that we are not going to have any leadership out of the White 
House on this issue either. 

You know, as a freshman on this Committee, I have sat here in 
amazement and listened through the first 5 months when you 
punted on Medicare and punted on balancing the budget. As a mat- 
ter of fact, the President’s budget had deficits as far as the eye 
could see, he has threatened to veto the rescissions package, and 
now he’s offering no suggestions to help us overhaul the Tax Code 
and come up with a new system. 

You know, being a farmboy from Nebraska, I wonder what all of 
you are doing over there. Frankly, there is no leadership at all. 

I heard you answer Mr. Cardin’s question that you are going to 
offer a proposal. Do you have any idea when that might come out? 
You have been very careful in your words, and I know that you 
have been told to not say anything specific. Will you have it this 
month or next month? 

Mr. Samuels. Mr. Christensen, what we said is we are working 
on simplification proposals of the existing system and we are work- 
ing on that. We are considering options, and I don’t have a time- 
table for when we will make them public. 

Mr. Christensen. OK. Let’s say that you were simplifying the 
current system. Precisely how do you plan to simplify the current 
system? \^at are some suggestions that you have looked at? 

Mr. Samuels. Well, here are the types of things that we are look- 
ing at. For example, the alternative minimum tax system for indi- 
viduals needs to be reviewed. Right now, you have about 3 million 
individuals who have to file forms that don’t pay AMT. Only about 
300,000 individuals pay AMT. So you have 3 million people filing 
forms and only 300,000 people actually pay it. 

We think that we should be looking at that area to see whether 
we can simplify the system. We think we should try to figure out 
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how to expand the number of people using 1040EZs and 1040As, 
that that would be a useful thing for today's system. 

We think that we should look at the definition of ‘‘dependent/' 
because it is somewhat complicated, to see whether there are any 
simplification things that we can do there. 

We have a series of those types of proposals that we are consider- 
ing and evaluating. 

Mr. Christensen. Is the administration spending more time in 
this area of looking at simplifying the current Code, or do you 
think the administration is looking at the ideas that the Congress 
is exploring in terms of revamping the whole system and moving 
to a consumption-based tax that both the Ranking Member, Mr. 
Gibbons, and the Chairman are looking at, or the flat tax that has 
been floated out there by Mr. Armey and others? 

I hear more from your testimony that you are looking at trying 
to fix a bad tire rather than put a new tire on. 

Mr. Samuels. Mr. Christensen, we have been spending a sub- 
stantial amount of time evaluating the proposals that have been 
made — the flat tax proposal, that consumption tax proposal we 
have looked at and we are continuing to look at. We are looking 
at the proposal by Senators Nunn and Domenici. So we are spend- 
ing a very significant amount of time on those proposals, and if you 
look at our testimonies and you see the analysis that we have done 
and the simulations that we have done to try to understand how 
these proposals will work, who are the winners and who are the 
losers, you can see that we are spending a very significant amount 
of time on those proposals. 

Mr. Christensen. I will look forward to the President and his 
administration taking a stand and coming out with their specific 
recommendation, rather than being a reactionary, irrelevant part 
of the process. I hope that you will join the Republican Majority 
and help us change what has been a very complex, cumbersome, 
bureaucratic tax system. I appreciate your help on this. 

Chairman Archer. Is there any Member who has not inquired, 
who wishes to inquire? 

Mr. Samuels, thank you for spending so much time with us today 
and responding to some very difficult inquiries. One thing that was 
not mentioned today is that it is estimated that there will be 40 
million Americans who will have a confrontation with the IRS this 
year: 40 million Americans. Now, some of those will be very small. 
But each of them will get a letter from the IRS, and when an indi- 
vidual citizen gets a letter from the IRS, it is not a very pleasant 
experience. 

Interestingly enough, it is estimated that over 50 percent of 
those confrontations will be won by the taxpayer, and yet what I 
hear you saying, that what you want to come to this Committee 
with at some point in time is a further tinkering around the edges, 
as we have done over and over and over again for the last 20 years, 
and still have a system that puts us in the position that we are 
in today. 

What are you going to do, for example, for a head of household? 
That is a fairly basic thing for people under this tax system. The 
IRS has to ask 42 specific questions of an inquirer before they can 
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give a definitive answer as to whether you are or are not a head 
of household. 

I think inherent in the fabric of this income tax is an impossibil- 
ity of fixing it, and so I really would hope that when you go back 
and you talk to Secretary Rubin, and perhaps to the President, 
that you will urge them to come forward with some sort of broad 
recommendation that we can consider; and we will give full consid- 
eration to it, because we are looking for answers. And you have the 
capability, I think, to give us a lot of good suggestions as to what 
answers might be the best for this country to put us ahead in the 
global marketplace, to put us ahead in capital savings and invest- 
ment and productivity and better real jobs for all Americans. 

So again I want to thank you very much for coming today, and 
I am sure it won't be the last time that we will see you before the 
Committee. 

Thank you, Mr. Toder, as well. 

Mr. Toder. Thank you, Mr. Chairman. 

Chairman Archer. Our next witness is our colleague, Chris Cox. 

Chris, we are happy to have you before the Committee, and know 
that you will feel welcome; and we would encourage you under our 
Committee rules, and probably those of your Committee too, to try 
to limit your oral presentation to 5 minutes or less, and anything 
that is more extensive will be submitted for the record and accept- 
ed in the record. 

So welcome, and you may proceed. 

STATEMENT OF HON. CHRISTOPHER COX, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF CALIFORNIA 

Mr. Cox. Thank you very much. I will be pleased to do so. 

Chairman Archer. If you will suspend for just 1 second, Chris. 

Our colleague, Sam Gibbons, was due to testify today; and be- 
cause of the way the time has worked out, he will be testifying to- 
morrow, and we will have a greater opportunity to spend tne time 
in developing his recommendations. 

So Chris, you may proceed now. 

Mr. Cox. Chairman Archer, I am here to congratulate you on 
your vision and courage in proposing not simply to reform, but to 
replace, the income tax. I am here as the Chairman of the Repub- 
lican Policy Committee because this is the most pure issue of policy 
that our Congress will have the opportunity to debate. And I am 
here because the national debate that you have ignited is of such 
enormous importance that I am certain it will eclipse even such is- 
sues as term limits or the flat tax itself. 

For a brief time in my career, I taught Federal income tax, as 
you know, at Harvard University; and I became as familiar as a 
teacher might become with 8 volumes of IRS Code and regulations 
and 14,700 pages and another 200,000 pages of decisions and inter- 
pretations that ordinarily accompany our Code, and I was apprised 
that ignorance of the law is no excuse. 

I was once on a television show with Fred Groldberg, who was 
then our Commissioner of the Internal Revenue Service; and I had 
the opportunity to ask him, do you use an accountant to help you 
prepare your income taxes? And I confessed that I did with mine, 
and he said, yes. 
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What kind of a system have we got? 

What we have learned in the history of the income tax since it 
was first made possible in 1913 is that the Federal Government 
simply cannot be trusted with the power to wield this intrusive, de- 
structive, wasteful and counterproductive tax. Our Founding Fa- 
thers wisely prevented against an income tax in the Constitution 
itself. It took a constitutional amendment to permit what has de- 
veloped into the most invasive and hated interference of the Fed- 
eral Government in the lives of ordinary citizens. Not only the 
Founding Fathers, but the authors and the sponsors of the 16th 
amendment itself would be horrified to learn what we have per- 
mitted their income tax to become. Even its sponsors assured the 
Nation that a system such as ours today would be unthinkable. 

The Chairman of the Ways and Means Committee, Representa- 
tive Payne of New York, who sponsored the bill, supported it, voted 
for it, and managed it on the floor, supported the 16th amendment 
because he believed the country should have an income tax only in 
time of war. I now quote from his floor remarks. 

As to general policy of an income tax, I am utterly opposed to it. I believe, with 
Gladstone, that it tends to make us a Nation of liars. It is the most easily concealed 
of any tax, the most difTicult of enforcement, and the hardest to collect. It is, in a 
word, a tax upon honest men and an exemption of the income of rascals. 

I hope, 

he added, 

that if the Constitution is amended — 

and remember, he sponsored the amendment, supported it on the 
floor and managed it — 

1 hope that if the Constitution is amended in this way, the time will not come when 
the American people will ever want to enact an income tax except in time of war. 

That was the Chairman of the Ways and Means Committee. 

How about the Democrats? As for the leading Democratic spon- 
sor, Representative Clark of Missouri, he offered his support for the 
constitutional amendment in the context of the income tax bill they 
were then debating. It had an exemption of $5,000, which meant 
that nobody who made that income paid any income tax at all. 

I have adjusted these figures so you can understand what it was 
like to hear that debate on the floor; I have adjusted the figures 
for inflation. 

I do not believe, he said, that $82,000 per individual exemption 
is too much. I certainly would increase it. And for this reason: 
$82,000 is not an unreasonable amount for a man to support a fam- 
ilv on or educate his children, $99,000 would not be an unreason- 
aole amount, $115,000 would not be an unreasonable amount. But 
I say that when a man’s net income rises above $1.65 million per 
year, it does not make any difference to him practically whether 
you take 1 percent, 2 percent, and so on. 

It is easy to see why the income tax law was passed. Everyone 
believed someone else would pay. As recently as the eve of Pearl 
Harbor, only one in every seven Americans was required even to 
file an income tax return. The last time we had a Republican 
Chairman of Ways and Means was 1954. The Federal tax burden 
on the average American family then was one-tenth of what it is 
today. But today, in the late 20th century, each of you here and 
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each of your constituents pays several hundred percent more in 
taxes than your mother and father. In fact, today, over 95 percent 
of all taxpayers who are forced to file income tax returns are people 
who were promised by the sponsors of the 16th amendment that 
they would never be taxed at all. 

Mr. Chairman, in your other responsibilities in this Committee 
you are looking at major spending programs. And I urge you as you 
go about your business of cutting spending to think of this not as 
an exercise in rationing pain and scarcity, but rather an exercise 
in making possible the kind of America that my parents knew, that 
I had when I was a child, as recently as the fifties. 

At that time, the average American family making the average 
American income paid an income tax rate of 2 percent. Tliey paid 
a mortgage — on their 30-year mortgage, they paid an interest rate 
of 4 percent, because the government then balanced its budget, had 
a surplus in an era of low taxes. The FICA tax rate was 1,5 per- 
cent. All of this is possible if we are willing to reduce the size and 
scope of government, and hand-in-hand with that exercise goes 
your effort to not just reform, but replace the income tax. 

I will now close, because I see the red light is on. Within the 
memory of some of the people in our audience, on July 5, 86 years 
ago, Congressman McCall, a Republican from Massachusetts, 
looked into the future, into our own day, and he asked a troubling 
question about the constitutional amendment that the House voted 
to approve later that day. Why, he asked, drag every governmental 
power to Washington? So that a vast, centralized government may 
devour the States and individual liberty as well? I say this amend- 
ment should be more carefully considered than it has yet to be con- 
sidered. 

In the intervening decades, the American people have had ample 
opportunity to consider the income tax and they have found it 
wanting. It has become everything that Congressman McCall 
feared. It now deserves to die. 

I wish you Godspeed in your efforts in igniting this debate. I 
thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Chairman Archer, I appear here today to congratulate you on your vision and 
courage in proposing not simply to "reform," but to replace the income tax. I appear 
as the Chairman of the Policy Committee, because this is the most pure issue of 
policy that our Congress will have the opportunity to debate. And I'm here because 
the national debate that you’ve ignited is of such enormous importance that I am 
certain it will eventually eclipse even such issues as term limits or the flat tax itself. 

For a brief lime in my career, I taught federal income tax at Harvard University, 
and I became as familiar as a teacher might become with eight volumes of the 
Internal Revenue Code, and Regulations comprising 14,700 pages, and another 
200,000 pages of decisions and interpretations that ordinarily accompany the Code. 
As a taxpayer, not to mention as a teacher, I was also daunted by the knowledge 
that, in the government's view, "ignorance of the law is no excuse." 

I was once on a television show with Fred Goldberg, who was then our 
Commissioner of Internal Revenue. ! had the opportunity to ask him: "Do you use 
an accountant to help you prepare your income taxes?" I confessed that 1 did with 
mine. He admitted that he, too, needed an accountant to figure his tax liability. 

When even the IRS Commissioner needs help to do his income tax, what kind of a 
system have we got? 

What we have learned in the history of the income tax, since it was first made 
possible by the ratification of the 16th Amendment in 1913, is that the federal 
government simply cannot be trusted with the power to wield this Intrusive, 
destructive, wasteful, and counterproductive tax. Our Founding Fathers wisely 
prevented against an income tax in the Constitution itself. It took a Constitutional 
Amendment to permit what has developed into the most invasive and hated 
interference of the federal government in the lives of ordinary citizens. 
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Not only the Founding Fathers, but the authors and sponsors of the 16th 
Amendment itself, would be horrified to learn what we have permitted the income tax 
to become. Even the amendment’s sponsors assured the nation that a system such 
as ours today would be unthinkable. Like many of his Republican colleagues. Rep. 
Sereno Payne of New York, the Chairman of the Ways and Means Committee-who 
sponsored the 16th Amendment, supported it, voted for it, and managed it on the 
floor-supported it only because he believed the country should have the option of an 
income tax in lime of war. 

I now quote from his floor remarks: 

As to the general policy of the income lax, I am utterly opposed to it. I believe 
with Gladstone that it tends to make a nation of liars; I Jjelieve it is the most 
easily concealed of any tax that can be laid, the most difficult of enforcement, 
and the hardest to collect; that it is, in a word, a tax upon the income of honest 
men and an exemption, to a greater or lesser extent, of the income of the 
rascals: and so I am opposed to any income tax whatever in time of peace. . . 

. I hope that if the Constitution is amended in this way the time will not come 
when the American people will ever want to enact an income tax except in 
time of war. 

That was the Chairman of the Ways and Means Committee, the chief 
Republican supporter of the income tax amendment. How about the Democrats? As 
for the leading Democratic sponsor. Minority Leader Champ Clark of Missouri, he 
offered his support for the Constitutional Amendment in the context of the Income tax 
bill that was then being debated. The bill contained a $5,000 exemption, meaning 
that nobody who earned this amount paid any income tax at all. I’ve adjusted these 
figures for Inflation, so you can understand what it was like to hear Rep. Clark’s 
remarks on the floor: 

\ do not believe that the $82,000 exemption is too much. ... 1 certainly would 
increase it rather than diminish it, and for this reason: $82,000 is not an 
unreasonable amount for a man to support a family on and educate his 
children; $99,000 would not be an unreasonable amount; $115,000 would not 
be an unreasonable amount. But I say that when a man’s net income rises 
above $1.65 million a year it does not make any difference to him, practically, 
whether you take one percent, two percent, five percent, or 25 percent. 

It is easy to see why the income tax law was passed, Everyone believed 
someone else would pay. As recently as the eve of Pearl Harbor, only one in every 
seven Americans was even required to file an income tax return. The last time we 
had a Republican Chairman of Ways and Means- 1954-the federal tax burden on the 
average American family was one-tenth of what it is today. 
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But today, in the late 20th century, each of you here and each of your 
constituents pays several hundred percent more in income taxes than your mother 
and father. Today, over 95% of all taxpayers who are forced to file income tax 
returns are people who were promised by the sponsors of the 16th Amendment they 
would never be taxed at ail. 

Mr. Chairman, in your other responsibilities on this Committee, you are looking 
at major spending programs. As you go about the business of cutting spending in 
these huge federal programs, I urge you to keep this in mind: Cutting spending and 
reducing the size of government should not be an exercise in rationing pain and 
scarcity. Rather, it should be done in order to return the benefits of freedom to every 
individual citizen. Because of the twin evils of the income tax and the endlessly 
expanding welfare state, middle America now bears a much greater government 
burden that when I was a child. It need not be that way. 

When I was a child, in the 1950s, government did not consume 40 percent of 
our gross domestic product, but half that. As a result, the average American family, 
making the average national income, paid an income tax rate of just two percent. 

The average family of my parents' generation could afford a three-bedroom home, 
even though the norm was that only one spouse had to work. They paid only four 
percent interest on their 30-year mortgage. Their FICA tax rate was one and a half 
percent. All of this was possible because-despite such extravagances as the Korean 
War, the G.l. Bill, and the Marshall PIan-~lhe federal budget was balanced in a low- 
tax environment. 

That kind of freedom and opportunity is again possible in our future. But it will 
only become reality if we are actually willing to reduce the size of government, and 
only if we recognize that the income tax, in the American context, is an experiment 
that has been tried and has miserably failed. 

On July 12, eighty-six years ago-within the memory of some of the people in 
our audience-Congressman Samuel McCall, a Republican from Massachusetts, 
looked into the future, and asked a troubling question about the Constitutional 
amendment that the House voted to approve later that day: 

Why drag every governmental power to Washington so that a vast, centralized 
government may devour the states and the liberty of individuals as well? I say 
this Amendment should be more carefully considered than it has yet been 
considered. 

In the intervening decades, the American people have had ample opportunity 
to consider the income tax, and they have found it sorely wanting. It has become 
exactly what Congressman McCall feared. It deserves to die. I wish you Godspeed 
in your efforts. Mr. Chairman. 
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Chairman Archer. Thank you, Con^essman Cox, for really put- 
ting what we are about here in historical perspective, I think it is 
very, very good for us to look back and to see the history of what 
has occurred. 

We had a witness here yesterday who said that 1 page of history 
is worth 200 pages of logic, so I thank you for your presentation 
today. 

Mr. Thomas. 

Mr. Thomas. Thank you very much, Mr. Chairman. I too want 
to thank you, Chris, not just for your testimony, but your leader- 
ship in a number of areas, not the least of which is the whole tax 
question. Having seen it as a payer, a user and a teacher, you have 
probably walked around it in more facets than most of us. 

You perhaps caught just a bit of the administration’s testimony 
before you began. What we will be looking for is guidance from any 
number of people who want to help us in choosing from the biparti- 
san alternatives that are in front of us, and I would hope as Chair- 
man of the Policy Committee of the Republican Conference that 
there will be a dialog carried out, not necessarily to pick a winner, 
but to at least indicate the general support in the direction that we 
are going. 

What I found most ironic about Under Secretary Samuel’s testi- 
mony was an unwillingness to look at where we are today and 
where we may be tomorrow. When you phrase the question, do you 
want to get rid of the income tax and also the Internal Revenue 
Service at the same time, a number of people would be tempted to 
say yes. But when you say, as a bonus, you will also get rid of the 
payroll tax on the employer, that you will harmonize the tax struc- 
ture for trade with other countries, and that you will stop punish- 
ing savings and investment and really support accumulation of 
wealth all at the same time, some of us find it difficult to find peo- 
ple dragging their feet. 

When you are out talking to your constituents, do you find any- 
body able to muster an argument in favor of the current system or 
in favor of the current system with minor changes, or even in favor 
of the current system with major changes? 

What do you find out there? 

Mr. Cox. I find my constituents are not just tempted by the 
thought of abolishing the income tax and the IRS, they are deliri- 
ous about the possibility. But frankly, because this debate is just 
now getting underway because of the leadership of the Chairman 
of the Ways and Means Committee, what I find chiefly among my 
constituents is that they were not aware that it was thinkable. 
They are used to thinking of Washington as a calcified place where 
nothing changes, and even though they are utterly convinced of the 
illogic of the system, the wastefulness of it, of the enormous costs 
which they are very familiar with, even if they haven’t seen in the 
studies, they know in their own lives, their own businesses what 
it means. 

The compliance costs, they didn’t think that we were smart 
enough here in Washington to understand that. And now that this 
debate is underway and people realize that it is possible not just 
to tinker with the income tax, but to get rid of it, I think you have 
got a tiger by the tail here. 
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Mr. Thomas. Well, I looked forward to this moment as a Memter 
of the Taxwriting Committee, but I honestly thought it was going 
to take a change in the Majority control of the House to bring it 
about, and lo and behold, that is the case. 

We look forward to your continued input, not just as a Member 
who understands the system, but as someone who is in an ex- 
tremely important position to assist us in making choices among 
the very attractive alternatives that we will be looking at. I thank 
you very much for your participation. 

Chairman ARCHER. Mrs. Kennelly. 

Mrs. Kennelly. Thank you, Mr. Cox. No questions. 

Chairman Archer. Does anyone else wish to inquire? 

Mr. Hancock. 

Mr. Hancock. Yes. 

Mr. Cox, what type of law or kind of law did you practice in the 
private sector before you came into the Congress? 

Mr. Cox. General business law. 

Mr. Hancock. I understand that you were heavily involved, 
though, in the creation of capital — of venture capital, helping busi- 
nesses get started? 

Mr. Cox. That is exactly my specialty. I did capital formation. 

Mr. Hancock. OK Under these circumstances, your business 
was primarily to create jobs, to start new businesses or to emerge 
businesses to where we could create jobs, and make us more able 
to compete on a worldwide basis and what have you through this 
type of structure. 

How much of your time would you say percentagewise with one 
of your clients was spent in the idea of how you developed jobs, or 
how you can do it from within the Tax Code, and to be able to keep 
enough of the capital to expand the business? What percentage of 
your time was spent on that part of starting a business, say? 

Mr. Cox. Probably a third to a half. I tried to make my specialty 
the business side, the venture capital, the initial public offering, 
how to start up your company, how to expand your market, go 
through financing and so on. But the tax side of it was sufficiently 
important and dominating in many cases that when eventually I 
was asked to teach Federm income tax at Harvard Business School, 
it was based on the experience I had gained allegedly in a nontax 
area. But I didn’t have to do too much prep work in order to teach 
an introductory course in Federal income tax because of that. 

I tried to teach a course called ‘Tax Factors in Business Deci- 
sions” which — the notion that students in business school should 
learn that you make a business decision and only take tax factors 
into account, but you don’t make decisions for tax reasons. It be- 
came increasingly hard to convince people, given the big numbers 
they were looking at with taxes, that that made sense. 

Mr. Hancock. Did you ever have a client that made the decision 
to establish his business outside of the United States because of 
the tax structure in the United States? 

Mr. Cox. I never counseled anybody who did that, but I did have 
clients who already had established operations overseas, in many 
cases, who take advantage of the lower tax, lack of capital gains 
taxes and so on. 
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Mr. Hancock. You never had a situation where, following your 
counsel, that organization made the decision without your counsel, 
though, to go to a foreign country to establish their business? 

Mr. Cox. I did not, but I was counseling mostly startup com pa- 
nies and so on that hadn’t gotten to the point yet where they had 
an operation to pick up and move. 

Mr. Hancock. But you know of a lot of cases where that has 
happened? 

Mr. Cox, I am well aware that people move jobs to other coun- 
tries on a routine basis in order to avoid the tax burden that is rel- 
atively higher here in the United States. 

Mr. Hancock. Thank you very much. I really appreciate your 
testimony, and I appreciate the work that you have done here in 
the Congress. Thank you. 

Chairman Archer. Congressman Neal. 

Mr. Neal. Thank you. Chris, you made reference to 4 percent in- 
terest rates. What kind of deficit reduction could you think would 
be necessary to get us to 4 percent interest rates again? 

Mr. Cox. Well, in those days we found that the Congress was 
able to support such extravagances as the Korean war, the Mar- 
shall plan, GI bill, all with a oalanced budget, a surplus budget in 
a low tax rate environment. 

It is extraordinary to think how we have failed, in comparison. 
I believe if we were to do the same, that is to say, operate at a sur- 
plus to take on those major responsibilities of which we were capa- 
ble, but none of those of which we were not capable, that we would 
find ourselves in that same zero inflation environment that would 
permit 4 percent interest rates on 30-year mortgages. 

Mr. Neal. The interest rate on my home is 8 percent after all 
these years. If there is any suggestion that you could have that is 
going to bring interest rates down and I am not aware of any ideas 
in the current marketplace, could you share that with us? 

Mr. Cox. Roughly speaking, you are paying an inflation premium 
on top of the 4 percent rate that your parents paid. 

Mr. Neal. Thank you. 

Thanks, Mr. Chairman. 

Chairman Archer. Chris, would it not also have a major impact 
on interest rates if you had a zero tax on savings and investment? 
And if you were able to completely abolish the income tax, would 
you not have a far greater influx of interest in investment by for- 
eigners in this country which would once again put more money 
available for loan purposes? And under the law of supply and de- 
mand, because money is fungible, and fungible worldwide today, if 
there were far more money available for loaning in the United 
States, would that in itself not drive the interest rates down? 

Mr. Cox. That is exactly what it would do. Today we have an 
abysmal 3.9 percent savings rate. That is woeful compared to the 
rate at which Americans used to save and invest when I was a 
child, when my parents were working in the fifties. 

Interest — interest rates are one measure of the cost of capital. 
The price of money will, like the price of any commodity, go down 
as the supply goes up. If we can supply more savings, more invest- 
ment capital in the system, necessarily, we will drive down interest 
rates at the same time. And of course, if you relieve our American 
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system right now of the burdensome tax on savings and invest- 
ment, you will have exactly that result. 

Chairman Archer. Thank you. 

Ms. Dunn, did you wish to inquire? 

Ms. Dunn. I did want to. Thank you, Mr. Chairman. 

Chris, I remember last year when a group of us was putting to- 
gether the Contract With America your frustrations in not being 
able to include in that proposal the repeal of the 16th amendment. 
And I just wanted to tell you that I can understand your satisfac- 
tion now, sitting here, realizing that the impossible is now occur- 
ring; and Chairman Archer has put on the agenda for discussion 
this major, major change in public policy. 

Chairman Archer asked earlier today a question of the Treasury 
Assistant Secretary, who was not forthcoming with us, as to the ad,- 
ministration’s proposal for a replacement Tax Code. He said. If you 
could design the most appropriate way to raise the money to pay 
the government’s bills, what would your proposal be? Are you in a 
position now to make a proposal to us for a new Tax Code to re- 
place the income tax? 

Mr. Cox. What you replace the income tax with is of vital impor- 
tance. Obviously, if we don’t have an income tax any longer, we are 
immediately in the realm of consumption tax. Many economists, if 
not most economists, tell us that that is a step in the right direc- 
tion, that that is an improvement, and I would dare say that that 
is something upon which economists who would consider them- 
selves of liberal stripe agree upon with economists who consider 
themselves to be conservative or supply siders. 

But what kind of a consumption tax and precisely how one im- 
plements it is very, very important. There are details here that I 
can’t possibly cover in 5 minutes or 30 seconds or however long I 
am permitted to respond to the question, that if tweaked, could 
change the fairness of the system, the advocacy of the system, the 
cost of enforcement of the system and so on. And that is what these 
hearings are all about. 

I concluded my formal remarks with a quote from Congressman 
McCall saying that when they passed the 16th amendment, they 
did it in a 4-hour debate, that they didn’t spend enough time think- 
ing about what they were up to. I hope we don’t make that mis- 
take. I know we will not. 

I think what Chairman Archer has done is started a national de- 
bate that will probably last more than 1 year, probably more than 
2 years. It will take some time for us to flush this out. The impor- 
tant thing is that today, yesterday, you began this, and this is a 
historic course. I just want to be sure that as we start at the front 
end of this process, everyone recognizes just how significant this is 
in the history of our country. 

Ms. Dunn. Thank you. 

Chairman Archer. Mr. Zimmer. 

Mr. Zimmer. Congressman Cox, I would like to know, at what 
point do you want to repeal the 16th amendment? While we are 
still debating tax alternatives? Because I would assume that ^ re- 
pealing the 16th amendment, then you take the flat tax off the 
table, and you take the Nunn-Domenici tax bill off the table, be- 
cause they would not be constitutional any longer. 
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Is that your understanding as well? 

Mr. Cox. Yes. There are two things that one must consider in 
passing a constitutional amendment affecting taxes. One is that it 
will make possible whatever t£ix system you have in mind at the 
moment, and that is of course the milieu in which the 16th amend- 
ment first was adopted. 

Second, you have to try to project what subsequent Congresses 
might do with the power that you have given or the power that you 
have subtracted. And so I believe we have to be just as sober about 
repealing the 16th amendment as we are when we passed the bal- 
anced budget amendment, as we are when we consider any amend- 
ment to the Constitution. As a practical matter, it will take mul- 
tiple years to ratify. 

In order to get us an income tax in the first place, we had about 
an 18-year period from the commencement of the debate in the late 
19th centuo' until final ratification by the last State in 1913, I 
hope it doesn't take us 18 years from the date of this hearing to 
get a result, but it will take as a practical matter something more 
than a year or two; and I think that is ample time for us to flesh 
out the whole debate and consider whether we have an acceptable 
alternative in the form of a consumption tax to substitute for to- 
day's income tax. 

Mr. Zimmer. As I understand it, one of the reasons the 16th 
amendment was enacted was because of some fairly cryptic lan- 
guage in the Constitution, as it was originally drafted, limiting the 
ability of Congress to impose direct taxes without allocating them 
among the States according to population. That is the best I can 
recall the language. 

What does that prohibition mean and would any tax, nonincome 
tax that you would foresee require some kind of modification of 
that proscription? 

Mr. Cox. 1 don't think so. The Supreme Court ruled that the — 
I find, by the way, the language to be unambiguous in the Con- 
stitution. 

Mr. Zimmer. What is the direct 

Mr. Cox. The Supreme Court so held, the Court at that time held 
that, in consistency with the language in the Constitution, any tax 
levied by the Congress must either be a capitation tax — that is, a 
head tax, if it were to be a direct tax on individuals rather than 
on transactions — or the proceeds of the tax would have to be appor- 
tioned among the several States. So you couldn't tax money from 
New Jersey, which would be a donor State, and give a net benefit 
to California. That was what was meant by the original constitu- 
tional provision. 

I think it remains unambiguous. It has never been the subject 
of a lot of constitutional debate or discussion beyond those deci- 
sions. 

So I think if you repeal the 16th amendment, what you are left 
with is the Federal capacity to tax transactions. 

There was a corporation income tax that was found to be con- 
stitutional that antedated the 16th amendment because it was a 
franchise tax on the privilege of being a corporation. So sales tax, 
for example, which is one of the things that you are considering, 
all other manner of transaction taxes, even a VAT, although I dorvt 
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favor it, all of these things would likely be squarely within the con- 
stitutional power to tax that the framers, the Founding Fathers, 
conferred upon Congress to begin with in article h 
Mr. Zimmer, Would it be possible to include deductions and ex- 
emptions as means of assuring progressivity in a consumption to, 
a sales tax-based system, or VAT tax system, under the proscrip- 
tion of the oripnal Constitution? 

Mr, Cox. Yes. In my view, that is straightforward, in the same 
fashion that now we make a legislative judgment that we are not 

in State x going to levy a sales tax on groceries or on rent 

Mr. Zimmer. Or on people earning less than $10,000 a year? 

Mr. Cox. Well, no. Once you frame it as an income tax, I think 
you are going to get, at the very least, into a gray area. The whole 

E oint here is to tax transactions rather than to tax people on the 
asis of their incomes. That is why the lan^age of the 16th 
amendment was incomes from whatever source derived. 

Mr. Zimmer, Thank you. 

Chairman Archer. Mr. Portman, and then hopefully we are 
going to recess at 1 o’clock. 

Mr. Portman. Thank you, Mr. Chairman. 

Briefly Chris, thanks for all of your work on this. And I found 
that last dialog fascinating; one of my questions was how much of 
the progressive/regressive concerns that were expressed by Mr, 
Samuels earlier could be addressed by not having the 16th amend- 
ment; and I think that is something we need tolook into, because 
part of the response to my earlier questions to him I think were 
along the lines of having almost a concurrent system to have some 
income-based system in order to deal with what he considers the 
unfairness of the system. 

You have the experience of also working in the White House 
Counsel’s office; I believe you were there during part of the formu- 
lation of tax policy from that, independent of Pennsylvania Avenue, 
and then you went into the private sector and got involved with 
tax-motivated business decisionmaking, and then taught tax, so 
you are a glutton for punishment. You have a good background to 
talk about this. 

I didn’t want to have you leave here without pushing you a little 
bit further, therefore, on your views as to the future. Without get- 
ting into a lot of detail, in response to Jennifer Dunn’s comment, 
you indicated that you would indeed support movement away from 
an income tax and therefore to a consumption tax system of some 
kind, the details being more difficult. You then mentioned briefly 
that a VAT tax wasn’t necessarily your favorite or preferred option. 

Are you leaning more toward, then, a retail sales-type to, or 
what other ideas do you have, generally speaking, at this point as 
to where we might move? 

Mr. Cox. I would like to address two things that you raised: 
First, the kind of consumption tax that might operate best and 
what I think might be its features; and second, the notion, based 
on my experience with Mr. Zimmer, of repealing the 16th amend- 
ment and analyzing what powers would remain for the Federal 
Government. 

The only reason I think it is necessary for us to address the 16th 
amendment at all in the form of a repeal is that I don’t know that 
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the Anierican people are willing to have this Congress pass a big 
new national tax right on top of the income tax they have already 
suffered through, even if some Confess promises them, don't 
worry, we will reduce the income tax burden so that this big new 
tax we are visiting upon you will be not so bad. 

Because we have seen the history. I quoted to you from the origi- 
nal debates in Congress, when it was proposed that they tax only 
millionaires. Now we know 95 percent of all taxpayers fall below 
the line that that original Congress intended to exempt. That is to 
say, they have to file now, and it was intended that they should 
not. So it was for that reason that I think, as a political matter, 
we would be wise to consider, if we are going to pass a big new 
tax of some sort, simultaneously to promise to the American people 
in a binding way that we mean it, we are not kidding, we are going 
to take away the income tax. You don't have to trust us on this, 
we have taken away our power to levy, as to how best to structure 
the consumption tax. 

The opportunity is to have a broad-based tax and therefore a 
very low rate. The opportunity simultaneously is to have it be effi- 
cient in collection so that the burden on individuals is taken away. 
You don't have to do all of that paperwork, you don't have to think 
about April 15 all year long. The government is not intruding into 
your life, and you are not going to go to jail because your shoebox 
was out of order. 

By the way, in the constitutional debates in the House, I noticed 
that the sponsor said, nobody will ever go to jail. People o 
to it said, you are going to go to the penitentiary if you don 
the right papers and the government is going to snoop around and 
so on; and people said, that is ridiculous. But of course that is ex- 
actly the way the IRS operates today. So that is the benefit of that 
tax. 

The problems that this Committee are going to have to address 
in a sales tax include noncompliance. Will people cheat, will they 
be able to — will we stimulate somehow the underground economy? 
The basic precept of a consumption tax is, you get rid of the under- 
ground economy which is flourishing under the income tax because 
you tax transactions that are unavoidable. Structured properly, it 
seems to me some kind of transaction tax, modified sales tax, 
maybe sales tax just like we have right now would achieve that. 

You also need to make sure that it is procompetitive, that it 
stimulates all of the things that we as Members of Congress want 
to stimulate both in the economy, work, savings, investment, and 
so on. 

Those would be my criteria, and I suspect they would be yours 
as well. 

Mr. PORTMAN. Thank you. 

Chairman Archer. Thank you for an excellent presentation. The 
Committee will stand in recess until 2 o'clock. 

[Whereupon, the Committee recessed, to reconvene at 2 p.m. the 
same day.] 

Chairman Archer. The Committee will come to order. Jon 
Christensen and I are here, and that is great quality. While we 
may lack in numbers up here, we have the quality to speak to at 
least the panelists at the beginning. 


pposed 
t have 
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Gentlemen, welcome to the Committee. I apologize to you for the 
delay in how long you have had to wait today. It really was pretty 
much beyond our control, but we are delighted to have you with us 
and we are looking forward to hearing your comments on the VAT. 

Cliff Massa, would you like to proceed. 

STATEMENT OF CLIFF MASSA III, PARTNER, PATTON BOGGS, 

L.L.P. 

Mr. Massa. Thank you, Mr. Chairman, and Member of the Com- 
mittee. My remarks are going to emphasize three points, on which 
there is more detail in my written statement. The first, just as a 
taxpayer and observer, we have an opportunity to perhaps try to 
establish some principles on which to build a tax reform package. 

Second, that whatever we do, a single-rate tax should be applied 
to all economic value added as the most sensible base on which we 
can build a new tax system, one that differs dramatically, by the 
way, from VATs around the world. Third, my observation that the 
subtraction method tax is the way to proceed. 

As to principles, it seems to me that if we are really going to con- 
template starting from scratch, perhaps we could agree on a few 
basic things. Peimaps, one, that the government’s general revenue 
system is there solely for the purpose of raising revenue; second, 
that it ought not be used to try to achieve particular purposes, eco- 
nomic, social, good, bad, or to penalize or encourage particular ac- 
tivities; third, that we finally integrate our tax system with those 
of our trading partners; fourth, that we develop a system that has 
the maximum amount of simplicity, but also the maximum effi- 
ciency so that we can eliminate a lot of wasted planning and com- 
pliance time and get the maximum part of the base covered. Fi- 
nally, let’s try to address any regressivity of the system outside the 
system. 

Granted, those proposals, those principles can be agreed with, 
disagreed with, but they are ones that kind of appeal to me, and 
on the basis of those principles it seems to me that economic value 
added in its most generic sense provides this country with the best, 
most neutral, least distortive tax base we can come to, 

I want to emphasize by this that I am not talking about VATs 
in the sense that most of us understand them. Systems in other 
countries in Europe, Canada, Mexico, which I think my colleague, 
Dr. Cnossen, may be able to comment more on than I am able to, 
are probably the worst possible models to deal with. I am going to 
suggest that economic value added in its most generic sense is, in 
fact, the best system to work with. 

By that, I understand value added to be the amount that each 
business adds to the production of goods and services as they move 
through the economy. In essence, as long as a business is selling 
goods and services for more than it pays for its inputs from other 
companies, it is adding value. 

Looked at another way, what it is using is its labor services, the 
services of its employees, and its capital services, the services of its 
lenders and its owners, to turn inputs into more valuable outputs. 
If that is the sum and substance of value added, which is what I 
understand it to be, it seems to me that that is as close to perfec- 
tion in a tax base as we can come. 
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It is going to treat labor and capital or more accurately the pay- 
ments for labor services and the payments for capital services the 
same way. It treats debt and equity the same way. It treats all 
businesses the same way. It treats foreign and domestic producers 
the same w£iy. 

There were some concerns this morning expressed by Treasury 
that we may not be able to reach an ideal system. Well, perhaps 
not, but it certainly seems to me that we ought to start there. If 
we are going to wipe away a rather complex system, let’s try to 
reach for the ideal, and I think value added in its economic sense 
is the ideal. 

Let me focus on the subtraction method value-added tax, which 
is what I was asked to deal with particularly. There is a different 
method that is used in other countries. It is known as the credit 
method whereby each transaction has a tax notation on the invoice. 
You add up your tax amounts, subtract the tax amounts on your 
purchase invoices, and you pay the difference. 

My collea^e, Alan Schenk, will go into much more detail on 
that. The subtraction method to me is a little simpler, although the 
economics are the same. Every business aggregates its sales re- 
ceipts for goods and services, subtracts its purchases of goods and 
services, and pays a tax on the difference, which is equal to its 
value added. It is interesting that all the tax proposals that are put 
forth at the moment rely to some degree or another on a tax on 
value added and particularly on a subtraction method — Mr. Gib- 
bons’ proposal, the U.S.A. tax, the business portion of it from Sen- 
ators Nunn and Domenici, former Senators Danforth and Boren’s 
business activities tax. While it may be a little controversial, I will 
ar^e that the flat tax is essentially the same thing. It just taxes 
value added in two pieces. The subtraction method, I think, is 
viewed favorably by the proponents because it is viewed as being 
inflexible, meaning you cannot with ease try to tax different goods 
and services with different rates, putting different preferences and 
penalties into place. 

Some people will argue that is a detriment, that the credit meth- 
od is more flexible and you can do more things with the system. 
I would arg^e that the subtraction method being inflexible is a 
principal reason that it ought to be considered in this country. If 
we want to keep a single rate applied to every business activity, 
which I personally would find desirable, then the subtraction meth- 
od is the best way to go. I would be glad to comment in a lot more 
detail when time permits. Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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STATEMENT OF CLIFF MASSA III 

TO THE 

COMMITTEE ON WAYS AND MEANS 


"The Subtraction Method Value-Added Tax" 

June 7, 1995 


This statement discusses the concepts and mechanics of a subtraction method value-added tax 
To provide a context, section I presents five principles for the Committee’s consideration as a 
foundation on which a new tax system could be constructed. Section U describes "value-added” and 
how it differs significantly from ’’profit" on which the business income tax is based. Section 111 covers 
the subtraction method in more detail. An Appendix provides additional details and commentary. 


I, SUGGESTED PRINCIPLES FOR TAX REFORM 

When federal tax policy is debated, two principal issues should be addressed. One is the "how 
much" issue - do we tax ourselves sufficiently? The other is the "in what ways" issue - do we lax 
ourselves intelligently? Recent national lax debates have focused heavily on how much, with little 
serious attention being given to in what ways. Our political process may never produce a lasting 
consensus about what percentage of gross domestic product should be claimed by the government in 
taxes. However, a consensus may be forming on the need to change the ways in which the federal 
government generates the taxes that we are willing to pay and to do so in the most efficient manner. 

The early stages of the growing tax reform debate have produced a willingness on the part of 
many groups and policy makers to put a wide range of possibilities on the table. Such proposals and 
the growing public and press attention to the subject strongly suggest that the time for fundamental tax 
reform is approaching. 

Given this opportunity, is my hope that we will step back from a contentious bout of slogans 
and themes long enough to make a considered judgment about some basic principles under which we 
can lax ourselves intelligently . If we develop such a context in which to work, the result may be both 
better and longer lasting. My recommendation that the Committee consider adoption of a subtraction 
method value-added tax is based on several factors, including the following five principles. 

/, The role of the federal gov€rnment*s basic tax structure should be to generate the desired 
level of revenue — nothing more. Efforts to achieve economic, political and social objectives through 
the income tax are inefficient, wasteful, blunt and complicating instruments. 

2. The tax structure should impose minimal distortions on the economic decisions made by 
millions of individuals and businesses every day. Any tax imposes a drag on private sector activities 
as the price for the governmental services that we require. But this unavoidable impact should not be 
aggravated by a general revenue system which encourages, discourages, penalizes, rewards or 
otherwise artificially influences particular actions of consumers, investors and business managers. 

J. The tax system should be able to be Integrated with the systems of our trading partners. 

Wc are long past the time when the our tax system should have been reformed to allow border 
adjustments that reflect the increasing trade in goods and services ^ross international borders and the 
increasing flows of capital investments across the same borders. 

4. The tax system should combine maximum simplicity with maximum efficiency. 
Enormous amounts of money and of the time of very talented minds are expended annually in 
planning for and complying with federal tax laws. Also, there is a sizable underground economy that 
evades taxes, thereby raising taxes on everyone else. The tax system should be simple enough to 
eliminate extensive planning and compliance costs while also thorough enough to enable an efficient 
Internal Revenue Service to apply it to the maximum possible percentage of the tax base. 
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5. **Regressivity " should be addressed directly, not by distorting the tax system itself. There 
may never be a consensus about the economic "incidence" of particular taxes, but economists and 
others have reached a general consensus that efforts to offset regressivity should be targeted to the 
intended households through direct spending programs or tax rebates. Offsets within the tax system 
itself “ particuliirly within value-added and sales tax systems -- are exceedingly wasteful. 


II. ECONOMIC "VALUE-ADDED" AS A TAX BASE 

A general tax structure which can be implemented under these principles is a tax that applies to 
economic value- added. Interestingly, there is already a substantial level of agreement that value-added 
is the best tax base on which to build. Although not widely recognized, all of the major tcix reform 
packages introduced in Congress or described in detail by Members of Congress rely on a system that 
taxes economic value-added. Included are (i) the new tax structures within the packages by Rep. 
Gibbons and by former Senators Danforth and Boren, (ii) the sales tax reconrunendation of the Cato 
Institute and Senator Lugar, (iii) the business portion of the USA Tax package by Senators Nunn and 
Domenici and (iv) the flat tax recommended by Rep. Armey and others. Perhaps this represents an 
emerging consensus which will enable us to focus more attention on the mechanics and details of a lax 
system with less disagreement about what the proper lax base is. 

A. A Tax on ^'Value-Added" vs. a VAT 

The term "value-added tax" may have become a proper noun in the minds of many people. 
"VAT" almost certainly has acquired that status. The use of either term is generally intended to 
suggest a specific tax structure like those in place in Europe, Canada, Mexico and most industrialized 
nations. That structure applies multiple lax rates, exemptions and other preferences to the sales of 
goods and services in the economy, with invoices listing a VAT amount for each sales transaction. 

However, this does not describe what value-added is; it only describes a familiar means for 
computing taxes on a portion of value-added. In fact, most VATs in other countries are the worst 
possible models for a tax system that applies to value-added. The VAT's reputation for complexity 
and economic distortions is well deserved. Those who heap scorn on VATs do so with considerable 
justification. If a VAT were the only option for tax reform. I would hope we slay where we are. 

But the widespread dissatisfaction with VATs as they are used in other countries is not grounds 
for opposing all value-added tax systems. I urge Members of the Committee to step back from the 
slogans and rhetoric and to consider what value-added really is. 

B. The Basics of Value-Added 

"Value-added" is what each business entity contributes to the economy as it does its pan to 
move goods and services through the various stages of production and distribution and to the ultimate 
consumer. As long a company is selling its goods and services to its customers for more than it pays 
to purchase inputs from its suppliers, the company is producing value-added. By applying a lax to the 
value created by each business entity, the system is actually reaching the total value of goods and 
services consumed in the economy. What the retail sales tax does at the last stage, a value-added tax 
does in increments at every stage along the way. 

To be more precise, value-added for a given company equals what that company pays to its 
providers of labor services and to its providers of capital services for the use of those services in 
converting "inputs" into more valuable "outputs." For example, when a company purchases inputs of 
raw materials, component parts and various goods and services from other companies, it does so with 
the intention of converting them into its own goods or services for sale to its customers. This 
conversion is accomplished by applying the company's available labor services — i e., the work of its 
employees -- and the company's capital services — i.e., the use of assets acquired with its lenders' debt 
and its owners’ equity -- to process, assemble, rebuild, move, market or in other ways make its own 
goods and services more valuable to its customers than the sum of the purchased parts. 

Therefore, when you strip the system down to its basics, a tax on value-added is applied to the 
compensation that the company provides for both labor services and capital services. That means that 
the tax base is equal to the sum of (i) wages, salaries and benefits of all kinds for employees, plus (ii) 
retained earnings, dividends and interest for owners and creditors. This illustrates why value-added is 
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SO widely regarded as a sensible, neutral and efficient tax base for a general revenue system. It taxes 
both labor and capital or. more accurately, the payments made for both labor services and capital 
serv ices. It docs so in proportion to how much of either is used by a company. 

This also illustrates why the flat tax is a lax on economic value-added. The flat tax applies to 
the payments made for labor services (wages, salaries, pension payouts) at the individual level and to 
payments made for capital services (interest, profits) and for some labor services (fringe benefits) at 
the business level. The mechanics are different and the numbers of taxpayers are radically difTerem, 
but the tax base is economic value-added in both systems. 

C. Contrasting "Value-Added': WitlL'TrQlif' 

The value-added concept is simple to explain and easy to understand, provided that income tax 
concepts are set aside. For businesses, the income lax applies to profits for the years. "Profit” 
(whether distributed or retained) is a payment for capital services, so profit is an element of 
value-added. However, it is only one such element. Interest paid to lenders is another payment for 
capital services. Payments for labor services (including wages, salaries and all benefits) comprise the 
other element of value-added. Therefore, a company can still add value to the economy, even when it 
is not profitable. Labor and borrowed capital (if any) are still at work converting "inputs” into more 
valuable "outputs" even though the owners may be losing money (although a company which 
continuously pays more money to suppliers, employees and lenders than is coming in from sales will 
not stay in business long). But while a business activity continues, losses alone do not result in zero 
value-added lax liability. They merely reduce the value-added attributable to labor and to assets 
financed by debt capital. 

A related issue is the fact that any company's value-adding activities can be negative for a 
period of time. If the company pays more for inputs than it receives for outputs during a particular 
accounting period, it has consumed more value-added than it has generated. Such temporary periods 
of "negative value-added" occur when a company engages in significant expansion programs such as 
major purchases of machinery and equipment or inventory accumulations. These purchases 
significantly increase the sales receipts of the company's suppliers that created the value-added 
represented by the equipment, inventory and other inputs. To prevent double taxation of the same 
value-added, the company with negative value-added for the period must be given a prompt refund 
equal to the tax rate multiplied by the negative amount.' Then, the system as a whole is taxing the net 
value-added in the economy for the period. A company's periods of negative value-added will be 
followed by periods in which its value-added is rather high, because its increased sales exceed its 
reduced level of purchases by considerable amounts. 


III. THE SUBTRACTION METHOD 


A. The Aitenudves far Computing a Value-added Tax 

There are two methods for computing a company's value-added and three ways to compute its 
value-added tax liability. 

1. Subtraction Method 

A simple way to measure value-added for any given period is to determine the excess of a 
company's gross receipts from the sale of its goods and services over its purchases of goods and 
services from other businesses. This is the basic "subtraction method," so named for the simple 
arithmetic process that it uses. The tax rate is them applied to the base. In a sense, the subtraction 
method computes value-added only when it is realized in a sale to customers. The subtraction method 
is often called a "period lax" or "books of account" tax because it can be computed for a given period 
using basic sales and purchases information from the company's books. 


An aliemativc is an mdefmite carry forward of the “negative value-added,’ plus interest. However, this does not recognize either 
the cash flow implications to the company or possible perpetual carry forwards of exporters because of the border adjustment rules 


A less simple but perhaps more fully descriptive method requires identifying and then adding 
together the component parts of value-added for the company. Value-added is created by the 
company's own labor services and capital services, so value-added for the period is computed as the 
sum of (i) v\'ag£rs. salaries and benefits paid to employees, plus (ii) interest paid to creditors, plus (ili) 
profits (either paid or retained) for the owners. The tax rate is then applied to the total. This ts called 
the "addition method." for the obvious reason. Although in use in two states, this method is 
sufficiently difficult that it is not under serious consideration at the federal level, so it is not discussed 
further in this statement. Under this system most of the value-added is computed without regard to 
sales because wages, salaries, benefits and interest are incuned without regard to the liming of sales. 

Often called a third method for computing value-added, the "invoice and credit method" is 
perhaps more accurately described as a third method for computing the tax liability itself. This method 
(called the "credit method" hereafter) requires the company to compute a tax amount for each sale and 
then record that amount on its invoice or sales receipt given to another business. The company then 
aggregates the tax amounts on its sales receipts to compute a tentative liability. It also aggregates the 
lax amounts on its purchase receipts to compute the tax attributable to what it has bought. By 
subtracting its purchases' tax notations from its sales' tax notations (/.e., by crediting its taxes on 
purchase invoices against its taxes on sales invoices), the company computes its liability for the 
penod. The credit method is often called a "transactions" tax because the rate is applied to each sales 
transaction. 

In essence, the credit method is a variation of the basic subtraction method. The subtraction 
method subtracts gross purchases (P) from gross sales (S) and multiplies the balance times the tax rate 
(TR) to produce tax liability, so that Tax = (S - P)TR. The credit method multiplies each sale and each 
purchase by the tax rate and then subtracts taxes on gross purchases from taxes on gross sales to 
produce tax liability, so that Tax = (S)TR - (P)TR. The mathematical results under each method are 
the same because (S - P)TR = (S)TR - (P)TR. 

B. The Merits of the Subtraction Method Versus the Credit Method 

Even though the credit method and the subtraction method are substantively identical, 
conventional wisdom has long held that the credit method is preferable. This is due at least in pan to 
the fact that the credit method is well known because it is used in VATs in Europe and elsewhere. 
Also, the credit method is generally perceived as being more flexible, easier to enforce and more 
visible than the subtraction method. The proponents of the major proposals in this country have 
chosen the subiraction method value-added tax as the preferred approach for the United States. Two 
basic reasons suppon this choice - (i) it offers the best means for keeping the tax simple and neutral 
and (ii) it is readily adaptable to the accounting and bookkeeping practices already in place for the 
income tax, public disclosure and basic business needs. 

1. Simplicity 

The subtraction method is the simplest means for computing the tax because it stems from a 
very basic concept. By computing the excess of gross sales receipts over gross business purchases, a 
company can readily determine the taxable amount to which the tax rate is applied. The subtraction 
method is also gaining favor because it is generally perceived as being incapable of handling multiple 
lax rates and other complexities. Commentators believe that the accounting difficulties of tracking 
categories of smiles and purchases for purposes of applying different rates and other rules make the 
subtraction method incompatible with such complexities. In contrast, the credit method is widely 
regarded as being flexible enough to allow multiple tax rates and various preferential rules to be 
imposed. The credit method can impose a categorization process on the seller which allows different 
lax rates to be applied to sales invoices for different categories of goods and services. This, in turn, 
allows both the seller and the buyer to keep track of the gross amount of tax attributable to each 
transaction. The subtraction method would require both the seller and buyer to categorize each sale or 
purchase on their books as being in one rate class or another and then apply the appropriate rates to the 
aggregate amounts in each category for each accounting period. 
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This difference in flexibility alone is sufficient reason to adopt the subtraction method. If the 
"inflexibility" of the subtraction method helps to assure that a value-added lax in the United States will 
apply a single rate to all businesses without imposing biases or distortions on the economy, then that is 
an invaluable advantage to this approach. 

2. fiiailiirity 

The subtraction method also allows a company to use its most basic financial data - gross sales 
and purchases - when computing the tax amount. With far fewer accounting rules than are imposed 
either for generally accepted accounting principles ("GAAP") or for income tax rules, the subtraction 
method is relatively easy to implement. The credit method, on the other hand, would require a 
company to add to each sales invoice a line which states the amount of tax attributable to the sale. 
Then, when recording both its sales and its purchases, the company must create a new accounting 
category' and place into that category the tax shown on each sales invoice and each purchase invoice. 
Although not fatal to a simple system, these steps would create some additional compliance 
requirements which the subtraction method would not impose. 

The subtraction method's computations are also seen as being more familiar to U.S. businesses 
which are accustomed to the federal income tax where, simply stated, gross income minus deductions 
equals taxable income. Both financial and income tax accounting already require that companies 
record their aggregate receipts and expenses for a given accounting period. A subtraction method 
value-added tax would use the same basic data and procedure. 

Conversely, relatively few U.S. businesses are already accustomed to tax systems that are 
computed and recorded on each sales invoice with a subsequent record of the lax amount. Retailers 
which pay state and local sales taxes have siK:h familiarity. Manufacturers which are subject to the 
handfiil of federal excise taxes (such as on alcohol and tobacco products) and gasoline retailers have 
some familiarity with computations based on transactions, but these are generally based on quantities 
produced or sold rather than on invoice prices. So, in a sense, the American business lax "culture" is 
much better anuned to the subtraction method than it is to the credit method. 


While a subtraction method value-added tax and a retail sales tax apply to the same theoretical 
base, the sales tax concept presents the unnecessary risk of missing all of the value-added represented 
by (i) the "underground economy" which sells goods and services to consumers without repotting such 
sales and (ii) the banking and insurance industries which are unable to identify the actual fee that is 
charged as pan of each loan payment or insurance premium paid by consumers. When a consumer 
purchase is not taxable, all of the value-added in the goods or services are exempt. A value-added tax 
will at least apply to that portion created by honest businesses that are in the system. 

Also, some system must be devised to prevent the "cascading" effect of taxing sales of goods 
and services that are used by a business in the production of its own goods and services. Exempting 
goods that will be resold is not sulTicient. Goods and services that a business purchases to use when 
producing its own goods and services cannot be subject to the sales tax because their value will be 
taxable again at a later stage. To avoid such cascading will place a significant burden on the seller to 
distinguish between types of customers. Consider this issue as it affects sales of goods and services by 
airlines, utility companies, computer and software dealers, hotels, gasoline retailers and lawyers - just 
to name a very few. The value-added lax avoids these complexities completely because a business 
purchaser is able to deduct the cost of its purchases when computing its own tax liability. 
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APPENDIX 


A. The Economic Effects of a Value-Added Tax 

A value-added tax is neutral in its impact on a number of economic decisions which are 
distoned by the current hodge-podge of federal tax systems. For example, a value-added tax does not 
distinguish between the use of labor services or capital services. It applies equally to payments for 
both in whatever proportion each is used. Thus, the decision to use either more employees or more 
capital to transfoi-m inputs into more valuable outputs would be driven by factors other than the 
value-added tax. Similarly, whether a company decides to finance its operations through debt or 
equity is irrelevant under the value-added tax. Interest and profits both are in the base and are taxed at 
the same rate. 

A value-added tax does not distinguish between the sectors of the economy. The value-added 
that is created by ihe service sectors and the value-added that is created by manufacturers are subjected 
to the same rules zmd tax rate. Also, a value-added tax is indifferent to the origin of goods and services 
as long <is they aie purchased or consumed within the taxing country's borders. A value-added tax 
system eliminates the advantages currently enjoyed by foreign companies which sell in the United 
States while paying little of the existing income tax and none of the payroll tax on the value of their 
imports. 

A value-added tax also treats ail entities the same, regardless of the form of the business 
organization involved — whether C corporations, S corporations, partnerships and sole proprietorships. 
These labels are irrelevant under a value-added lax system. 

B. Who Bears the Burden of a Value-Added Tax? 

Economic theorists will probably never settle the argument about who bears the ultimate 
burden or "incidence" of a value-added tax. The traditional view is that such taxes are fully passed 
forward to consumers in the form of higher prices. The theory is that a value-added lax can be passed 
along by businesses because the full cost of purchases (including taxes) is recovered when it sells its 
goods and services. This assumes that markets are completely inelastic, meaning that consumers will 
buy the same quantities of goods and services at the higher prices as they bought at lower prices before 
the value-added lax was enacted. In such an inelastic market, any business would be foolish not to 
pass along the value-added tax costs to its customers. But does this differ from the situations 
involving other taxes - or any other costs — paid by businesses? In other words, if markets are 
completely inelastic, wouldn't businesses also fully pass forward the costs of all taxes? Does the label 
"value-added tax” insulate this tax from consumer resistance to price increases? 

The alternative economic view does not conclude that a value-added tax (or any other 
"consumption tax") is not passed forward to consumers. In fact, as a net addition to current taxes, a 
value-added probably would be passed forward to some degree. Rather, the eiltemative view concludes 
that there is no qualitative difference between the incidence of a value-added tax and that of any other 
business tax. The burden will be shared in part by labor, in part by owners and in part by consumers. 
Market forces will determine how large each part is, and mere labels will not dictate a result. 

C. Inflationary Effect of a Value-Added Tax 

Given the traditional view that a value-added tax is fully passed forward in higher prices, the 
conventional wisdom is that enactment of such a lax will have an inflationary effect. However, there 
is no way of predicting with certainty what effect a value-added tax will have on inflation, just as there 
is no certainty in predicting how other tax reforms, tax decreases or tax increases will affect inflation. 
That probably depends primarily on the Federal Reserve Board's response to such changes. A serious 
evaluation of the effects on prices and on inflation of the introduction of VATs in 35 countries was 
undertaken by Alan Tail at the International Monetary Fund. Tail’s research found that there was little 
or no effect on the price index in 22 of the countries, that an acceleration of inflation followed the new 
tax in six countries and that a shift in prices followed in the other seven. Even though inflation did 
occur in a few of the countries, Tail noted that other factors - such as government monetary and fiscal 
policies, the use of the new tax revenues and advance commentaries and expectations by policy makers 
and the public - explain more about inflation trends than the introduction of a value-added tax. His 
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Study is strong suppon for the argument that a broad'based business tax alone does not accelerate the 
rate of inflation, particularly when it replaces other taxes. 

D. The Value-Added Tax Applies Equally to Lab or Se rvices a ndifl-Capital ScrvifigS> 

One persistent criticism of a value-added tax is that it taxes only labor, because machinery^ and 
equipment costs are fully deducted in the year incurred while employee compensation (including all 
wages, salaries and benefits costs) is not deducted at all. In fact, a value-added tax applies equally to 
labor and to capital. More accurately, it applies equally to payments for labor serv'ices and to 
payments for capital services. When a company purchases machinery and equipment, it must be 
allowed to remove the costs of such assets from its value-added base because the costs of such assets 
have been taxable to the producers of those assets. Not allowing a deduction for these costs would 
result in double taxation of the same value-added. 

What is generally overlooked is that the purchase (or lease) of more and/or better machines 
requires the use of more debt capital or more equity capital — or probably both - to fund the purchase 
or lease. When this happens, the capital services component of the value-added base will be much 
higher than otherwise would otherwise be the case. Interest costs will rise and profits must rise to pay 
the lenders and owners for the use of more of their capita! (as well as to repay the lenders their capital 
itself)- While there is a one-time reduction in value-added as the costs of machines are deducted, the 
capital services portion of the value-added base will be significantly increased for several years. 

E. Regressivity 

VATs in Europe, Canada and other countries generally either exclude sales of food, housing 
and medical care from the system (using a zero laie of tax) or impose a much lower rate of tax on 
sellers of these and other "necessities." Conventional wisdom is that such exclusions and preferences 
arc necessary to offset the perceived " regress ivity" of a value-added tax, based on the traditional view 
that it will always be passed forward to consumers in the form of higher prices whereas other taxes are 
not. 


But the usual approaches to addressing regressivity are even if the traditional 

incidence analysis is correct. Preferential treattneni of necessities is wasteful, minimally effective and 
distort ive. When exclusions or preferential rates apply to sellers of food, medical care and housing, 
they apply to all sellers and to all of their sales. As a result, a huge portion of the anii-regressivity 
"benefits" are wasted on middle and upper income households which buy more quantities - and more 
expensive - food, medical care and housing. Furthermore, such exclusions can reduce the tax base by 
30 percent or more, which requires raising the tax rate on all other business sectors (whose products 
and services low income households also buy) to cover the levenue loss. This process destroys 
neutrality among business sectors, distorts economic decisions and creates a system that is very 
complex and costly to administer. 

Perhaps this is explains the trend in other countries to reduce or eliminate the use of such 
preferential rates for "necessities." The New Zealand tax enacted in 1986 (and widely regarded as a 
mode! broadly-based VAT system) uses only one rate and applies it to all busincs^s. Even the EC 
countries which introduced the use of multiple rates are trying to lessen the number of rates and the 
categories of activities. 

The better approach is to tax all businesses on value-added at a single rate which maximizes 
the efficiencies of the system and prevents distortions among industries. Then, a portion of the 
revenues that would otherwise be lost through exclusions or preferential rates can provide income and 
payroll tax reductions, refundable tax erwiits and/or income support programs that benefit only friose 
households which are the intended beneficiaries of such assistance. 

F. ”Visibility */ of a Value-Added Tax 

Conventional wisdom holds that a value-added tax is a "hidden" or "invisible" lax and, 
therefore, its rates are very easy to increase. The theory is that voters will not notice a value-added tax, 
making it quite painless for government to raise the rate at will. Much of the commentay' on the flat 
tax and the sale tax emphasizes a need to make taxes almost painfully visible. Whether visibility is 
politically important to restrain the size of government or not is debatable. If it is, there is no 
mechanical reason why each retail sales receipt cannot say "includes XX% value-added tax." 
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G. How tht Su btraction Method Valut-Addtd Tai Works 

The Taxpayers. The value-added tax base should include the value-added by every "business" 
in the economy, without regard to the legal form of the entity. Profit motive and profitability are 
irrelevant for value-added tax purposes. All that is important is that the entity has added value to the 
economy through the production and sale of goods and services. 

The Taxable Amount, For purposes of a subtraction method value-added tax, the "taxable 
amount" is simply the excess of receipts from sales of goods and services in the United Stales over 
purchases of goods and services (ie.. raw materials, machinery, energy, intangibles, accounting 
services, pencils, eic.) used by the company to produce its output A company does not have to 
grapple with the income tax concepts of inventory capitalization, depreciation, bad debt reserves, 
intangibles amonization, etc. These concepts arc not needed in the value-added tax context. The 
specific tax liability is computed by applying the tax rale to the taxable amount. 

Exports. Any value-added tax attributable to exported goods and services must be removed or 
rebated. Otherwise, the value that is created and taxable in this country would be taxable again in the 
destination country if that country imposes a similar tax — and all of our major trading partners do. 
The simple approach under the subtraction method is to exclude export sales from gross receipts while 
deducting all purchases relating to the exports, thus allowing the exporter to recover the full amount of 
value-added tax attributable to the goods and services which it purchased as inputs for its exports. For 
a company which sells exports exclusively, its sales receipts for the purposes of a value-added tax will 
always be zero. For a company which is primarily but not exclusively an exporter, its includible 
receipts will be low. When there is an excess of input purchases over sales receipts, producing a 
"negative value-added," a refund equal to the tax rate multiplied by the negative amount is necessary. 

Imported goods. The value of imported goods and services must be included in the 
value-added tax base to ensure that all of the economic value that is added to goods and services before 
they arrive in this country is taxable identically to the value-added in domestic goods and services. 
Because there is an identifiable entry point for imported property, the importer can be subjected to the 
value-added tax system by computing its value-added at the time the import enters the United States. 
The amount of value-added for an imported item can be defined as the total amount which the 
domestic purchaser pays to acquire the item and to get it to the United States (including transportation 
and insurance fees). Whether we collect a check at the border or simply add the amount of taxable 
value-added to the importer's value-added tax return is an administrative choice. Alternatively, 
business importers can be denied a business purchase deduction equal to those costs. 

Imported services. In contrast to imported property. Imported services have no "entry point" 
where it is possible to either impose the tax or make a record that can be cross-checked later. 
Telecommunications, financial services, professional services and others move electronically and via 
the mails and couriers with no visible border crossings. International transportation services provided 
to passengers and goods are also difficult to track. Nonetheless, any value-added tax in the United 
States can and should be applied to all foreign services. One option is to ignore such services for 
border adjustment purposes and then deny the importer a value-added tax deduction for the costs of the 
services. This would include the value of the services in the tax base without the need to monitor 
flows of such seivices across the U.S. border. 

Financial intermediation services. Financial service companies add value to the economy 
when they serve as intermediaries to the actual parties of financial transactions, such are between 
depositors and lenders or among those are poolii^ their insurable risks. This financial intermediation 
has value which customers are willing to pay for, cither directly or indirectly. The value of such 
financial intermediation must be identified for value-added tax purposes. However, because no 
explicit fee is charged, financial intermediation services are routinely excluded from VATs around the 
world due to the perceived inability to determine "value-added" on each specific transaction such as a 
monthly loan payment or insurance premium payment One advantage of the subtraction method is 
that the value-added need not be computed transaction-by-transaction. Instead, the bank can compute 
its implicit fees (which are part of the interest rate "spread," etc.) for each accounting period and take 
the aggregate amount into account along with its other receipts from sales of services. 

Small businesses. Small businesses representatives often criticize value-added taxes as 
imposing significant burdens on small business, based on VATs in other countries. Under these 
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svstems. smaU businesses -- indeed, ait businesses - are definitely subjected to burdensome 
record-keeping requirements which track the categories of goods and services they sell in order to 
properly compute the tax. The problem is not the concept of a value-added tax. but how VATs have 
been structured. Small businesses would not face the same burdens under a single rate subtraction 
method value-added lax in the United States. In fact, complying with such a value-added tax would 
probably be much easier for small businesses than complying with our current income and payroll 
taxes. Some proposals present mechanisms for providing targeted relief for small businesses under a 
value-added tax in the United States, primarily to lessen the administrative expenses of the government 
with ver>' little loss of revenue. Whether this is desirable or acceptable in the context of replacing 
taxes currently paid by small businesses is questionable. 

Real property. Real property is yet another m^ket segment that is often considered to be too 
difficult by many VATs that exempt at least some real estate activities. Nevertheless, real estate 
activities (i.e . buying, selling, and leasing of land, buildings and housing) should and can be included 
in the base of a value-added tax in the United States in one of two ways - as an operational asset or as 
d> financial asset. Real estate has some characteristics of both models. For example, some land and 
buildings are similar to the proverbial "widgets" because they are the products sold by home builders, 
commercial builders and developers. Both the selier/lessor and a business purchaser/lessee could 
reasonably treat such real estate transactions like any other sales of goods and services for value-added 
purposes. But some real estate transactions have more characteristics of the financial asset model. 
Wlien financial services companies or developers hold land for future use, they could be engaged in 
investment activities rather than business activities currently. The approach for including real property 
sales in a value-added lax probably should be based on some compromises between precision and 
administrative simplicity. 

Government and non-profit entities. Governmental entities add value to the economy when 
they engage in activities which, if carried on in the private seclor, would be considered "business” 
activities. Such activities would include public utility services, medical services, postal services, mass 
transportation serx'ices and any other activities nor involving the exercise of any essential government 
function. The value-added generated by these activities should be subject to the value-added tax in the 
same manner as the corresponding activities in the private sector. Many organizations which are 
exempt from the federal income tax also engage in value-adding activities that can be included in the 
tax base. The widely accepted social policy of exempting charitable and educational functions from 
most taxation may dictate that a value-added tax only be applied to those activities of the organization 
which produce unrelated business taxable income. 

Other taxes. A value-added tax should be the federal government's general revenue source. 
Other ta.xes should not be allowed as deductions or credits, no matter what purpose such taxes achieve. 
The practical result of allowing certain types of taxes — e.g. . sales taxes, excise taxes, other indirect 
taxes - to be excluded from gross receipts or to be deducted when paid to a government will be an 
erosion of the federal tax base. All jurisdictions will be pressured by businesses to push as much of 
their own revenue base as possible through this loophole. To allow one or more taxes to be removed 
from the value-added tax base will sanction a superior status for such taxes by sanctioning that tax's 
first claim on that base. 


The difficulties of administration and compliance under a value-added tax are largely 
determined by the complexity of its underlying structure, A May 1993 IRS report concluded that the 
cost and difficulty of administering a value-added tax would be directly dependent on the complexity 
of the system and urged that "it is impemiive to the interests of both taxpayers and the government that 
[such] legislation be kept as simple as possible." A series of varying tax rates, exemptions and 
preferences on sales of particular goods and services naturally requires more regulations and more 
complicated compliance procedures than would a single-rate value-added tax applied neutrally to all 
sectors of the economy. This, in turn, will generate major audit and litigation controversies. In 
addition to such potential controversies, businesses attempting to comply with all of the varying rales 
and exemptions would be required to establish procedures chat identify those goods and services 
treated preferentially versus those that are not. Such administrative and compliance problems would 
be substantially reduced by enactment of a single rate value-added tax that applies neutrally to all 
business sectors. The Government Accounting Office estimates that a system with a single-rate and 
virtually no preferences would reduce audit costs by 30 to 50 percent, compared to one with multiple 
rates and exemptions 
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A single rate subtraction method value-added tax system should reduce the administration and 
compliance burdens of the current business tax system (if used as a substitute). Only rwo sets of basic 
data that most companies already keep for various reasons - gross sales receipts and gross purchases 
of goods and services — would be required. While certain categories may need to be identified rather 
than grouped with other sales and purchases (e.g., exports, imports, interest), this should be a one-time 
change to bookkeeping procedures. Once these basic sales and purchases data are computed, a 
company's task would essentially be complete under a value-added tax system. It would merely apply 
the applicable tax rale to the base to determine liability. To this extent, a value-added lax would be 
relatively easy to comply with in comparison to the income lax or financial statements under GAAP 
rules because there would be far fewer adjustments and computations required . 

Because the basic information required to compute value-added is readily available in the 
business community, maintaining records for use by IRS audit agents will be no more onerous than 
current practices. The suggestion that a credit method tax will enhance compliance compared to the 
subtraction method seems implausible. The notation of tax amounts on invoices does not assure that 
the seller is properly reporting its liability to the government. The possibility that an audit agent will 
look through thousands of sales invoices -- hundreds of thousands for large companies -- to add up tax 
amount is equally implausible. The Internal Revenue Service is far more likely to assess a company’s 
accounting practices and to take statistical samples of invoices sampling during an audit. 

Businesses should be allowed to use either the accrual or cash method for recording sales and 
purchases, based on the method currently used for their financial reporting. For accrual taxpayers, 
sales and purchases would be treated as occurring in the reporting period in which title passes or 
services are performed. For cash basis taxpayers, actual receipt or payment dates would determine the 
correct reporting period. 

The tax would be computed, collected and paid for each "taxable period," which probably 
should be a calendar quarter or a quarter of whatever year is sensible for the business. If some 
companies have negative value for that period because their purchases exceed their sales, that negative 
amount must be taken out of the total tax base. Otherwise the system is exposing some value-added to 
double taxation -- once in the value-added tax bases of the companies which sold the goods and 
services to the "negative" company and again in that company's base. Therefore, taxpayers who have 
business purchases in excess of gross receipts for any f)eriod would be entitled to a refund from the 
Treasury equal to the value-added tax multiplied by the excess. 
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Chairman Archer. Thank you. 

Dr. Cnossen. 

STATEMENT OF SIJBREN CNOSSEN, PH.D., PROFESSOR OF 

ECONOMICS, ERASMUS UNIVERSITY, ROTTERDAM, THE 

NETHERLANDS 

Mr. Cnossen. Mr. Chairman, distin^ished Member of the Com- 
mittee. I am a professor of tax law and economics at Erasmus Uni- 
versity, Rotterdam. I have written widely on various consumption 
taxes and advised 17 countries on the design of their consumption 
tax system. 

I am honored, Mr. Chairman, to discuss today proposals for 
broad-based consumption taxes, which are being considered by your 
Committee. In the U.S. debate five options of a broad-based con- 
sumption tax are under review: A national retail sales tax, a value- 
added tax, a business transfer tax — all indirect approaches to tax- 
ing consumption — and two direct approaches: A flat tax and a 
consumed income tax. 

In my written testimony, I have reviewed the pros and cons of 
these alternatives in some detail, generally by applying the criteria 
that you, Mr. Chairman, recently announced. Specifically, I have 
tried to find an answer to the following questions: First, what is 
the most robust form of consumption tax? 

In other words, which form permits the broadest possible base 
ensuring equal treatment and which form is least susceptible to 
erosion through the political system? 

Second, which consumption tax is the most difficult to evade and 
avoid? Third, which consumption tax has the lowest operational 
costs? Fourth, what is the most neutral form of consumption tax? 

Fifth, which consumption tax is best in freeing exports of tax, in 
line with your call for promoting competitiveness. And finally, 
which consumption tax interferes least with State retail sales 
taxes? 

Mr. Chairman, an analysis of these questions has led me to the 
following conclusions: One, a national retail sales tax would not 
seem compatible with State retail sales taxes: Bases would be dif- 
ferent, taxpayer resistance would be great, and such a tax would 
add substantial complexity. 

Also, a retail sales tax is not very good in taxing services, in com- 
prehensively excluding business inputs from taxation and by exten- 
sion making sure exports leave the country completely free of tax. 

Two, the value-added tax seems the most robust and neutral 
form of consumption tax. A sizable small business exemption — I 
would like to emphasize — of, say, $100,000 can eliminate most of 
the incompatibility with State retail sales taxes because most busi- 
nesses filing for the Federal value-added tax would not have to file 
for State retail sales taxes and vice versa. 

Such an exemption would cut in half the number of taxpayers 
that would have to be registered under a national retail sales tax. 
The number of taxpayers under a retail sales tax would be about 
20 million; the number of taxpayers under my VAT with a gener- 
ous small business exemption of $100,000 would be 10 million. Ac- 
cordingly, it would make the VAT a much less intrusive tax. 
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Three, the business transfer tax appears compatible with State 
retail sales taxes. However, it is very vulnerable to erosion through 
the political system. In contrast to the value-added tax, there is no 
penalty on being exempt from tax. The tax on value added that is 
not taxed is lost forever. Hence, the business transfer tax would 
generate relentless political pressure to exempt "worthy” products 
and industries. 

In my opinion, the system of freeing exports from tax under the 
business transfer tax would not be acceptable to the international 
trading community. 

Four, the flat tax resembles the income tax, and any tax that re- 
sembles the income tax would soon become like an income tax, rid- 
dled with exemptions and provisions for special treatment. Like the 
income tax, the flat tax has difficulties distinguishing business in- 
come from labor income. As an origin-based tax, moreover, that in- 
cludes exports in the tax base, it would face the same kind of cross 
border, intercompany transfer pricing issues as the current cor- 
poration tax. 

Five, the consumed income tax is the most costly and intrusive 
form of consumption tax. In addition to keeping records of income, 
taxpayers would be obliged to keep and furnish records of savings. 

Mr. Chairman, I must admit to a comparative advantage in the 
field of value-added taxation. Even after allowing for this, however, 
I believe that the value-added tax is the preferred form of con- 
sumption tax. The VAT has the broadest possible base and is less 
susceptible to political erosion than are the other options. 

Also, the value-added tax is most neutral with respect to domes- 
tic economic activities as well as foreign trade. This is an important 
attribute of an acceptable tax in a highly competitive and inter- 
dependent world which leaves the optimal allocation of resources to 
the free play of market forces. The value-added tax probably is less 
evasion-prone and less costly to administer than the other forms of 
consumption tax. To a large extent the value-added tax can be 
made compatible with State retail sales taxes. 

Mr. Chairman, if the United States were to give serious thought 
to adopting a value-added tax, it should be advised to stav clear of 
the mistakes and shortcomings of the European value-added taxes. 
In particular, it would be advisable to tax all goods and services 
with virtually no exemptions, to impose a single rate of tax and to 
provide for a generous small business exemption of $100,000, elimi- 
nating 60 percent of all potential taxpayers at a revenue cost of 
less than 3 percent. 

In conclusion, Mr. Chairman, if a value-added tax were adopted, 
it is crucial to get it right the first time — by simplicity and struc- 
ture in operation, stability and certainty in legislation and rulings, 
and convenience in payment arrangements. 

A broadly based value-added tax with a single rate, virtually no 
exemptions and a generous small business exemption would pro- 
mote the acceptability of the tax and keep initial and ongoing oper- 
ational costs within reasonable bounds. Mr. Chairman, distin- 
guished Members, I would be pleased to answer any questions, and 
thank you for permitting me to testify before this Committee. 

[The prepared statement follows:] 
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WHAT KIND OF CONSUMPTION TAX 
By Sljbren Cnossen^ 

Mr. Chajrman, Distinguished Members of the House Ways and Means Committee: 

For some time, the body politic, the business community, and the tax 
profession in the United States have been debating the desirability of introducing a 
broad'based consumption tax which is absent from the American federal tax system. 
Various options are being considered, ranging from in rem consumption taxes on 
transactions to a personal tax on aggregate individual consumption, akin to the 
individual income tax. I shall comment on these options, generally by applying the 
criteria that you, Mr. Chairman, have announced in the Committee's Ad>^sorv of May 
11, 1995. More specifically, I shall try to find an answer to the following questions: 

• What is the Most Robust Form of Consumption Tax? 

• Which Consumption Tax is the Most Difficult to Evade and Avoid? 

• Which Consumption Tax has the Lowest Operational Costs? 

• What is the Most Neutral Form of Consumption Tax? 

• Which Consumption Tax Permits the Most Unambiguous Border Tax 
Adjustments? 

• Which Consumption Tax is Best for Capital Formation and International 
Competitiveness? 

• Which Consumption Tax Interferes Least with State RSTs? 

The answers to these questions lead me to the conclusion that the value- 
added tax (VAT) is the preferred form of consumption tax (CT). The VAT has the 
broadest base and is less susceptible to political erosion than are the other options. 
Also, the VAT is neutral with respect to domestic economic activities, as well as foreign 
trade. This is an important attribute of an "acceptable" tax in a highly competitive and 
interdependent world, which leaves the optimal allocation of resources to the free play 
of market forces. The VAT probably is less evasion-prone and less costly to 
administer than are the other forms of consumption tax. Rnally, to a large extent, the 
VAT can be made compatible with state retail sales taxes. 

1 . What are the Choices? 

Five options are being considered in the current debate. These options are: the 
retail sales tax (RST), the value-added tax (VAT), the business transfer tax (BTT), the 
flat tax (FT), and the consumed-income tax (CIT). 

a. The RST purports to apply the tax only to sales made by retailers to final 
consumers. To confine the tax to consumer sales, registered businesses 
are permitted to make tax-free purchases upon the presentation of a tax 
registration certificate. The U.S. and Canada are (the only) two countries 
with an RST, because it is suitable for administration by subordinate 
levels of governments (states and counties) in a federation. The Nordic 
countries anri jwitzerla^ used to levy RSTs, but they switched to VATs. 

b. Econom' jly, the VAT is identical to the RST. It also taxes retail sales in 
full. Ir aad of collecting the full tax from the retailer, however, the VAT 


' Dr. Cnossen is a Professor on the Economics Faculty at Erasmus University, 
Rotterdam, the Netherlands. He has written widely on the value added tax and has 
advised international organizations and several countries on the design and 
Implementation of a VAT. 
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disburses the cotlection process throughout the entire 
production-distribution network. Retailers, who collect the full tax from 
consumers, remit the tax on their value added (the difference between 
sales and purchases) to the Treasury, but pay the remaining amount to 
their suppliers who, in turn, remit the tax on their value added, and so 
on. At each stage of the production-distribution process, the VAT-liability 
is determined by permitting registered businesses a credit for the tax on 
purchases of business inputs (raw materials, intermediate goods and 
services, as well as capital goods) against the tax on sales. The VAT is 
the most widely imposed CT in the industrialized and developing world. 
More than 100 countries now have this form of CT. 

c. In principle, the BTT is identical to the VAT, but instead of allowing a 
credit for tax on purchases, the BTT permits businesses to deduct 
purchases of (taxable) inputs from sales, applying the rate to the 
difference. Again, the whole production-distribution network is involved in 
the collection process, but each stage is only concerned with its own tax 
liability. There is no accounting for the tax of other stages. No country 
has a BTT, but Michigan has some experience with this form of CT. 

d. In its simplest form, the FT is a modification of the BTT. If, under the 
BTT, purchases are deducted from sales, what remains are wages (and 
salaries) and 'profits* (a collective name for various "capital income* 
items rather than accounting profits, as usually understood). In addition 
to permitting a deduction for purchased business inputs, the FT also 
allows a deduction for wages. Subsequently, wages are taxed separately 
at the level of the individual recipient, permitting a basic exemption (and 
other deductions, if desired). This introduces an element of progressivity 
into the tax, even if the rate on the individual’s remaining wage would be 
fiat. "Profits" are taxed at the fiat rate, without a basic consumption. No 
country has an FT or a tax that comes anywhere close to it. 

e. The CIT is a fully personalized CT. At the individual level, the CIT taxes 
all income (a better word would be incomings), including the proceeds 
from all forms of borrowing, but permits a deduction for all forms of 
saving (including loan repayments). The remaining base - aggregate 
individual consumption - can subsequently be subjected to the same 
kind of rate structure as the individual income tax. In other words, the 
CIT, broadly and comprehensivety defined, can be levied in accordance 
with ability-to-pay. No country has a CIT, although it is often pointed out 
that the current income tax is closer to a CIT than to a true "Haig- 
Simons* accretion type of income tax, mainly because retirement savings 
are treated on a CT basis. 

If the income tax is to be replaced entirely, the new tax will need to raise some 
$735 billion revenue. This is a very tall order that would require a rate of more than 20 
percent on aggregate consumption expenditures (assuming that three-fourths of those 
expenditures would in fact be taxable). More modest goals, such as reducing the 
income tax and/or the federal deficit, could be accomplished by a broad CT levied at 
a uniform rate of, say, 10 percent. 

2. What is the Most Robust Form of Consumption Tax? 

Neutrality and fairness require that the new CT should be able to include nearly 
all consumer goods and services in its base. Also, it should not be susceptible to 
political erosion. If "worthy* goods and services can easily be exempted, the CT 
would soon degenerate into an excise-type of levy. In short, robustness should be 
one of the characteristics of the new CT. 

RSTs actually In use (or previously levied in the Nordic countries and 
Switzerland) have never been able to integrate the taxation of services with the 
taxation of goods. The reason probably is that RSTs must rely on end-use 
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exemptions to segregate business use from private use of services (which are more 
often of the mixed-use type than are goods), End-use exemptions are notoriously 
difficult to apply and monitor, because exempt services must be defined, identified by 
the retailer (impossible in many cases), and separately accounted for. Whatever the 
case, potentially taxable services outside distribution easily comprise one-half of GDP 
in industrialized cxjuntri^. This is too large a portion of economic actMty to be 
ignored under a CT if equal treatment and neutrality are taken seriously. Moreover, 
not being able to integrate services in the RST base is itself a source of considerable 
administrative complexity and ambiguity, since it then becomes necessary to devise 
arbitrary rules for separating the service element from the sale of a good whenever the 
two occur in combination. 

In contrast, the VAT is the first CT that successhjlly unifies the treatment of 
services with that of goods. Unfortunately, some important categories (health care, 
education, banking, insurance) are usually left out of the base. Nevertheless, some 70 
percent of consumer spending on services is taxed in countries that use the VAT, 
while very little of this spending is taxed in jurisdictions that adhere to the RST. The 
VAT easily segregates business use from private use of services. The type of service 
(or for that matter, the of product) -- business or private -- does not have to be 
identified, nor the type of purchaser - business or consumer. Moreover, the VAT 
always collects tax on tax^Dle inputs, even if the service or the establishment 
performing the service are exempt. Hence, the rate can be lower, given the yield of 
the CT. 

Obviously, the distinction between gcKXls and services is not relevant under the 
BTT, FT and CIT which, as accour^based forms of CT, directly tax value added, 
wages and “profits*, or consumption. 

The RST base and the VAT base are both susceptible to erosion through 
political favoritism. Exemptions achteve this under the RST; under the VAT. a zero 
rate has the same effect. Clearly, tiie experierKte in the few countiies tiiat have a zero 
rate for “basic necessities” (Canada, the United l^ngdom, Ireland) is not favorable. 

Zero rates achieve nothing, but add greatly to administrative and compliance costs. 
Prior-stage tax must be refunded and small businesses eligible for exemption wilt still 
register voluntarily to get the refund. 

The VAT has the advant^ that it is diffioiit to exempt pre-retail stages of 
production arxl distributicw. Since the tex crecM on inputs vrould then not be available, 
cascading would occur which induces business to register anyway. This contrasts 
sharply with the BTT under which intermediate stages can easily be left out of the 
base since the succeeding stage would be permitted a deduction for its inputs 
anyway. This feature of the BTT would create relentless political pressure to exempt 
some "worthy" industry, sector, or f^oduct. The political system couki also reduce the 
bases of the FT and the CIT, e.g, by allowing a deduction for mortgage interest, gifts, 
etc. 


3. Which Consumption Tax Is the Most Difficult to Evade and Avoid? 

In terms of the ease with which taxes can be evaded and avoided, transactions- 
based CTs, such as the RST and the VAT, seem to have an SKjvaitege over acxxsunts- 
based CTs, such as the BTT, FT, and CIT. Under the RST, however, the whole weight 
of the tax is put on one stage only, i.e. the retail stage where businesses are often 
small and accounts not always adequately maintained. Evasion is always for the full 
amount of the RST. In contrast, the multistage collection feature under the VAT gives 
the tax authorities a lien, as it were, on suppliers for the tax they collect from their 
customers, indudtr^ reu^rs. The ration^e Ich’ this arrar^ement is that texable 
businesses are less likely to default on ta^c invoiced by their suppliers than on tax 
payable directly to the tax authorities. 

Furthermore, under the VAT, each invoice exchanged between registered 
taxpayers represents an unequivocal agreement in respect of the gross tax liability 
payable by the buy^ to the seller arni by the latt^ te the tax authotties. The tax is 
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made visible each time a taxable transaction takes place. This "public declaration" of 
the tax liability is an important advantage of the VAT and the RST, if quoted separately. 
Obviously, its effect is stronger if, as under the VAT, the invoice is used as 
documentary evidence for the tax credit claimed by a registered buyer. This implies 
that the effe^ is weaker at the retail stage (in particular under the RST but also under 
the VAT) where sales are made to consumers and users who cannot claim credit for 
the tax invoiced to them. 

Like the VAT, the BTT is also collected fractionally throughout the production- 
distribution process. Unlike the VAT, however, the tax is not calculated and quoted 
separately with respect to each transaction. There is no "lien" on suppliers for the tax 
payable in succeeding stages of production and distribution. No "public declaration" 
of the tax liability exists. The absence of a clearly defined audit trail, as under the VAT, 
weakens the BTTs fractional collection mechanism. In terms of compliance control 
and enforcement, the BTT, as well as the FT and the CIT, are akin to the (business) 
income tax. Since the tax liability is not based on transactions, evasion and 
avoidance, as under the income tax, would probably be greater than under 
transactions-based CTs. Moreover, the FT, like the income tax. has difficulties in 
distinguishing between income from business and from labor. 

4. Which Consumption Tax has the Lowest Operational Costs? 

Certainty and simplicity in tax design and operation are essential characteristics 
of an "acceptable" tax, because they minimize compliance and administrative costs. 
Overall, operational costs are a function of how well the tax base has been defined, 
how simple the rate structure is, the complexity of taxpayer obligations (computation, 
filing, record keeping), the extent of tax administrative requirements (accounting and 
tax collection, audit and enforcement), and the number of taxpayers. 

RSTs and VATs, being transactions-based, generally require sales clerks, not 
accountants, to perform the tax computations. The VAT is somewhat more 
complicated than the RST, because in addition to tax on sales, credits for tax on 
purchases must be identified. Basically, however, only two spikes are needed: one on 
which all sale invoices are pinned and another one for all purchase invoices. The 
difference between the total VAT shown on all sale invoices and the total VAT shown 
on all purchase invoices must be computed and remitted to the Treasury (or refunded 
by it, if the amount is negative). More formally, under VAT, registered businesses 
must keep a record of purchases in addition to the record of sales which they also 
have to maintain under the RST. If the tax base is not comprehensive, RSTs require 
separate accounting for exempt items. VATs do not require separate accounting for 
zero-rated sales, but they do for tax on items (consumer goods bought through the 
business) for which the tax credit is denied. 

BTTs, being accounts-based. generally require accountants, not sales clerks, to 
perform the tax computations. In terms of compliance, the BTT although simpler, is 
akin to a business income tax. Presumably, as under the VAT, records of sales and 
purchases must be kept. In the absence of invoices showing tax, it would be difficult 
to ascertain which purchases had been subject to tax. If value added would be 
determined on an annual basis (when the balartce sheet and the profit and loss 
statement are drawn up), presumably some form of prepayment system would have to 
be devised. The BTT would require separate accounting for purchases (identified by 
supplier) from small-businesses, if exempted. Otherwise, value added would not be 
taxed comprehensively. Compliance costs for the FT would be higher than for the 
BTT, because the number of taxpayers would be much larger. The CIT, being a 
personalized tax like the income tax, probably would involve a similar level of 
compliance costs. 

Administrative costs comprise mainly the cost of auditing taxpayer accounts. It 
is unlikely that audit costs, as a percentage of revenue, would differ very much 
between various CTs. In all cases, in-depth audits would have to be based on 
comprehensive accounts, such as balance sheets, profit and loss statements, and 
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bank accounts. VAT audits might be easier, because the tax on invoices provides a 
clear audit trail. 

Overall compliance and administrative costs would also depend on the number 
of taxpayers. There are approximately 25 million separate business enterprises in the 
U.S. Under an RST, some 20 million businesses (retailers as well as wholesalers and 
manufacturers selling at retail) would have to be registered. Given a small-business 
exemption of, say, $100,000, the number of registrants under a VAT should not 
exceed 10 million (including voluntary registrants). The BTT would probably involve a 
larger number of taxpayers, because more small businesses would have to be taxed 
to ensure neutrality. The number of taxpayers under the FT and CIT would be much 
larger than under either of the other CTs, because, in addition to business entities, 
individuals earning employment income would have to be registered. 

On the basis of a careful evaluation of various studies on the administrative and 
compliance costs of a hypothetical U.S. VAT (see. Tax Notes . June 20, 1994), I 
concluded that the administrative costs would be on the order of $100 per registrant 
and the compliance costs on the order of $500 per business. Hence, with 10 million 
registrants, total ongoing operational costs would be some $6 billion on an annual 
basis. (In comparison, the operational costs of the income tax are estimated at $75 
billion.) The operational costs of other CTs likely would be higher. A federal RST 
would have more registrants, as would the FT and the CiT. Audit costs would be 
somewhat higher under the BTT, because there would be no presumptive record of 
tax-deductible purchases. 

5. What Is the Most Neutral Form of Consumption Tax? 

Tax policy proceeds from the assumption that the market achieves the most 
efficient allocation of resources. This implies that CTs should not unintendedly 
interfere with producer and consumer choices. Specifically, it should make no 
difference for the CT-liability how often a product is traded before it reaches the 
consumer or whether its value is added earlier rather than later in the 
production-distribution process. Similarly, the CT-liability should be the same whether 
a product is manufactured with capital-intensive technology or labor-intensive 
technology. Also, CTs should not influence the form in which business is conducted. 

It should make no difference whether a product is made in the corporate or 
noncorporate sector, by integrated or specialized firms. 

The RST does not score highly on the neutrality list. The main reason is that 
RSTs have difficulty distinguishing between producer goods (that should not be taxed) 
and consumer goods (that should be taxed). How does a registered trader know that 
a computer it supplies will be used for entertainment purposes at home (taxable), for 
resale (exempt), or as an (exempt) capital good for (taxable) hotel services? The 
inability to distinguish effectively between producer and consumer goods in practice 
means that many producer goods are taxed. This discourages capital-intensive 
production and, hence, economic growth. For similar reasons, RSTs are not very 
effective in taxing services, again distorting economic choices, particularly of 
consumers who will tend to buy more (untaxed) services relative to (taxed) goods. 

The VAT scores much higher on neutrality grounds. Distinctions between 
producer and consumer goods and services -increasingly troublesome in 
sophisticated markets - are unnecessary. Registered sellers, including retailers, are 
simply told to always charge tax, leaving it to buyers to obtain a tax credit if they are 
aiso registered (and placing the tax unequivocally on consumers who are not 
registered.) Consequently, the universal tax credit for registered businesses eliminates 
tax on producer goods more comprehensively than does the ad hoc exemption 
approach under RSTs. By way of exception, under VAT, financial services and 
insurance rendered to producers are saddled with an element of VAT on taxable 
inputs, because their output is usually exempted. (VAT s have exempted financial 
services and insurance, because thus far it has been difficult to separate the 
nontaxable interest element of a transaction from its taxable administrative cost.) 
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In Uieory BTTs, whk^ allow a deduction of taxable purchases from taxable 
sales, should be as neutral as the VAT. In practice, however, It would be difficult for 
registered businesses to ascertain with certainty whether or not purchases have been 
subject to BIT. Presumably, sellers would have to show some tax registration 
certificate to buyers. Inviting similar identification issues (albeit reversed) as under 
RSTs. BTTs wth comprehensive coverage would mitigate, but not eliminate, friis 
problem, particularly If a sizeable small-business exemption Is Introduce. This issue 
would also arise under an FT, but not under a personaHzed CFT. These forms of CT, 
however, would have other neutrality problems, akin to those of the income tax. 

6. Which Consumption Tax Permits the Most Unambiguous Border Tax 

Adjustments? 

The neufrallty criterion is also relevant for goods and services anting 
international trade. As is well known, such goods and services are nearly always 
taxed on a destination basis, that is, in the country where they are consumed rather 
than the country where they are produced. The destination principle is effected by 
relieving exports of domestic CT and levying CT on imports at the same rate as the 
CT on domestically produced goods and services. These border tax adjustments 
(BTAs) ensure ttiat tax distcxtions, if any, are rKrt placed in producer mstfkets 
(producers are faced with world market prices, free of tax), but In consumer markets 
(where they are probably less harmful)- Other things being equal, CTs on exports 
would undermine the competitive position of American firms in international markets. 
Similarly, undertaxation of imports would give foreign firms an unfair edge in U.S. 
markets. 

Pnma facie, RSTs do not require BTAs, t»cause. as a rule, retailers do not 
import or export. (Exceptions arise with respect to occasional imports (and exports) 
by consumers.) Although exporters do not have to pay RST, their prices (and 
incomes) would be affected, however, by the tax imposed on producer goods which, 
as argued above, cannot be comprehensively excluded from the base. This should 
have a detrimentel effect on imemmionaJ competitiveness. The RST, mor^ver, 
discriminates against domestic^iy produced goods, because the phce of those goods 
includes an element of tax on producer goods (in addition to the RST rtsetf), while the 
price of goods imported from countries vwthout an RST does not include that tax. 

The VAT has fewer difficultws meeting the requirement of unambiguous BTAs. 
Tax levied in previous stag^ of producticxi and distiibution, being shovm on purchase 
invoices, is simply labated at the export sta^. Moreow, imports are not favored, 
because domestically produced goods are not burdened with an element of tax on 
producer goods (except banking and insurance). However, the BTA-arrangements for 
the VAT cannot deal effectively with non-tangible services whose location of supply or 
purchase is difficult to determine. Most VATs provide a workable solution by taxing 
services manly rendered to fin^ consumers in tiie cxjurttry of purchase, which in 
virtually all c^es is also the txHintry of d^n^kxi. Oi tile other hand, service 
exported by banks, insurance companies, profession^ services, advertising agendas, 
and similar enterprises, which are rendered mainly to business, are zero-rated. By 
deeming the location of the purchaser as the place of supply, imports of designated 
services are thus taxable in tiie hands of receiving businesses as though they had 
supplied them themselves. 

Under the BTT, exports would be complete freed of ^ if the ^ rate, v^lch 
must be uniform, is applied to the value of taxable inputs used in manufacturing 
exports, and the resulting amount is rofunded. But this approach requires proof that 
the inputs have indeed been taxed as sales in previous stages of production and 
distribution. In contrast to the VAT, invoices do not provide the presumptively correct 
documentary evidence that this has indeed be^ the case. No doi^, this would ki^e 
objections tram the ttaxMog partr^ of the U.S. Vrmsa trying partners would also 
argue that the BTT Is not a tax on products per se (but rather an accounts-based tax 
on value added) and hence not eligible for export rebate under GATT. 
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The FT is an origin-based tax. In other words, exports would be taxed and 
imports would be free of tax. Hence, the burden of the tax is on producers rather 
than consumers (who face world-market prices). Under the so-called equivalence 
theorem, exchange rate adjustments would cancel the effect of the origin-based tax on 
real trade, but in practice the ef^ would differ from one industry to another industry. 
An origin basis of taxation also means that export have to be valued for FT purposes 
so that no value added domes^calty escapes the tax. This vw>uld raise problems 
reminiscent of tfie potential for manipulating cross-border intercompany prices under 
the corporation tax. The CIT is also an origin tax or a source tax, to use the 
terminology of the income tax, 

7. Which Oofisumphon Tax is Best for Capitai Formation and Irtternatlonai 

Competitiveness? 

In thinking about the effect of a CT on capital formation and international 
competitiveness, the comparison should not be between various forms of CT. but with 
the income tax. 

In contrast to an income tax, a CT is neutral vrith respect to the choice whether 
to consume now or to save for future consumption. Although a CT reduces the 
absolute return to saving (that is, the amount of future consumption), the tax does not 
reduce the net rate of return to saving. A comprehensive income tax. on the other 
hand, reduces the net rate of return to saving, because both the amount saved and 
the interest earned on that amount are subject to tm. Therefore, if it is assumed that 
saving increases as the net rate of return on saying increases, a CT is superior to an 
income tax in promoting saving. By the same token, a CT does not tax (new) 
investment or, in contrast to an income tax, (current) capital income (if not consumed). 
On the basis of this reasoning, a CT should be better for capital formation than a pure 
income tax. In practice, of course, the outcome might not be so pronounced, 
because the current income tax also does not tax current (institutional) saving; in 
addition, it has various investment promotion allowances. Also, second-order effects 
on interest rates and other economic variables would have to be taken into account. 

Furthermore, under a uniform CT, all consumer prices would rise exactly in 
proportion to the CT, thus leaving all relative prices unchanged. The imposition of a 
CT, therefore, does not involve a change in the allocation of resources and production 
incentives. Moreover, international compeUSveness is not affected if proper BTAs are 
in place- in this connection, it should be pointed out tist tiese BTAs. particularly 
under the VAT, are not a tariff-cum-export subsidy. On the contrary, BTAs under 
VATs (and the BTT) put intemationaity traded goods and services on the same footing 
as under RSTs. In practice, as argued above, internationally traded goods and 
services are treated more neutrally under the VAT than under the RST. BTAs are 
troublesome under STTs. 

This conclusion must be modified if tfie VAT, RST, or BTT were substituted for 
the income tax. As a tax on current consumption (of domestically produced and 
imported goods), the CT would dampen domestic demand. By contrast, income tax is 
an inducement to current consumption. Substituting the CT for the income tax, 
therefore, improves the trade balance. Over time, however, this effect would cancel 
itself out, because the accumulation of foreign reserves would lead to irtcreased 
imports, fn short, the CT would have a pos^e short-run effect on the trade balance, 
but no such effect would occur in the long run. 

Other things being equal, international competitiveness would suffer under FTs 
and ClTs, because the tax woufo not be reb^^ at export Since world prices facing 
producers would not change, the CT on exports would be borne by them, exports 
would decline, the U.S. dollar would depreciate, and imports would become more 
expensive. In effect, the nonrebatable CT would be a protectionist import tariff 
violating the spirit of the GATT, Presumably, little would change if the FT or the CIT 
were substituted for the income tax which is also levied on an origin basis. 
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8. Which Tax Interferes Least with State Retail Sales Taxes? 

An important consideration in weighing the pros and cons of various CTs would 
be their relationship to the RSTs which are levied by 45 states and the District of 
Columbia (as well as some 7,000 local governments). With some justification, states 
would consider the imposition of a federal CT an intrusion into their tax domain. 
Obviously, much would depend on the type of CT. Moreover, a CT which would 
replace (part of) the federal income/tax would, it might be argued, leave states with 
more room to use their Income taxes for revenue purposes. 

A federal RST would score very low in terms of compatibility with state RSTs. It 
would have to be computed and paid by the same traders selling at retail (probably 
some 20 million) that now have to comply with the requirements for state (and local) 
RSTs. In addition, these businesses would have to account for federal RST charged 
on products and services exempt under state RSTs or vice versa. The incidence of 
the increase in compliance costs, like the incidence of the compliance costs of the 
RST itself, would be regressive; as a percentage of sales, they would bear more 
heavily on small businesses than on large businesses. Consumers would perceive the 
federal RST as a double tax on their purchases. One solution might be to merge the 
state RSTs with the federal RST, but this would require an unprecedented consensus 
on a nationwide harmonization of the various RST bases. 

Prima facie, the VAT would run into the same problems. After all, being levied 
through the retail stage, it also would seem to involve double imposition and 
accounting for tax. However, the VAT can be so designed that most businesses would 
not have to account for tax on their sales. Tbe answer lies in a generous 
small-business exemption which, in contrast to a similar exemption under RSTs, can 
be very substantial without serious loss of revenue. Thus, a small-business exemption 
under a federal VAT of. say, $100,000, would reduce the number of potentially 
registrable businesses from 25 million to some 10 million (including voluntary 
registrants). Only some 2.6 percent of potential revenue would be lost, because 
exempt businesses would still pay tax on inputs. As a result, most VAT-liable 
businesses would not be subject to state RSTs and most RST-liable businesses would 
not have to pay federal VAT. 

As an accounts-based tax. the BTT would not be as visible as the RST and the 
VAT and hence might be expected to run into less opposition as a double tax on 
consumer purchases. Consumers might even perceive the BTT as a tax on business 
which, of course, it is not. Unlike the VAT, however, it could not incorporate a 
generous small-business exemption without jepordizing the neutrality of the tax or 
proper BTAs. For similar reasons, the FT and the CIT should not run into much state 
opposition. 

9. Rating Consumption Taxes 

In the table below, I compare the various CTs on the basis of the characteristics and 
criteria discussed above. The rankings are from poor to excellent. The table does not 
provide a score for capital formation and international competitiveness, because I do 
not think that a clear-cut answer can be provided on these issues. Generally, saving 
is best promoted by reducing the deficit. Effects on international competitiveness are 
swamped by exchange rate considerations. 
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RST 
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VAT 
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Excel. 

Fair 

BTT 

Poor 

Fair 

Fair 

Fair 

Poor 

Excel. 

FT 

Poor 

Fair 

Fair 

Fair 

Poor 

Excel. 

CIT 

Poor 

Fair 

Poor 

Fair 

Poor 

Excel. 


The RST scores very low on compatibiiity with state RSTs. Also, it is not very 
good in taxing services, excluding producer goods and, by extension, providing 
correct BTAs. 

The VAT is the most robust and neutral CT. Product and factor neutrality are 
important attributes of a CT in increasingly integrated arKj competitive world markets. 

A sizeable smalUbusiness exemption, not feasible under the RST, can eliminate the 
incompatibility with state RSTs and make the VAT less intrusive. 

The BTT appears compatible with state RSTs. However, it is very vulnerable to 
political erosion. BTAs can easily become indeterminate and unaccept^le to the 
international trading community. 

The FT also is not as robust as either the RST or the VAT. As an origin-based 
tax, moreover, it does not score very highly on neutrality grounds. Proper treatment of 
international transactions is problematic. 

The CIT is the most costly form of CT to administer and comply with. In 
addition to keeping records of income, taxpayers would be obliged to keep and 
furnish records of savings. 

Taxation probably is a risk-averse business. Accordingly, it should be pointed 
out that there is much experience with RSTs and VATs, but none with the BTT, FT or 
CIT. I find the BTT very vulnerable from a political point of view. Transitional 
problems with the FT and the CIT should not be ignored. In the final analysis, much 
would depend on how much of the income tax would be replaced. Considerations 
regarding the distribution of the tax burden - between rich and poor, young and old -- 
would also have to be brought into the picture. 

To me, the real choice seems to be between the RST and the VAT. In making 
that choice, it must be borne in mind that the coverage of the RSTs (excluding capital 
goods) actually in use is little more than half that of most VAT s, and that RST rates are 
on average only one-half to one-third of most VAT rates. Moreover, RSTs avoid the 
problems of hard-to-tax groups, such as service sectors, by simply excluding them 
from the base, just as they avoid the enforcement problems associated with higher 
rates by widely taxing capital goods. The conclusion is, therefore, that the VAT is a 
more robust form of CT: its administrative integrity seems easier to maintain as the 
demands on the inherent structural and technical capacity of the tax are increased in 
response to greater economic complexities and cross-border integration. 

10. Do's and Donts of a VAT 

If the U.S. were to give serious thought to adopting a VAT, it should be advised 
to avoid the mistakes of the European VATs (se^ the EU's Sixth £)irective on Value- 
Added Tax). Specifically, the following mistakes should be avoided. 
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1. Tax all goods and services, with the fewest possible exceptions. 

2. Impose a single rate of tax and confine the zero rate to exports. 
Generally, European VATs have two positive rates. These rate structures 
have been expensive to administer and comply with. They increase 
definitional problems, induce misreporting, necessitate additional 
recordkeeping, and require more intensive audit oversight. Moreover, 
multiple rates do not improve the burden distribution of the VAT. 

3. Provide a generous small-business exemption, eliminating 60 percent of 
all potential taxpayers. Instead, VAT would be collected on their inputs 
only. Voluntary registration should be possible. In contrast, many 
European VATs try to tax even the smallest business, greatly adding to 
compliance and administrative costs. 

4. Tax agriculture, subject to the small-business exemption. Taxation 
provides for much more even-handed treatment of food products. In 
contrast, the Sixth Directive exempts agriculture, but permits purchasers 
of agricultural products a presumptive tax credit for the tax paid in 
respect of farm inputs. Even-handed treatment is not achieved. 

5. Tax real estate activities in full with the only exception of rents, rental 
values, and sales of residential property. The Sixth Directive exempts 
'immovable property', but taxes newly created real estate. This has led 
to much confusion. 

6. Try to find a way of taxing financial services and insurance, possibly on a 
cash-flow basis. The Sixth Directive exempts these services on 
administrative grounds, although exported services are subject to a zero 
rate. 

7. Include non-profit organizations in the VAT-base, subject to a very 
generous exemption of, say, double the smalt-business exemption. The 
Sixth Directive generally exempts non-profit organizations on the ground 
that they do not have a 'profit motive’ - a criterion which in practice has 
proved to be unworkable. 

8. Tax specified commercial-type of activities by subordinate levels of 
government, but refund the VAT on major investment goods, such as 
buildings, roads and bridges. The Sixth Directive exempts all 
government activities, thus distorting competitive conditions vis-i-vis the 
private sector. 

9. Generally, do not tax secondhand goods, but apply the VAT to the 
margin of a few specified secondhand goods, e.g. cars. 

10. Reduce compliance costs by basing VAT reporting as much as possible 
on existing accounting information, including the cash basis, if used. 

Also, permit quick methods for the calculation of the VAT on fringe 
benefits and items supplied through the business for personal use. 
Closely related businesses should be permitted to elect "nil 
consideration." 

In conclusion, if a VAT is adopted, it is crucial to get it right the first time, by 
simplicity in structure and operation, stability and certainty in legislation and rulings, 
and convenience in payment arrangements. A broadly-based VAT with a single rate, 
the fewest possible exemptions, and a generous small-business exemption should 
promote the acceptability of the VAT, and keep initial and ongoing operating costs 
within reasonable bounds. 
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Chairman Archkr. Thank you, Dr. Cnossen. 

Professor Schenk, welcome, you may proceed. 

STATEMENT OF ALAN SCHENK, PROFESSOR OF LAW, WAYNE 
STATE UNIVERSITY LAW SCHOOL, DETROIT, MICH. 

Mr. Schenk. Mr. Chairman, thank you very much for the invita- 
tion to appear before this Committee to discuss the value-added 
tax. Mr. Chairman and Members of the Committee, these hearings 
provide a unique opportunity to initiate a public debate on simili- 
cant tax reform and the role of a value-added tax in that reform. 

I will discuss the European and subtraction VATs and I will com- 
ment briefly on the Japanese tax which no one has mentioned, a 
modified European VAT that does not rely on invoices. I will look 
at the question of whether one form of VAT is better than the oth- 
ers. 

Thomas Hobbes, back in his “Leviathan,” suggested that it is 
more appropriate to tax individuals on what they withdraw from 
community resources in the way of a tax on consumption than on 
what they contribute to community resources by way of a tax on 
income. 

Any value-added tax should be broadly based in order to simplify 
administration and compliance and prevent distortion of consumer 
choices. Otherwise, we will be repeating the mistakes of the past 
with our income taxes. 

Congress should tax some services that are not taxed under 
many foreign value-added taxes, such as financial intermediation 
services and some services provided by government and nonprofit 
organizations in market transactions. Even the smallest businesses 
ultimately should be included in the value-added tax base. Exemp- 
tions are to be avoided. 

If Congress wants to tailor taxes to individual economic cir- 
cumstances of families through exemptions or other special provi- 
sions, this goal is better accomplished with an individualized in- 
come tax, not a tax on sales like a VAT. 

I want to cover two major points about a VAT: One, the WTO 
rules and our balance of trade, and the other, how a VAT would 
operate with State and local retail sales taxes. 

The U.S. taxation of imports and exports is circumscribed some- 
what by our obligations under the WTO rules. The European VAT 
is considered an indirect tax that is border adjustable under these 
rules. A pure sales subtraction VAT is economically equivalent and 
therefore should be border adjustable. Our trading partners, how- 
ever, may question the border adjustability of the Danforth-Boren 
and the Domenici-Nunn-Kerrey subtraction VATs but maybe not 
your tax, Mr. Gibbons, because the Senators grant credits against 
the VAT liability for a portion or all of the employer’s share of the 
OASDI payroll tax. Additional research is needed on this issue. 

The border adjustability of a subtraction tax may be jeopardized 
if Congress modifies the tax so that it resembles a tax on income 
rather than consumption. This is my concern about a subtraction 
VAT. It will be modified by Congress, and if it is modified too 
much, it may not be border adjustable. 

You have heard a lot about whether VAT tax border adjustments 
improve balance of trade. I just want to make one point. The Japa- 
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nese VAT and the proposed subtraction VATs, except for Mr, Gib- 
bons' subtraction VAT, have features that may actually result in a 
negative tax on exports, sometimes called a subsidy, 

I want to say a few things about how a value-added tax could 
be operated alonpide State and local sales taxes. The value-added 
tax appropriate lor the United States ultimately may depend upon 
the kind of VAT that can operate alongside the existing variety of 
State and local retail sales taxes. 

Most forei^ countries employ VAT only as a Federal or local tax, 
not side by side with a second sales tax at another level of govern- 
ment. A European VAT that is separately stated on sales invoices 
looks like our retail sales taxes. The imposition of two different 
visible sales taxes on retail sales will create complexity at the 
checkout counter. 

A European VAT can be modified to require that the tax be bur- 
ied in retail prices and merchants can be required to post signs in- 
forming consumers of the tax rate included in the prices. The Japa- 
nese VAT that does not rely on tax reported on invoices also is an 
alternative worth considering. 

Canada to our north has experience with a visible Federal Euro- 
pean value-added tax operating alongside provincial sales taxes. 
Businesses complained about substantial compliance costs. Cana- 
dian consumers have voiced strong opposition, in part because of 
the sticker shock that results when two sales taxes are added at 
the cash register. A special committee on finance studied alter- 
natives to the Canadian GST and recommended major changes in 
the GST that would bury the tax and move it closer to a Japanese 
consumption tax. 

A subtraction VAT proposed by Mr. Gibbons and others is cal- 
culated on the results of operations for each tax period. By its na- 
ture it is buried in product prices. If the experience in Michigan 
with a State retail sales tax and a VAT calculated on period results 
and buried in product prices is any guide, then if Congress adopts 
a subtraction VAT and States continue to rely on transactional re- 
tail sales tax, businesses and consumers may not view these taxes 
as two sales taxes. 

In the United States, States may object to a VAT imposed on 
sales and added at the cash register as an intrusion into their sales 
tax domain. If Congress adopts a subtraction VAT or a Japanese 
or a European VAT that is buried in retail prices, the State opposi- 
tion may be more muted. 

Let me just conclude with a couple of comments. If Congress de- 
cides to enact a tax on consumption to be collected by business, it 
should seriously consider a VAT. Except for concerns about the co- 
existence of a Federal VAT and State retail sales taxes, one form 
of VAT does not stand out as the best VAT to adopt. Because a 
Federal VAT must coexist with State and local retail sales taxes, 
there may be administrative and compliance reasons to prefer a 
VAT that is buried in the prices of taxable goods and services at 
least at the retail stage. 

The administrative and compliance costs of a VAT are significant 
enough to dismiss the tax unless it replaces or substantially sim- 
plifies existing taxes or raises substantial revenue for other critical 
needs. If Congress decides to enact the European VAT, as a transi- 
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tion to the VAT, I urge you to look seriously at some of the attrac- 
tive features of the Japanese consumption tax. 

Thank you very much, and if I could add a personal note to you, 
Mr. Chairman. Thanks for holding these hearings. I teach a course 
in value-added tax, and so far most of the material has to be self- 
generated. Now, you have given me a lot of material, and I thank 
you. 

[The prepared statement follows:] 
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Mr. Chairman, thank you for the invitation to appear before 
this committee to discuss the value-added tax. These hearings 
provide a unique opportunity to initiate a public debate on 
significant tax reform, and the role for a value added tax in that 
reform. If Congress needs substantial revenue for debt reduction, 
to finance programs, or to replace revenue from existing taxes. 
Congress should seriously consider a value-added tax. 

There have been several proposals in the past few years to 
enact a federal VAT or national sales tax. They include Senator 
Hoi lings and Congressman Dingell's proposals for a European credit - 
invoice VAT, Congressman Gibbons, as well as former Senators 
Danforth and Boren, and Senators Domenici, Nunn and Kerrey's 
proposals for a sales-sxibtraction form of VAT, and Majority leader 
Armey and Senator Specter's adaptation of the Hall-Rabushka two 
part tax on a consumption base. Senator Lugar proposed a national 
sales tax to be administered by the states. I will discuss the 
credit “invoice and subtraction VATs, and comment briefly on the 
Japanese tax, a modified form of European VAT that does not rely on 
invoices. 

The credit -invoice and subtraction VAT proposals tax the sales 
price of taxable goods and services and grant credits or deductions 
for purchases from outside suppliers. Tax liability therefore is 
based on value added at each stage. Under the European credit- 
invoice VAT, a business credits tax on purchases against tax on 
taxable sales to calculate tax due (a tax against tax calculation) . 
Under a sales -subtraction VAT like the Danforth -Boren Business 
Activities Tax, a business multiplies the tax base (taxable sales 
less deductible purchases) by the tax rate to calculate tax due. 
The sum of the tax collected at all stages is equal to a tax on the 
retail prices of taxed goods and services sold to consumers. 
Appendix A contains an illustration of why these two forms of VAT 
and the retail sales tax are economic equivalents if they are 
imposed on the same base. 

There are many issues raised by these proposals, especially 
the proposals to replace the corporate income tax and some of the 
OASDI payroll tax with a VAT, With the hearings at an early stage, 
I will concentrate on only a few of the issues. If Congress 

decides to replace the corporate income tax with a VAT, is one form 
of VAT better than the others? 

I. Shifting From an Income Tax to a Tax on Value Added 

Our major trading partners balance their tax systems by 
relying both on taxes collected at the source (income and payroll 
taxes) and taxes collected at the point of use of funds 

(consumption taxes -- mostly VATs) . We rely very little on 

consumption taxes for federal revenue. 

Thomas Hobbes, in Leviathan, suggested that with limited 
community resources, it is more appropriate to collect taxes on 
what individuals withdraw from community resources (taxes on 
consumption) rather than on what they contribute to those resources 
(taxes on returns to labor and capital, or income) . 

A switch from the corporate income tax to a VAT would 
represent a major shift in tax from a tax imposed only on 

profitable companies doing business in corporate form to a broader - 
based tax on sales measured by value added by all firms, whether or 
not the firms earn a profit. The economic implications may be 
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substantial. I will touch on only a few in the succeeding 
sections. 


II . Scope of the Tax 

A. Broadly define the base and minimize special treatment 

A VAT should be broadly based in order to simplify 
administration and compliance and prevent distortion of consumer 
choices. The VAT base should include at least personal consumption 
expenditures. Unlike the familiar state retail sales taxes that 
are imposed mainly on retail sales of goods, a VAT should be 
imposed on services as well. Congress should tax some services 
that are not taxed under many foreign VATs . For example, a VAT 
should apply to financial intermediation services, real property 
transactions and, except for essential government services, 
services of units of government and non-profit organizations that 
are provided in market transactions. Politically, it may be easier 
to tax at least purchases by nonprofit organizations and government 
entities if the tax is a subtraction VAT included in product prices 
than if the tax is a separately-stated credit-invoice VAT listed on 
sales invoices . 

Possible models for broadly-based European credit- invoice VATs 
are the ABA Tax Section VAT Committee's model VAT statute and the 
New Zealand Goods and Services Tax. The latter has been successful 
in taxing many transactions that are exempt elsewhere. 

A VAT base can be altered by granting exemptions or zero 
rating to particular businesses (small business exemption) , to 
particular sectors (governmental entities) , or particular goods or 
services (education) . 

If sales are zero rated, they are completely free of tax. 
There is no tax on the sales and the seller can recover the tax 
paid on purchases. If Congress taxes international transactions 
under the destination principle (discussed later) , exports will be 
zero rated. 

If sales are exempt, there is no tax on the sales, but the 
seller can not recover tax paid on purchases attributable to the 
exempt sales. If government -provided services are exempt from VAT, 
the governmental entity bears tax on purchases but does not charge 
VAT on its services. Exemptions, however, may encourage vertical 
integration. For example, if education is exempt, a university 
that purchased stationery and forms from an outside printer before 
VAT becomes effective may establish a print shop in-house in order 
to avoid the new VAT on the purchases from the outside printer. 
Rules are needed to prevent this incentive to vertically integrate. 

Exemptions also complicate the tax by requiring businesses to 
identify noncreditable tax on purchases attributable to exempt 
sales and by requiring line drawing between taxable and exempt 
transactions. The latter breeds litigation. Whether it chooses a 
credit -invoice or a subtraction VAT, Congress should minimize 
exemptions and zero rating. 

If Congress wants to tailor taxes to economic circumstances of 
families, it is easier and more appropriate to accomplish this goal 
under an income tax, not a tax on sales like the VAT. 

B. Buslnasaes subject to tax 

A person generally is subject to VAT on business activity. 
Who is a taxable person and what constitutes business activity? 
Congress should draw these lines broadly. 

Most foreign VAT systems exempt small businesses from the tax, 
although the threshold for exemption varies substantially. At one 
extreme, only the smallest businesses and street vendors are 
exempt. Japan is at the other extreme. Assuming an exchange rate 
of 85 yen to the dollar, Japan totally or partially exempts 
businesses with annual sales up to about $600,000, and allows 
businesses with annual sales up to about $4.7 million to calculate 
tax liability under a simplified scheme. Only about 10 percent of 
Japanese businesses calculate tax liability under the normal 
statutory method. 
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U.S. experience with state and local retail sales taxes 
indicates that even the smallest businesses can be included in a 
sales tax base. The question of whether to grant any small 
business exemption requires a balancing of the administrative and 
compliance costs of granting exemption against the fairness and 
competitive inequities of exempting some businesses and taxing 
others . 

What kind of activity is covered by the VAT? The trade or 
business, income -producing activity, and hobby distinctions under 
the income tax must be addressed under a VAT, Most VATs do not 
cover casual sales by individuals. Some high-priced casual sales, 
such as sales of planes, yachts, or real property, should be taxed. 
Rules must define the person who must file a return. For example, 
divisions of a single company may be required to file a single 
return or be permitted to file separately. Similar options may 
apply CO businesses under common ownership or affiliated 
corporations . 

A credit -invoice VAT generally handles exemptions better than 
a subtraction VAT. Revenue lost through an intermediate stage 
exemption under a credit -invoice VAT can be recovered at the next 
stage. The same generally does not occur under a subtraction VAT, 
If the revenue loss and complications caused by exemptions will 
result in Congress granting no exemptions or fewer exemptions under 
a subtraction VAT, a subtraction VAT may be better. If exemptions 
will be granted under either form, the credit -invoice VAT is 
preferable . 

III. Balance of Trade Inqpllcationa of a VAT 
A. Apply the deetination principle to international transactions 

Congress can adopt either the origin or the destination 
principle t;o define the jurisdictional reach of a VAT. Except for 
House majority leader Armey's proposal (and possibly Senator 
Specter' s as well) , all of the proposals made recently are 
destination principle taxes. Under the destination principle, tax 
is imposed only on goods and services consumed in the United 
States. Imports are taxed and exports are relieved of tax. In 
contrast, under the origin principle, tax is imposed only on value 
added within the United States. Imports are not taxed and exports 
bear tax. 

Other countries with VATs rely on the destination principle to 
tax international transactions. To place American companies in a 
comparable position. Congress should zero rate exports (and refund 
excess credits) , so that the VAT does not enter into the sales 
prices of our exports. Congress should tax imports at the rate 
applicable to domestic sales. As discussed below, precise border 
tax adjustments may be easier with a European credit -invoice VAT 
than the proposed subtraction VATs or the Japanese Consumption tax 
in its present form. 

International trade has become an increasingly important 
aspect of our domestic economy. The U.S. taxation of imports and 
exports is circumscribed somewhat by our obligations under the 
World Trade Organization rules (formerly the General Agreement on 
Tariffs and Trade, or GATT) . Under these rules, a member country 
can rebate indirect taxes on export (but can not subsidize exports) 
and can impose on imports taxes no greater than those borne by 
domestically-produced items. A European credit -invoice VAT is 
considered an indirect tax that is border adjustable under these 
rules. Senator Kollings and Congressman Dingell's destination 
principle credit -invoice VATs comply with our obligations under 
these agreements. 

A pure destination principle sales-subtract ion VAT is 
economically equivalent to a credit - invoice VAT and therefore 
should be border adjustable. It should not matter what method is 
utilized to calculate tax liability on value added at each stage of 
production or distribution. Our trading partners, however, may 
question the border adjustability of the Danforth-Boren or the 
Domenici- Nunn- Kerrey subtraction VATs that grant credits against 
the VAT liability for a portion or all of the employer's share 
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the OASDI payroll tax. . If it is permissible to use VAT revenue to 
reduce payroll tax rates, as it should be, then the payroll tax 
credit feature in these proposals may be permissible. Additional 
research may be needed on this issue. 

The border adjustability of a subtraction VAT may be 
jeopardized if Congress modifies a subtraction VAT so that it 
resembles a tax on income rather than consumption , such as by 
granting deductions for compensation paid. 

B. Will border tax adjustments Improve the balance o£ trade? 

If Congress adopts a destination principle VAT to replace 
existing federal taxes included in export prices, the VAT may 
improve the U.S. balance of trade in the short term. The long term 
effects are less predictable. 

If a VAT is introduced as an additional revenue source, the 
VAT will not alter the balance of trade. For example, assume that 
a vehicle, before VAT, sold for export at $15,000. With the 
introduction of a 10 percent VAT, the same vehicle will sell 
domestically for $16,500. If the vehicle is exported, there is no 
VAT on the sale and the vehicle will sell for the same $15,000 
price it carried before the VAT was introduced. 

If a VAT replaces a federal tax that is included in the price 
of American exports, the replacement should reduce the price of the 
exports. For example, assume that the VAT replaces the corporate 
income tax and assume further (it is not clear that this assumption 
is realistic) that the corporate income tax caused the price of the 
exported vehicle to increase from $14,500 to $15,000. The switch 
from the corporate income tax to a VAT should lower the export 
price of the vehicle to $14,500 and the export sales should 
increase. Even if these assumptions are correct, in the long run, 
the exchange rate of the U.S. dollar may adjust so that the vehicle 
will cost the equivalent of $15,000 in foreign markets. The 
exchange rate of the U.S. dollar is affected by many factors other 
than our balance of trade. It therefore is not clear if the 
increase in American exports prompted by a switch to a VAT will 
provide a long-term balance of trade advantage, or will be negated 
by an adjustment in the exchange rate. 

The trade effects of a credit - invoice and subtraction VAT may 
be similar, but not necessarily the same. The difference results 
mainly/ from the fact that the proposed subtraction VATs allow 
deductions for purchases from exempt sellers (such as exempt small 
businesses). As a result, exports may bear negative tax to the 
extent that the exports contain purchased components or services 
that were exempt from VAT. The Japanese Consumption Tax provides 
treatment comparable to the subtraction VAT proposals. 

IV. Coordination of a Federal VAT With State Sales Taxes 

The VAT appropriate for the United States ultimately may 
depend upon the kind of VAT that can operate alongside the existing 
myriad of state and local retail sales taxes (RSTs) . With any kind 
of federal VAT that operates with RSTs that are not harmonized, 
businesses face increased costs when they are subjected to 
different federal and state rules on the administration, audit, 
collection and assessment of the taxes. Government costs to 
administer the tax may increase as well. 

Most foreign countries employ VAT only as a federal or a local 
tax, not side-by-side with a second sales tax at another level of 
government. This is one area where it is important to address 
European credit - invoice VATs and sales- subtraction VATs separately. 
The method of calculating VAT liability and the visibility of the 
VAT at the retail stage may be important. 

A. Credit- invoice VAT and State Sales Taxes 

A credit - invoice VAT that is separately stated on sales 
invoices looks like the more familiar RSTs. With a credit- invoice 
VAT, businesses must comply with two different sales taxes imposed 
on individual transactions. This will create complexity at the 
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check-out counter, especially if the seller does not use automated 
cash registers. 

A credit-invoice VAT can be buried in selling prices, rather 
than separately stated on retail sales. The merchants could be 
required to post signs informing consumers of the tax rate 
included in the prices. If the VAT is buried in retail prices, 
consumers subjected to both taxes may not be confronted with 
sticker shock, but businesses still must calculate the VAT and RST 
on each transaction. 

Japan has a credit method VAT that does not rely on invoices 
and that permits businesses to calculate tax from sales and 
purchase records for each tax period. The Japanese tax is an 
alternative worth considering. 

Canada, with its Goods and Services Tax (GST) , imposes a 
national credit -invoice VAT alongside provincial sales taxes (PSTs) 
imposed by all provinces except Alberta. Businesses subject to the 
GST and PST complain about the substantial compliance costs 
associated with the variety of sales taxes imposed on different tax 
bases and including different rules governing such obligations as 
the filing of returns and the submission to audits. Canadian 
consumers also have voiced strong opposition to the GST, in part 
because of the sticker shock resulting from the addition of two 
sales taxes at the cash register. While Quebec has harmonized (in 
large part) its sales tax with the federal GST, Quebec's provincial 
tax base and rules governing input credits differ somewhat from the 
federal GST rules. 

In large part due to business and consumer opposition to the 
GST, a special Committee on Finance studied alternatives to the 
GST. The committee report recommended major changes in the GST, 
including a simplified system to allow taxpayers with annual 
revenue of Can. $200,000 or less {80V of the taxpayers) to report 
sales and purchases on a tax- inclusive basis. The tax could be 
buried in retail prices. It also urged the government to seek 
harmonization of the federal GST and provincial sales taxes. The 
recommended system would move closer to the Japanese Consumption 
Tax system. 

No U.S. state opted to piggyback its state income tax on the 
federal income tax, even though, without charge, the IRS would have 
collected and remitted the state portion back to participating 
states. It therefore is unlikely that most or all of the states 
will give up their power to define their sales tax bases and hire 
their own agents in order to harmonize their RST with a federal 
VAT. 

While it is possible for states to administer a harmonized 
federal-state sales tax or VAT (see Senator Lugar's proposal), the 
German experience with states (landers) administering the federal 
VAT suggests that the American states may seek to attract business 
by claiming that they are more lenient in administering the single 
harmonized tax. 

B. Sales-Subtraction VATs and State Sales Taxes 

Notwithstanding the advantages of a separately- stated, 
transactional credit- invoice VAT, an accounts-based subtraction VAT 
has one significant advantage over that kind of credit - invoice VAT. 
A sales-subtraction VAT, a period tax, is calculated on the results 
of operations for each tax period and is included in the prices of 
taxable goods and services. 

Relying on the experience in Michigan with addition and 
subtraction forms of VAT, if Congress adopts a subtraction VAT (a 
period tax) and states continue to rely on transactional RSTs, 
businesses and consumers may not view these taxes as two sales 
taxes that require harmonization to reduce compliance burdens. 

In the U.S., states may object to the credit-invoice VAT 
imposed on sales and added at the cash register as an intrusion 
into their sales tax domain. If Congress adopts a subtraction VAT 
(or a Japanese or even a credit - invoice form of VAT) that is buried 
in the retail prices of taxable goods and services, the state 
opposition may be more muted. 
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V. Administrative and Compliance Issues 

Our piece of the global economy is complex. A tax on 
consumption will be complex, even if Congress keeps the base broad, 
imposes a single rate, and minimizes exemptions . 

A. Single rate tax 

A VAT should be imposed at a single positive rate, with a zero 
rate only for exports under a destination principle tax. Multiple 
rates increase administration and compliance costs. Businesses 
must identify sales that come within each rate group and have 
clerks trained and registers programmed for sales at different 
rates. The IRS also must verify the rate for reported sales. 

A European credit - invoice VAT can accommodate multiple rates. 
With a subtraction VAT, it is difficult, if not impossible, to 
impose multiple rates. 

B. Separately stated tax and the audit trail 

A perceived advantage of a credit- invoice VAT is that the tax 
listed separately on each sales invoice provides an audit trail for 
the IRS to verify the seller's reported sales and the buyer's 
claimed input credits. The requirement for buyers to retain 
invoices to document claimed input credits is designed to encourage 
buyers to demand tax invoices from their suppliers. These invoices 
can be cross-checked with the suppliers' reported sales. 

The "audit trail" advantage of a credit- invoice VAT may be 
overstated. The foreign experience indicates that taxpayers cheat 
under a credit- invoice VAT. The sales and purchase data required 
on VAT returns prepared under the Japanese CT or the proposed 
subtraction VATs can be verified by checking a business's sales and 
purchase invoices, even if VAT is not separately stated on the 
invoices . 

There are other advantages if the VAT must be separately 
stated on sales invoices and purchasers can claim credit only for 
VAT listed on invoices. For example, businesses that are exempt 
from VAT or that sell exempt services can not list VAT on their 
sales invoices. Purchasers therefore can not claim input credits 
on these exempt transactions. The IRS auditor can verify allowable 
input credits by checking invoices on which VAT is listed. The 
Japanese CT and the proposed subtraction VATs allow credits or 
deductions for purchases from exempt small businesses. In part, 
this exception was made because it is so difficult to identify 
purchases from exempt small businesses under these VATs. 

C. Accommodation to rate changes 

A federal tax on consumption can be used as a tool to fine 
tune the economy. A change in the tax rate, coupled with 
consistent monetary policy, can encourage or discourage 
consumption. A credit - invoice VAT accommodates better than a 
subtraction VAT to rate changes. 

A change in rate under a credit - invoice VAT will be reflected 
in prices and revenue immediately. A seller claims credit for the 
actual tax listed on purchase invoices, whether the purchase was 
taxed at the old or new rate. The goods or services acquired 
therefore are free of tax in the hands of that seller. Beginning 
on the effective date of the rate change, the seller will charge 
tax on sales at the new rate, whether a higher or lower rate. 
Buyers, including final consumers, should bear tax at the new rate. 

With a subtraction VAT that is buried in product prices, there 
may be a time lag before the full effect of a rate change is phased 
in. If the tax rate is increased from five to 10 percent, the 
seller likely will include the new 10 percent rate in prices. 
Unless complicated rules are used to phase in the value of 
deductions for purchases, the rate hike may increase government 
revenue by only the value added after the effective date of the 
rate change. If the subtraction VAT is reduced from 10 to five 
percent, unless there are complicated rules to adjust the value of 
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deductions for purchases after the effective date that still may 
carry some of the old 10 percent rate, sellers may not reduce tax- 
inclusive prices charged on sales made immediately after the 
effective date to five percent. The tax revenue may reflect a five 
percent rate only on value added after the effective date. 

D. Administrative and Coinpllance Costs 

The General Accounting Office examined the cost of 
administering a European credit-invoice VAT with a single rate and 
minimal exemptions. The GAO report acknowledges that the addition 
of exemptions will substantially increase the costs. The GAO 
report estimates the administrative cost at between 1.22 and 1.83 
billion annually, once the tax is fully phased in. The cost 
differential reflects different assumptions about the level of the 
small business exemption threshold and therefore the number of 
businesses that are included in the system. Based on these cost 
estimates, Congress should not enact a VAT unless it is to raise 
substantial revenue -- at least $100 - $150 billion annually. 

The esstimates of costs of complying with a credit- invoice VAT 
vary widely . The compliance costs depend on such factors as the 
number of returns required each year, the amount of information 
required to be filed or maintained, and the number of rates and 
items given special treatment. Estimates under a British study 
place compliance costs at 0.003% to 1.94% of taxable sales. These 
costs are offset in part by the cash flow benefits that accrue to 
firms that receive VAT from their customers before they must remit 
the tax to the government . It appears that compliance costs tend 
to be regressive, when measured as a percentage of sales, placing 
the heaviest burden on the smallest firms. 

There is no reliable data available on the administrative and 
compliance costs of a subtraction method VAT. It is reasonable to 
assume that the compliance costs will be lower if businesses can 
take the data for the VAT returns from existing records of sales 
and purchases and the tax is not separately stated on invoices . 
The administrative costs may not change much, if at all. 

In estimating the costs to administer or comply with a VAT, 
Congress should consider the savings that will result if existing 
federal taxes either are substantially simplified or replaced 
entirely . 

The amount of VAT litigation and its attendant costs will 
depend in large part on the nature of the VAT base . If Congress 
grants exemptions and zero rating to particular sales or entities, 
it is predictable that there will be substantial litigation. In 
the United Kingdom, for example. Parliament created value added tax 
tribunals to handle anticipated disputes under their VAT that 
contained numerous exemptions and zero rating. 

E. Tax iettues that exist under the income tax arise under a VAT 

Many issues that exist under the income tax apply under a VAT, 
For example, the definition of a taxable person and the proper 
reporting unit must be resolved under a VAT. A business can reduce 
its VAT liability by making purchases from outside suppliers but 
not by paying compensation to employees. It is necessary to make 
the familiar distinction between employees and independent 
contractors. To determine who is engaged in business, it may be 
necessary to make the income tax distinction among business under 
section 162, income-producing activities under section 212, and 
hobbies under section 183. Related party rules may be needed. 


VI . Transition iBSuee 

A. Transition rules for purchases made between the dates the tax 
Is enacted and becomes effective 


The transition to a VAT could disrupt markets for business 
inputs as well as for consumer goods. If a VAT replaces the 
corporate tax and the purchase of capital goods qualifies for input 
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credit, then if a business can not recover the cost of capital 
goods under the expiring corporate tax, it may defer discretionary 
purchases until the VAT becomes effective. 

If consumers anticipate that the introduction of the VAT will 
increase prices, they may accelerate purchases before the VAT 
becomes effective. This increased demand for goods and services 
may result in inflationary pressures that will increase when the 
VAT becomes effective. 

B. Transition period needed to prepare for VAT 

If Congress enacts a credit - invoice VAT, Congress should 
provide an effective date of approximately 18 months after the date 
the tax is adopted. The following represent some of the 
preparation work necessary to implement this VAT. Businesses must 
purchase new invoices to provide the data required for VAT 
purposes, train employees, and purchase or modify computerized cash 
registers and other record keeping equipment . The government must 
train personnel, issue guidance, educate businesses and consumers, 
the Federal Reserve must prepare to receive and process payments, 
and the IRS must purchase equipment and prepare to process and 
audit returns. The Customs Service must prepare for the collection 
of the tax at the borders and for the maintenance of records of 
export sales . 

If Congress enacts a subtraction VAT that is broadly-based and 
that can rely on records already prepared by business, the required 
transition period may be somewhat less. The cash register 
adjustments and other preparations required to list VAT on sales 
invoices would not be necessary, but much of the training and 
education of employees of businesses and the government still must 
be done. The preparation required by the Federal Reserve, the 
Customs Office, and IRS under a credit - invoice VAT will exist under 
a subtraction VAT. 


VII . Conclusion 

If Congress decides to enact a tax on consumption to be 
collected by business, it should seriously consider a VAT. If a 
VAT replaces the corporate income tax, except for concerns about 
the co-existence of a federal VAT and state RSTs, one form of VAT 
does not stand out as the best VAT to adopt . 

If Congress decides to add a VAT to the federal tax system, 
keep it simple and free from distorting and complicating exemptions 
or other special treatment. If it is necessary to reduce the 
regressive effects of a tax on consumption. Congress should do so 
outside the VAT system, such as through direct grant programs, cash 
rebates to low income households, or through the individual income 
tax that can be tailored to individual circumstances. 

Congress should include as many businesses as possible in the 
tax system. It should apply the destination principle to tax 
imports and free exports from the tax. Make sure that the tax, 
whatever its form, is border adjustable. Do not adopt a VAT just 
to improve our competitive position in world markets in the long 
term. It is not clear that it will produce that result. 

The European VAT should not be adopted just to achieve the 
benefits from its "audit trail." These benefits may have been 
overstated. Address transition issues and allow an adequate period 
for government and businesses to gear up for the tax. 

In principle, a federal VAT should be separately stated and 
visible to consumers. However, if a federal VAT must co-exist with 
state and local retail sales taxes, there may be administrative and 
compliance reasons to prefer a VAT that is buried in the prices of 
taxable goods and services, at least at the retail stage. The goal 
can be accomplished with adjustments to a European credit-invoice 
VAT. The Japanese VAT or the subtraction VAT provides these results 
without any tinkering. 

The European VAT handles rate changes better than a 
subtraction VAT. While the compliance costs of a subtraction VAT 
may be somewhat lower than a European credit - invoice VAT, the 
administrative and compliance costs of both are significant enough 
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to dismiss the tax unless it replaces existing taxes or raises 
substantial revenue for other critical needs. 

If Congress decides to enact a European credit -invoice VAT, as 
a transition to the VAT, Congress should look seriously at the 
Japanese Consumption Tax, with its simplified method for smaller 
businesses, as the first stage of a credit - invoice VAT. 

Appendix A 

European Credit-Invoice VAT, 
the Salea-Subtractlon VAT and the Retail Sales Tax 

The following example is used to illustrate the European-style 
VAT, the subtraction VAT, and the retail sales tax. 

Under the European-style credit - invoice VAT, a business's tax 
on purchases is credited against tax on taxable sales. Assume that 
a lumber mill sells lumber to a carpenter who fashions the lumber 
into tables and sells the tables to a retailer who resells them to 
consumers. Assume that the lumber mill sells the lumber for a pre- 
tax price of $1,000. With a 10 percent VAT, the mill would add 
$100 tax for a tax-inclusive price of $1,100. The carpenter sells 
the tables to a retailer for a pre-tax price of $5,000 (not 
including the $100 tax on the lumber) . The carpenter adds $500 
tax, for a tax- inclusive price of $5,500. The carpenter recoups 
the $100 tax on his purchases in calculating the tax that he remits 
to the government. The retailer sells the tables to consumers for 
a pre-tax price of $10,000. The retailer adds $1,000 tax, for a 
tax-inclusive price of $11,000, and recoups the $500 tax paid on 
her purchases. At each stage, tax is remitted only on value added 
by each business. This VAT is illustrated in Table 1. 


Table 1 



Tax Liability 
of 

Each Seller 

Tax Remitted 
to 

Government 

Mill sale to carpenter 



Taxable sale $1,000 x 10% 

$ 100 


Purchases 00 

00 


Tax Payable by Mill 

S 100 

$ 100 

Carpenter sale to retailer 



Taxable sale $5,000^ x 10% 

$ 500 


Credit for tax on purchases 

(100) 


Tax Payable by Carpenter 

S 400 

400 

Retailer sales to consumers 



Taxable sale $10,000^ x 10% 

$1,000 


Credit for tax on purchases 

J 5001 


Tax Payable by Retailer 

S 500 

500 

Total tax collected by govern- 



ment and paid by consumer 


$1,000 


Tax liability under a sales -subtraction VAT like the Danforth- 
Boren Business Activities Tax is calculated by multiplying the tax 
base (taxable sales less deductible purchases) by the tax rate. 
The data will be taken from company records and it therefore is 
more convenient to calculate the tax using tax- inclusive figures. 
To raise the same revenue as the above lOV rate applied to tax- 
exclusive data, the rate should be 9.0909%. In Table 2, the tax 


^ The price would be $5,000 instead of $5,100 because the 
carpenter recovers the $100 tax on his taxable purchases. 

^ The pre-tax sales prices would total $10,000 because the 
carpenter would charge the retailer $5,000 + $500 tax, and the 
retailer would recover that $500 tax. 
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payable by each business, the revenue to the government, and the 
tax imposed on consumers are identical to the amounts listed under 
the European-style VAT in Table 1. 


Table 2 



Tax 

Liability of 
Each Seller 

Tax Remitted 
to 

Government 

Mill sale to carpenter 

Taxable sale 

Deduction for purchases 

Tax Base 

Tax Rate 

Tax Payable by Mill 


$ 100 

Carpenter sale to retailer 
Taxable sales 

Deduction for purchases 

Tax Base 

Tax Rate 

Tax Payable by Carpenter 

$5,500 

SI. 100 
$4 ,400 

9.0909% 

$ 400 

400 

Retailer ealee to coneumere 
Taxable sales 

Deduction for purchases 

Tax Base 

Tax Rate 

Tax Payable by Retailer 

$11,000 
( 5,500) 

$ 5,500 
9.0909% 

$ 500 

500 

Total tax collected by govern- 
ment and paid by coneumer 


$1,000 


Under a federal retail sales tax, tax is collected only on 
sales to consumers. In the above example, the retailer will charge 
$1,000 tax on taxable sales of $10,000, producing the same revenue 
and the same tax- inclusive consumer prices as under the European 
VAT or the subtraction method VAT. 
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Chairman Archer. Thank you, Professor Schenk. I want to 
thank all of you. I am particularly grateful for your testimony, and 
I also must say because I think it is very much in line with my 
colleague and my friend Sam Gibbons, that I am very grateful to 
him because he has been plowing this ground for some time, and 
he understands the big picture and what is at stake, and I am 
hopeful that in some way or another we can reach a resolution of 
this issue that is going to help this country in years to come. 

I am curious as to what differences there might be between you, 
Professor Schenk, and you, Dr. Cnossen, and vmether those can be 
resolved. 

Mr. Schenk. Do you want to start, Sijbren? 

Mr. Cnossen. Yes, Alan, no difficulty. I think I have come down, 
Mr. Chairman, fairly strongly in favor of the tax credit method, 
value-added tax. Professor Schenk has left the door open for a 
modified tax credit value-added tax with some elements of the sub- 
traction method, which is currently imposed in Japan. I hope that 
sums it up reasonably well. So I guess we a^ee that a full subtrac- 
tion method VAT probably would not be preferable. 

In this respect we disagree with Cliff Massa. I think the Japa- 
nese value-added tax does well at the low rate of 3 percent that it 
is currently being levied. If you were thinking of a consumption tax 
that would replace the entire income tax, I guess you would have 
to impose it at a rate of some 20 percent. Aggregate consumption 
expenditure is $4.8 trillion. If for one reason or another about one- 
fourth of that expenditure is exempted, then you would have to tax 
the remaining expenditures at 20 percent to raise some $735 billion 
in revenue. That is a very high rate. 

I believe that a high-rate subtraction method VAT would leave 
quite a bit of value added untaxed and would raise much stronger 
objections from your trading partners than the low-rate Japanese 
tax does. Although the rate is low, the Japanese tax nevertheless 
is a subsidy on exports and at the same time is an extra tax on 
imports. You didn't mention that, Alan, but I think you agree with 
that aspect as well. I think both features would be problematic. 

Besides, I believe that the GATT arrangements for border tax ad- 
justments require that taxes should be imposed on specific products 
to be eligible for rebate at the time of export. In other words, they 
should be transactions-based taxes, not accounts-based taxes as is 
the subtraction method, business transfer tax. Furthermore, it 
should be possible to calculate border tax adjustments unambig- 
uously: There should be full certainty how much tax on exports has 
to be rebated and how much tax is imposed on imports, equivalent 
to the tax on domestically produced goods and services. Now, I 
would like to yield to Professor Schenk. 

Chairman Archer. Professor Schenk. 

Mr. Schenk. Mr. Chairman, I don't think there is one right an- 
swer about the VAT. There are good and bad points of the subtrac- 
tion method. There are good and bad points about the European 
style. I have one major concern about the subtraction method, and 
you are certainly in a better position than I to know how to evalu- 
ate this concern. 

My concern is that your colleagues in the House and Senate will 
look at a tax that is based on sales minus purchases and think of 
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it — as they have been thinking about taxation in this country for 
decades — as a tax on income, and therefore be tempted to approach 
it that way and grant deductions, and enact other complications to 
the tax that would just destroy its nature. 

Why do I say this? Because in Michigan we have experience with 
value-added taxes. We used to have a subtraction VAT and now we 
have an addition VAT. Think of the businesses that come in to the 
State legislature and would come in here. For example, a real es- 
tate construction company or a service company may claim that 
under an income tax there were years that they hired a lot of peo- 
ple, did not earn a profit, and did not have to pay any income tax. 

Now, Congress is saying that even though we do not have any 
profit, but we are hiring employees, we have to pay a tax under 
this subtraction VAT. Michigan responded to this pressure by 
granting a special deduction for labor-intensive businesses. There 
were other special provisions like that that really changed the na- 
ture of the tax. That is my concern about the subtraction tax. If 
Congress could enact a pure subtraction tax, as Mr. Gibbons is try- 
ing to develop, I would not have those concerns. My question is 
whether or not that can get through Congress. 

Chairman Archer. So basically what I hear you saying is that 
you have a degree of flexibility in your own mind that might ac- 
commodate what Dr. Cnossen is recommending as a viable alter- 
native? 

Mr. Schenk. Yes. 

Chairman Archer. Let me ask all of you, if I can, three quick 
questions. First, let me say as a foundationpiece for my own views 
that I personally will not support any consumption tax as an addi- 
tion to the current income tax. It must be as a replacement for the 
entire income tax. 

I just want to make that very clear. I have tried to over the 
months, but perhaps you need to restate these things. But having 
said that, if we are to move from the current income tax structure 
to a type of VAT, which all three of you propose, can we do that, 
in effect, cold turkey? And if not, why? 

Mr. SCPIENK. From which tax, Mr. Chairman? From the cor- 
porate income tax or from both? 

Chairman Archer. From the corporate and personal income tax. 
Let's say, hypothetically, let those cease on December 31 and on 
January 1 go to one of your forms of value-added tax. 

Mr. Schenk. Speaking for myself, I think the transition issues 
would just be horrendous. I do not think that you can go cold tur- 
key. I think if you announce today that the change will become ef- 
fective December 31, you would probably have businesses defer 
purchases of capital goods, and you would nave consumers stock up 
on consumer goods before the new tax goes into effect. I think you 
need a transition period. 

Mr. Massa. I am not sure, Mr. Chairman. It seems to me that 
either path, once you decide where we are going to end up, the 
path from here to there, whether long or short, is not going to 
please everybody. There are going to be dislocations. We have to 
decide is the end result worth the trip. 

I am sure that if there is an extended transition period, this 
Committee will be busy like it has never been busy before with a 



331 


line of people, I would be included, I am sure, up here on behalf 
of people saying, but you have got to take this one into account and 
you have got to take that one into accounts 

As I recall the Canadians, as they began to move to the goods 
and services tax, at least were coming to a conclusion that cold tur- 
key wasn’t going to be any worse than an^hing else, I am not sure 
I have the answer for you, but I certainly wouldn’t dismiss it out 
of hand because I am not sure that the answer cold turkey is going 
to be any worse than 3, 5, 7 years’ worth of transition rules which 
actually increase complexity and increase costs in the process. 

Chairman Archer, Dr, Cnossen, 

Mr. Cno^en. Mr. Chairman, I think I would not like to be in 
the driver’s seat — $735 billion in revenue, a rate of at least 20 per- 
cent in my view, possibly higher if Congress accepted some exemp- 
tions of the very broad base; enormous announcement effects; and 
very serious economic relocation issues, also because of the aboli- 
tion of the income tax itself These relocations of economic activity, 
economic decisions, and so forth, in my view, at a 20 percent rate 
consumption tax that would fully replace the income tax might be 
called dislocations. 

Chairman .Archer. So how would you do it? 

Mr. Cnossen. I would phase it in. I would start with a value- 
added tax of 5 percent and reduce the income tax accordingly, Mr. 
Chairman, by the revenue that a broad-based consumption tax 
would yield, be it a national retail sales tax, a tax credit value- 
added tax, or a subtraction method value-added tax. 

Chairman Archer. OK, thank you. On two other quick issues, 
what would you do about education and medical services? 

Mr. Cnossen. I would tax them, Mr. Chairman, and I will ex- 
plain why. I think there used to be a time when we thought that 
food should be exempted and now we know that the rich spend 
twice as much on food as the poor do and we also know that a con- 
sumption tax is not the appropriate tax to affect the income redis- 
tribution, or I should say tiy to impart some de^ee of progressivity 
to the tax system. Income distribution issues should be dealt with 
by the expenditure side of the budget. 

I think that this argument also applies to medical services. More- 
over, we have tremendous problems exempting medical services 
proper, because hospitals also do work for pharmaceutical compa- 
nies in the form of research, and so forth, for which they want to 
be taxed in order to be able to get the tax credit on inputs. By and 
large, the same argument, perhaps to a somewhat lesser extent, 
applies to education. 

Mr. Massa, Every sale of goods and services in the economy, 
whether it is currently a tax-exempt organization or not, let’s apply 
the system to it. Let the market sort out where the burdens go in- 
stead of trying to distinguish whether this business activity of sell- 
ing education or selling medical care or selling legal services or 
selling food is worthy of not being taxed. Let’s not start down that 
path. Let’s put everything in the system. Let the market sort out 
where the burden goes, and then attempt to deal on a much more 
directed basis with the households that you conclude need some off- 
sets to those effects. 
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Chairman ARCHER. In other words, there would be no tax-exempt 
entity? 

Mr. Massa. If they sold goods or services, I would recommend 
that they be in the system. 

Chairman Archer. Well, is a State university selling a service? 

Mr. Massa. Arguably, they are selling services in exchange for 
tuition. 

Chairman Archer. OK Professor Schenk. 

Mr. Schenk. I would agree. My dean and president might not 
like it, but I think that it is very important not to distort consump- 
tion, and obviously you have problems even with that simple an- 
swer, and you raised one, Mr. Chairman. When somebody at my 
law school pays $5,000 a year tuition at the law school, he or she 
is not paying the full cost. The State is paying part of that cost, 
and so if you only tax the $5,000, you are not really taxing the full 
value. I think it should all be taxed whether it is the football game 
or it is the tuition. 

Chairman Archer. All right. Then finally, do you have any con- 
cern about the problems in border areas in conjunction with Mexico 
or Canada, that if we convert our income tax completely to a value- 
added tax, will people simply go across the border and buy the 
products and services in a foreign country? 

Mr. Massa. Our two border countries currently have value-added 
taxes of their own, both Canada and Mexico. We are, in fact, the 
only major trading nation that does not have one. Perhaps the rel- 
ative rates would make a difference, and Dr. Cnossen^s experience 
in the European Community may help to answer that, but it would 
not seem to me to be either a large or an insurmountable problem. 

If somebody decided that the Canadian tax rate was lower and 
I will buy it over there, we probably would end up with some kind 
of modest exemption on tourist-imported goods anyway, so it would 
not seem to me to be a major problem. 

Mr. Schenk. Mr. Chairman, I think it is a problem. It is a prob- 
lem that Canada faced when it adopted a VAT and the United 
States did not have one. I live on the Detroit-Windsor border and 
people came over by the vanloads, and as a result the government 
had to do something in order to try to stem that flow. 

Chairman Archer. Were they able to do so? 

Mr. Schenk. I must confess I forgot exactly what they did. 

Chairman Archer. Dr. Cnossen. 

Mr. Cnossen. Mr. Chairman, I think that cross-border shopping 
would not be a serious problem. You have a long contiguous border 
with Canada, but not really that many people are living along the 
border. If I go by European experience, politicians and businessmen 
make a lot of hay about cross-border shopping, but in fact the 
quantitative significance of it is very, very low. 

Germans come and shop in Dutch towns even though the value- 
added tax is higher in Holland. The reasons are that parking facili- 
ties or movies are better, the cultural climate is freer, or whatever. 
Rate differentials do not significantly influence cross-border shop- 
ping in European countries, although in the European Community 
some 10 percent of the population lives along borders within 25 kil- 
ometers on either side. 
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Mr. SCHENX. Mr. Chairman, I remember what resolved the cross- 
border shopping problem. The exchange rate of the dollar in Can- 
ada versus the United States changed and therefore it was no 
loiter profitable for Canadians to shop in the United States. 

Chairman Archer, I see. I would like to explore your ideas of 
how we handle the regressivity argument, but I have already over- 
used my time, so if I could get each of you to submit in writing, 
or if someone else wants to inquire about that, it would help the 
Committee a great deal to get specificity as to how you thinlc we 
could best handle the regressivity argument. 

[The following was subsequently received:] 
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DR. SIJBREN CNOSSEN 
PROFESSOR OF LAW 
ERASMUS UNIVERSITEIT ROTTERDAM 
POSTBUS 1736 

3000 DR ROTTERDAM, NETHERLANDS 
(3110) 408-1485 


June 7, 1995 


The Honorable Bill Archer 
Chairman 

Committee on Ways and Means 
U.S. House of Representatives 
1102 Longworth House Office Building 
Washington, D.C. 20515 

Dear Mr. Chairman: 


I very much appreciated the opportunity to testify before the W^s and Means 
Committee earlier today on the critical issue of choosing between various consumption 
tax alternatives. During rry testimony, you asked that I provide the Committee 
additional materials concerning my views with respect to the potential regressivity of a 
consumption tax. I have examined this issue closely, and indeed, I published an 
article in Tax Notes in which I specifically addressed the regressivity issue. 1 thought it 
would be most efficient to provide you a copy of that article. 


Once again, I appreciated the opportunity to testify, and I look fonward to 
providing the Committee any additional information you may require to address this 
important issue. 

Sinc^n 


Sincerely, 


/ 


Sijbf’en Cnossen 


Enclosure 
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Sijbren Cnossen is a professor in the aconomtcs 
I f acuity at Erasmus University, Rotterdam, the 
I Netheriands. He has written widety on the vaiue^ 
added tax (VAT) and advised international organi- 
zations and several countries an the design and 
implementation of a VAT. This article is based on 
h/s testimony on consumption taxes and interna- 
tional competitiveness before the Committee on 
Ways and Means of the U.S. House of Representa- 
tives on June 20,^991. 

Professor Cndssen points out that a- VAT is the 
I most product-neutral and factor-neutral tax which 
exists. This is an importantatthbute of a "goorTtax 
in a world that leaves the optimal allocation of re- 
sources to the free play of market forces. In theory, 
a VAT is equivalent to a- nationat sales tax, a busi- 
ness transfertax, or a uniform business tax of equal 
base and rate, bate VAT has greater feasibility and 
versatility. Also, it is more certsin to be neutral and 
to effect correct border tax adjustments. He points 
out that the integrity of a VAT is safeguarded best 
if it is applied to all goads and services. Moreover, 
a single rate with no exemptions is strongly recom- 
mended. Professor Cnossen explains that a VAT is 
not a tariff-cum-export subsidy. Instead, the rebate 
at the export stage ensures that exporters are not 
disadvantaged vis-a-vis their foreign competitors. A 
VAT per se woufd have no favorable effect on the 
trade balarKe, but it is superior ro an income tax tn 
promoting saving, capital formation, and economic 
growth. \ 


1. INTRODUCTION 

In considering a consumption tax. such as a value* 
added tax (VAT), the United States is following the same 
pattern in tax development as many other countries in 
Europe and the rest of the world. Twenty-one of the 24 
member countries of the Organization for Economic Co* 
operation and Development (OECD) have accepted the 
VAT as their main consumption tax. Recent converts to 
the VAT include Canada and Japan. The United States. 
Switzertand. and Australia are the only OECD countries 
that have not yet done so. Outside the OECD area, the 
VAT is levied by approximately 35 countries in Latin 
America. Asia, and Africa. 
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The VAT was pioneered in the European Community 
(EC). From the beginning the EC has attached great 
importance to the VAT. because it is very successful m 
treating intra>community trade, as well as trade with third 
countnes, according to the destination principle. A VAT 
enables precise identification and rebate of the tax on 
exports so that they can leave a country free of tax. while 
imports can be taxed on exactly the same footing as 
domestically produced commodities. Obviously, this form 
of neutrality is essential for the proper functioning of a 
common market. More generally, the border tax adjust- 
ments under a VAT are consonant with the tax provisions 
of the General Agreement on Tariffs and Trade (GATT). 
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In addition to being neutral with respect lo foreign 
trade, a VAT does not distort domestic production and 
distribution. Thus, under a VAT, it makes no difference 
how often a product is traced before it reaches the con- 
sumer Of whether its value is added earlier rather than 
later m the production-distribution process. A VAT is 
neutral regarding the production technique that a busi- 
ness adopts. In other words, it makes no difference for 
tax liability whether a product is manufactured with capi- 
tal-intensive technology or labor-intensive technology. 
Also, a VAT is not influenced by the forms in which busi- 
ness is conducted. Other things being equal, the tax bill 
IS the same whether a product is made in the corporate 
sector or by unincorporated businesses, or whether it is 
produced by integrated or specialized firms. 

It will be appreciated that the VATs neutrality with 
respect to domestic economic activities, as well as 
foreign trade, is an important attribute of a “good" tax in 
a highly competitive and interdependent world, which 
leaves the optimal allocation of resources to the free play 
of market forces. 

II. APPROACHES TO TAXING ‘VALUE ADDED* 

The type of VAT used in the EC and nearly all other 
countries is a multistage, destination-based, net con- 
sumption VAT that includes all goods and services in its 
base (except ^o$e explicitly exempted). It covers 
retailers, and it permits "registered firms a credit or 
"deduction" against the tax payable on their own sales 
for tax paid on their purchases from registered suppliers. 
For any tax reporting period, the net VAT liability is simply 
the difference between the total amount of VAT shown on 
all sale invoices and the total amount of VAT shown on 
alt purchase invoices. 

This method, which is used in all OECD countries, is 
called the indirect subtraction technique or tax credit 
method. Since the tax on sales must be stated on in- 
voices to provide documentary evidence for the credit 
claimed by registered buyers, the tax credit technique is 
also referred to as the invoice method. It should be em- 
phasized thit the net consumption VAT is levied accord- 
ing to a cash flow (invoice) basis of accounting, instead 
of according to an accrual basis by which transactions 
are recorded in a firm's profit and loss account. Thus, 
under VAT, no correction needs to be made lor a change 
m inventory value, and the tax paid on me purchase of 
capital goods is credited immediately agamst the VAT 
payable on sales. 


Under a VAT , , . . the same value added is 
never taxed twice; that is, cumulative ef* 
fects do not occur. 


Under a VAT. the sum of a firm s purchases (the value 
added at earlier stages) and the value added by me firm 
Itself equals, by definition, the value of the purchases 
ivmich have a lull tax credit atiacheo to them) by the next 
firm m the production-distribution process. As a result, 
the same value added is never taxed twice; that is, 
cumulative effects do not occur. Moreover, at the final 
retail stage, the sum of aft values added throughout the 
process equals the consumer price, excluding tax. In 
other words, the total tax collected piecemeal under the 
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VAT from all stages of pfoduction and distnbution is e 
actty equal to a tax collected on the sale py me reta«i< 
to the final consumer or user: that is. a retail tax : 
national sales tax (NST). 

The net VAT iiapility can also be ascertained by d€ 
ducting the aggregate value of purchases from the ac 
gregate value of sales and taxmg the difference beiwee 
them. This approach to computing value added is caiie 
the direct subtraction technique or accounts method. i 
the United States, it is known as Ihe business iranstc 
tax* <8TT) Of “uniform business tax* (U8T). The BTT wa 
proposed by Sen. WUliam V. Roth. Ur.. R-Del., in 198€ 
Sen. Roth proposed using the revenues to make possibi 
lower income tax rates, super saving accounts, ano mor 
r^id deprecation allowances. A U8T bill was introduce 
recently by Rep. Richard T. Schulze, R-Pa. its revenues 
in turn, would be used to replace the corporation mcomt 
tax and the employer-paid portion of the PICA payroll tax 


In industrisl countrms, services eomprisi 
up to $0 percent of nationei product, toe 
lerge a portion of economic activity to be 
excluded from a broadly baaed consump 
lion tax. 


Finally, value added can be computed as the sum o 
factor rewards: wages, depreciation, interest, and ne 
profits. In the literature, this approach is referred to as 
the addition method. This approach is more compiicatec 
than either of the subtraction methods, because it re 
quires inventory accounting as well as adjustments fo 
investment income and capital goods purchases. Hence 
no country applies the addition method. However. Argen 
tina and Israel apply this method to selected economic 
activities, such as banking, in which the value of inputs 
and outputs i$ difficult to measure. 

HI, DIFFERENCES BETWEEN A VAT AND AN NST 

If 3 VAT is Identical to an NST, why not coHec! me fui 
tax at the retail stage, that is. impose an NST? A VAT is 
preferred for four reasons; (i) potential coverage; (ii 
ability to distinguish producer goods from consume’ 
goods: (iii) ability to effect correct border tax adjustments 
and (Iv) Administrative feasibility. 

First. NSTs are less effective in taxing services tha: 
are rendered pnmaniy by small business establisnments 
Not taxing services means that services are favored ove: 
goods. This distorts the economic choices of both con- 
sumers and producers, and it unnecessarily accentuates 
the regressive impact of the tax. because the demand foi 
services is generally more income-elastic than is the 
demand for goods. In indusmat countries, services com- 
prise up to 50 percent of national product, loo targe a 
portion of economic activity to be excluded from a broadly 
based consumption tax. 

Second. NSTs have difficulty distinguishing between 
producer and consumer goods. How does a registerec 
firm know that a shovel it supplies tax free is not usee 
for (taxable) gardening purposes instead of as an (ex- 
empt) input for factory work? Who knows whether sugar 
is used to sweeten tea at home (taxable) or as an i ex- 
empt) ingredient tor (taxable) bakery products? Similarty, 
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an NST has difficulty distinguishing taxable consumer 
services from exempt services rendered to business. A 
VAT has no such difficuity. because the seller is simply 
told always to charge tax, leaving it to the purchaser to 
obtain a tax credit if it also is a registered taxpayer. 

Third, because NSTs are unable to dtstinguish effec- 
tively between producer and consumer goods, in practice 
many producer goods fe.g.. fuel, office furniture, and 
computers) are taxed. This discourages capital-intensive 
production and. hence, economic growth. Also, it means 
that the NST enters into the cost of exports, with detri- 
mental effects on international competitiveness. Simi- 
larly. because the pnce of domestic goods includes the 
NST on those goods and incorporates an element of tax 
on producer goods, whereas the price of goods imported 
from countries with a VAT that is rebated for exports does 
not. the NST artificially discnmlnates against domestic 
goods. 

Fourth, a VAT is a more robust form of consumption 
tax. U disperses the coiiection process over the whole of 
industry and commerce. It transfers pan of the burden of 
proof concerning tax liability to taxpayers (who must 
prove that they are entitled to the tax credit on pur- 
chases). It penalizes dishonesty more than does an NST, 
because every invoice throughout the production-distri- 
bution process is a ^public declaration* with respect to 
tax liability. 

IV. DIFFERENCES BETWEEN A VAT AND A UBT 

If a VAT is identical to a UBT. why not collect the tax 
on the difference between the aggregate value of sales 
and the aggregate value of purchases, rather than as the 
difference between the tax on each of these two cate- 
gories? The VAT is preferred for three reasons: {*) it is a 
more obvious and robust form of tax: (li) it has fewer 
difficulties with exemptions and differentiated rates, if 
desired; and (iii) the border tax adjustments under VAT 
are more precise and sure to be accepted under GATT. 

First, the VAT is a transactions-based tax, i.e.. VAT is 
charged each time a product is sold or a seivice is 
rendered. The UBT, on the other hand, is an accounts- 
based tax under which the tax liability is calculated after, 
rather than at the time, sales are made. This means that 
the UBT is more of a hidden tax. that no “audit trail* is 
provided, and that the UBT is more susceptible to eva- 
sion. It IS not true that the VAT requires separate business 
accounts. Both taxes have to be ascertained from records 
of sales and purchases, but only in the case of the VAT 
would the entries be backed up by tax invoices. 


An exemption creates an arbitrary and in- 
determinabie benefit for favored products. 
Once lost, the tax cannot be recouped. 


Second, under the VAT, an exemption in the middle of 
the production-distnbution process means that the tax on 
purchases cannot be passed on. As a result, the tax load 
on the affected product will ultimately be higher than in 
the absence of an exemption. This feature creates a 
strong inducement tor business firms to register for VAT 
purposes. No such inducement exists under the UBT. An 
exemption creates an arbitrary and indeterminable bene- 
fit for favored products. Once lost, the tax cannot be 
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recouped. This means that the U6T will be subiect to 
relentless polilical pressure to exempt cenain products, 
activities, and sectors. Fairness and neutrality would sut- 
ler. Furthermore, a UBT cannot accommodate differen- 
tiated rales which, although not to be recommended, may 
be desired for technical reasons or to mitigate the regres- 
sive burden distribution ol the tax. 

Third, under the VAT, the accurate valuation of imports 
is ol no great concern, because if less tax is paid due to 
undervaluation, there will be less tax to credit in the next 
stage. Under the UBT, on the other hand, valuation inac- 
curacies upon import do not simply wash out in succeed- 
ing stages. Similarly, under the VAT. the tax shown on 
purchase invoices is simply rebated at export. Under the 
UBT, on the other hand, there is no certainty that the 
inputs, which, incidentally, have to be valued accurately, 
have borne tax in stages prior to export, in short, border 
tax adjustments under a UBT are likely to be much less 
accurate than under the VAT. If so, they would invite 
objections from the trading partners of the United States. 

Not surprisingly, no OECD country has a UBT. Until 
recently, the Finnish VAT had some features akin to a 
UBT, but these have now been abolished. Also, the Jap- 
anese VAT has an optional subtraction method, but it is 
confined to small firms. Obviously, the ments of a VAT 
versus a UBT must be viewed separately from the use 
of the proceeds. If desired, a VAT, like a UBT, can also 
be used to replace the corporate income tax and/or phase 
out The employer-paid portion of the FICA payroll tax. 

V. DESIGN OF A VAT 

The integrity of a VAT is safeguarded best if it is 
applied to a// final goods and services. Taxing one com- 
modity but not another distorts consumer choices and 
reduces the tax intake at a given rate, although some 
concessions must be made for social policy considera- 
tions and on administrative grounds. 

A. Exemptions 

No OECD country taxes free or govemmentally sub- 
sidized services in the areas of health and education, nor 
does any OECD country tax social, charitable, or reli- 
gious services. In the OECD, these “public interest ac- 
tivities* are exempted. This means that no credit is given 
to the “exempt organizations* tor the tax they pay on 
purchases. Given the nature of the exempt services, 
which are rendered directly to consumers and which often 
are subsidized, distortions of consumer cnoices should 
be small. On the other hand, commercially provided 
educs^ion and health services generally are taxed. 

A second group of activities exempted m the OECD 
includes financial transacuons and insurance. There are 
various problems in trying to tax financial services. 
Should the tax be imposed on the full pnce — the inter- 
est — of the financial service, or should the tax be con- 
fined to the gross margin of the intermediary as measured 
by the difference between its loan revenue and its cost 
of borrowing? Because of these conceptual difficulties, 
as well as practical problems in measunng inputs and 
outputs, all OECD countries have opted for the exemption 
approacn. 

For similar reasons. OECD countries exempt all forms 
of life insurance from the VAT. Nonterm life insurance 
premiums, for instance, have a savings element that is 
difficult to separate from the portion attnbutable to me 
costs of administering the insurance sct^eme. Other 
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forms of insurance are also exempted, except in New 
Zealand, which taxes fire, general, and accident insur- 
ance premiums. To confine the tax to the gross margin, 
insurers are allowed a credit for the tax fraction of any 
indemnity payments. Nearly ail counthet aero rate finan- 
cial and insurance services v^ich are exported. 

8. Reel Eaute 

The treatment of real estate, that is. the lease and sale 
of land and the construction, lease, and sale of buildings, 
is one of the more complicated issues under the VAT. It 
warrants careful consideration. In most industrial 
countries, housing services, con^rising rents «id rental 
values of owner-occupied pmperty. ^mstitute 15 percent 
or more of total annual consurr^}tion expenditures. This 
IS too large a portion of the potential tax base to be 
ignored under a VAT. Moreover, once an essential part 
of the tax base has been excluded, it becomes exceed- 
ingly difficult to recoup. 

Nearly all countries in the OECD area tax budding 
materia, as well as repair and maintenance services, at 
the standard rate. Logically, these materials and ser- 
vices. broadly interpreted as construction activities, add 
up to a new building. Most countries recognize this, and 
under their VATs, newly created buildings are subfect to 
the standard rate as well. This means that a nonregi- 
stered individual buys a new dwelting pa^ the full 
VAT on it. In effe^in mat CMe. me VAT new remden- 
tial property is viewed as the capitalized value of the tax 
that would have been payable in respect of cun-ent hous- 
ing services hsd the VAT been applicable to rents and 
imputed rental values. Basically, commercial buildings, 
which can be close substitutes, ere accorded the same 
treatment. Potentiai cascadmg effects are eliminated by 
permitting commer^ lessors to apply for registration 
and payment of VAT. 

Countnes that follow this approach also exempt the 
sale of real estate other than new buildings. This is logi- 
cal. afthough it means that increases in the value of the 
stock of building services are not taxed, nor is a tax credit 
provided tor decreases in that value. Taxing the transfer 
of (exenm^) real estate woukf iit^ that a ipresi^fiptive) 
tax cmoit would have to be given for me tax. If any, paid 
on the earlier purchase of the property, a choice that no 
country has elected. Again, owners of industrial and com- 
mercial real estate could become registered taxpayers 
and receive me usual VAT treatment. The sale of meir 
property then would be tax^le. but'‘any subsequent regi- 
stered owner would be able to ctaan a tax credit if H. in 
turn, were to tease or sell the pr^ny to a registered 
taxpayer. 

C 3 |,y||| Traders and Farmers 

Generally, small traders and farmers face relatively 
higher costs in complying with the obligations imposed 
under the VAT than do omer taxpayers. SimHariy. the tax 
adminhttmtion's cost of enforcing the tax on them is rela- 
tively higher. For these and other reasons, most OECD 
countnes with a VAT exclude small-scale traders and 
producers with an annual turnover below a specified 
amount (the ‘registration threshold”) from the obligations 
to register, furnish returns, pay tax. and keep prescribed 
records. The VAT paid by small fimis is confined to the 
tax invoiced to them by their registered suppliers. White 
smalt firms benefit from not being taxed on meir own 
value added, they suffer from not being able to pass the 
VAT on to their customers, because, as nonregistered 
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users, they are not allowed to issue tax invoices. Aisc. 
they cannot obtain a refund when exporting their output 
or when purchasing expensive machinery. For these rea- 
sons. the small-firm exemption generally is optional. 

The VAT treatment of farmers requires special atten- 
tion. If taxed, farmers would have to comply with the usual 
VAT obligations. If they were exempted, however, al- 
though they would not incur compliance costs, they none- 
theless would have to pay VAT on their inputs of feed, 
seed, fertilizer, equipment, and machinery for which 
credits cannot be provided. Because farmers are situated 
at the beginning of the production-distnbution process, 
this element of tax would cascade down through the 
process. Clearly, therefore, a straightforward exemption 
of primary sectors, without compensatory measures, 
would be neither fair nor good social policy. 

New Zealand, Sweden, and the United Kingdom treat 
farmers In the same manner as all other producers of 
taxable products, that is. they must comply with the same 
requirements for furnishing returns and making pay- 
ments. Generally, modifications of these requirements 
can be obtained only under the small-firm exemption. 
Other OECD countries do not require farmers to register, 
and they compensate them for the tax borne on the pur- 
chases of VAT-liable inputs. In some countries, a pur- 
chaser of agricultural products receives a presumptive 
tax credit approximately equal to the tax borne by the 
farmer on his inputs. Obviously, the purchaser is ex- 
pected to pass that benefit on to the farmer. In some other 
countnes, the pnmary producer is taxed at a rate (dif- 
ferent from the normal VAT rate) approximately equal to 
the rate of tax (expressed as a percentage of sales) he 
bears on his inputs. As a result, no tax needs to be paid 
nor a return furnished, but the farmer is able to invoice 
the tax to the purchaser of his products, who subse- 
quently can take a credit for it. In all of these countries, 
the agricultural exemption is optional. 


The most appropriate approach to the VAT 
treatmen r of f armors depends to a large ex- 
tent on the size of production units. 


The most appropriate approach to the VAT treatment 
of farmers depends to a large extent on the size of pro- 
duction units. Compared to most other OECD countries, 
in the United States, the agricultural sector is organized 
primarily as large production units. The only sensible VAT 
treatment of these units Is registration and payment of 
t&. which would ensure that agncultural products bear 
a more even VAT burden than they would if they were 
exempted. The small-firm exemption would then apply to 
small production units. 

D. Public Sector Bodies and Nonprofit Institutions 

Under the VAT. public sector bodies may be either 
exempted or taxable. Obviously, it does not make sense 
to tax the Depanment of Defense, if for no other reason 
than that it would be impossible to value its services. On 
the other hand, a good case could be made for taxing 
telecommunications and the Postal Service, which 
charge for their services through telephone bills and the 
sate of postage stamps. 

Under the VAT. public sector bodies must register for 
VAT purposes if they generate goods and services that 
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are used by or benefit businesses and individuals (ex* 
cept. of course, goods and services explicitly exempted 
by legislabon) and for which a price is charged. In other 
countries, such chargeable services include all public 
utilities. Exempt, as wetl as taxable public sector bodies, 
always pay VAT on thetr purchases of taxiUsie suppNes, 
even if this means that they pay tax that is collected 
simultaneously by another government agency. This ap* 
proach safeguards the VAT's integrity in that taxable sup* 
pliers need not distinguish between taxable and nontax- 
able goods and sennces. and consumers cannot find 
illegitimate access to untaxed supplies. Obviously, for 
exeiTM^t government agencies n^ich are financed out of 
general revenue, there ts no net bud^i effect, since both 
the VAT receipts and the appropriations to pay the VAT 
are higher. Usually, arrangements are made to compen- 
sate subordinate units of government for the increase in 
the cost of their purchases upon the introduction of the 
VAT 


The costs of VAT administrstion can be 
greatly reduced by introducing en appro^ 
priate amelhfirm exemption. 

Broadly, nonprofit institutions and government entities 
are treated in a similar fashion; sates of goods and ser- 
vices that would be taxable if supplied by business are 
also taxable if supplied for a price by nonprofit institu- 
tions. for exampie. canteens and gift shops. However, the 
VAT is not applied to services that are supplied without 
compensation, for example, by churches and charitable 
institutions. After all. there is no bas^ on vrttich to calcu- 
late the tax. Even if r>onprofit institutions are not taxable 
on services rendered, their purchases are taxed on the 
ground that suppliers should not be required to differen- 
tiate their sales according to the end user. 


E. AdmlniatiYttve Coats 

The administrative litmus test of a *good* tax is its 
ease of collection and compliance. In OECD countnes. 
administrative costs as a percentage of VAT revenue 
range from 0.35 percent in Sweden to 1.09 percent in- 
Belgium. Measuring administrative costs in this way is 
misleading, because a simple rate change would affect 
the apparent efficiency of the VAT administration even 
though there would be little or no change in absolute 
costs. A better yardstick would be to measure administra- 
tive costs per registered trader or per tax office staff 
member. Although figures are difficult to compare proper- 
ly, they clearly show that the cost of administenng the 
broadly based, single rate New Zealand VAT is only a 
fraction of the cost of administenng the U.K. VAT. which 
zero rates 40 percdnt of the potential tax base and has 
complicated schemes for real estate and small traders. 

The costs of VAT administration can be greatly reduced 
by introducing an appropriate small-firm exemption. In 
1965, approximately 60 percent of all agricultural and 
nonaghculturai firms in the United States had business 
receipts of less than $25,000. These small firms ac- 
counted for less than one percent of total business re- 
ceipts. Thus, exempting these firms would hardly affect 
tax revenues, but the number of taxable firms would be 
reduced from 20 million to 7.5 million. The costs of VAT 
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administration aiso can be reduced by applying a single 
rate, providing tor less frequent returns, and by close 
integration with the administration of the federal Income 
tax. 

Although international data on administrative and com- 
pliance costs of the VAT must be treated with caution, it 
is clear that a VAT can be collected at a significantly lower 
average cost than can income taxes for a similar amount 
of revenue. Data on compliance costs are even more 
sketchy, but a simple rule of thumb (the ratio of VAT 
lawyers to income tax lawyers) indicates that VAT com- 
pliance costs are far lower than income tax compliance 
costs. In terms of administration and compliance, the VAT 
emerges rather well from a comparison with the income 
tax. 


VI. THE REGRESSIVmr ISSUE 

The most pointed criticism of a VAT is that its burden 
is distributed regresstvely with respect to income. Since 
consumption as a share of income fails as income rises, 
a VAT levied at a uniform rate falls more heavily on the 
poor than on the rich. While the criticism is valid, it is true 
only if VAT payments are expressed as a percentage of 
income. If, instead, consumption is used as the de- 
nominator, then, by definition, the impact would be pro- 
portional. The burden of a VAT levied at a uniform rate 
also would be largely proportional if the denominator 
were lifetime income father than annual income, because 
many income recipients are only temporarily in lower-in- 
come brackets. They move into the middle- or upper-in- 
come brackets as their earnings increase. A lifetime in- 
come concept takes account of this phenomenon. 

Whatever the case, in the political arena, the burden 
distribution of the VAT is usually measured against an- 
nual income. The question in this context is whether the 
regressivity issue should be addressed through the VAT 
itself or through other tax and expenditure measures. The 
VAT itself might be used to tax at a lower-than-standard 
rate (or even at a zero rate) essential consumer items 
tliat are disproportionately consumed by the poor and. 
conversely, to tax at a higher- than- standard rate luxury 
commodities that are disproportionately consumed by the 
rich. Corrections outside the VAT system might include 
higher income tax exemptions, lower basic rates, or in- 
creases in transfer payments to the poor. 


Strong argument$ have been advanced 
against the use of muttipie rates under a 
VAT. Rate graduation is a very blunt and 
expensive instrument to mitigate regres- 
sivity. 


However, strong arguments have been advanced 
against the use of multiple rates under a VAT. Rate gradu- 
ation IS a very blunt and expensive instrument to mitigate 
regressivity. As household budget expenditure surveys 
Indicate, with rate graduation, the rich generally benefit 
twice as much as the poor in absolute amounts. This is 
because, for VAT purposes, it is nearly impossible to 
distinguish expensive higher-quality food products 
bought by the nch from less expensive ordinary food 
products purchased by the poor. If such a distinction is 
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not feasible, lower rates become less effective In mitigat- 
ing the regressivity of the VAT. This is confirmed by the 
findings of four recent country studies, which liKlicate that 
ttie in^ct of a VAT does not differ signiHcantly whether 
i fce ssH tes are zero rated (as in die UrOM Kii^dom), 
taxed ^ a lower rate (i^ In die NMheilafids), or taxed at 
the atandaid rate (as In Denmark and Norway). 

Furthermore, the costs of administering a VAT are 
Inevitably increased by a differentiated rate structure, 
because it brings In Its train problems of delineating prod- 
ucts and ktteipiedng die rules regarding whl^ cate 
should be apfHied. Even car^ de^^, anomidles 
cannot be avoided. Differentiated rates also Invc^ve a 
signifieant Increase in compliance costs, particularly of 
sman firms. Usually, it b not possible for them to l^p 
separate accounts for the sales of tdfferentially taxed 
products. The lax liabilfty must then be determined by 
applyliig presumpdve nie^ods, an aiH^roach dud In- 
cmses die tffictdty mondorlfig die taxpayer's oom- 
pilsfioe. Also, there Is evidence that die increase In com- 
pliance costs attributable to differentiated rates is 
dtetrttxrted regresslvely vrith respect to income. Smaller 
llrins adth lower Incomes bear proportkmately more of the 
burden thsm do larger firms. 

it ^KHild sdso be efi^>hastzed that, ghren the amount 
of revenue to be raised, applying a lower or zero rate to 
esstmUal commodities means thad^he standard rate must 
be higher than it would be in the absence of rate differen- 
tiation. This higher standard rate would magnify the dis- 
tortion of consumer and producer choices. This defect 
should be taken seriou^ because, as a rule, the severity 
of tax distortions Increases tKogresshMy with the tax rate 
that causes them. It has also been shown that h^h ad 
yatomm rates have detrimental effects on product quality. 
The higher the standard rate required to maintain reve- 
nue, the more serious are these effects. 


Normally^ the Introduction of a VAT would 
be accompanied by a general price incfease 
of some 0.7 percent for each percentage 
point of tax if its introduction were accom- 
modated by the monetary authorities, as is 
ordinarily the case. 


Similariy. increased rates make little sense. To the 
extent that they cover expenditures for drinking, smoking, 
and driving. Increases in the related excises or user 
charges are indicated. Also, higher rates are difficult to 
enforce with respect to small high-value items, such as 
jewelry, perfume, and cameras, which easily can be 
smuggled in from abroad. In practice, the part of the VAT 
base that can be taxed at a higher rale is extremely small, 
at most live percent of total consumption expenditures. 
This is to be expected. As noted above, higher-income 
groups usually buy varieties of particular commodities 
that are more expensive than the varieties bought by 
lower-income groups, bul it is nearly always impossible 
to distinguish between them in a way that is relevant for 
VAT purposes. The rich also spend proportionately more 
than the poor tor foreign vacations and on education, but 
these expenditures either cannot be taxed or must be 
excluded on merit grounds. Overall, higheMhan-standard 
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rates Impart tittle progresstvity to the distribution of the 
VAT burden. 

Nonetheless, 15 of the 21 OECO cx)untries erith a VAT 
address the regressivity issue within the context of the 
VAT by applying one or more lower rates to essential 
Hems. However, this lecture owes much to the situation 
in the orfgirwl EC member states, which adopted the VAT 
in the late 1950s and early 1970s. These countries were 
concerned %vith staykig as dose as possible to the tax 
burden distrixition d the previous turnover tax so as not 
to Jeopardize the acceptance of a completely novel levy. 
(Lately, these countries have begun to reduce the number 
of VAT rates.) Not surprisingly, later converts to the VAT, 
not cortstrained by these considerations, adopted a uni- 
form rate and adjusted the resultant regressiw distribu- 
tion of burden more effectively elsewhere in the tax and 
ifibome transfer system. 

In the United States, the regressivity of a VAT could 
be offset by (0 adjustments in food stainp payments and 
AFDC bendits to compeitsate low4noome temflles with 
children, (il) ar^ustments in Social Security bertefits aruf 
SSI payments to compensate the elderly, (ii) the pro- 
vision d a refundable vanishing VAT credit agairtst per- 
sonal irxxxrte tax liability, and (tv) an increase in the 
earned income tax credit to cornpensate low-income 
workers. A highly knagirtative approach would be to use 
part of the VAT revenues to reduce the payroll taxes that 
are highly regressive, distortionary, and which cannot be 
rebated on exports. 

Vn, EFFECTS ON PRICES, SAVING, 

AND CAPITAL FORMATION 

An often-voiced cof>cem in countries without a VAT is 
that the introduction of the tax %vould set in motion a spiral 
in which the tax, prices, and wages would feed on each 
other, i.e., a VAT would be inflationary. Normally, the 
introduction of a VAT would be accompanied by a general 
price increase of some 0.7 percent for each percentage 
point of tax if its introduction were accomn>odated by the 
monetary authorities, as is ordinarily the case. The cru- 
cial question, however, is whether this one-tinre increase 
would lead to further price escalations. Empirical evi- 
dence suggests that in 11 of the 13 OECO countries 
surveyed, considering all circumstances, the introduction 
of the VAT either had little or no effect on retail prices or 
simply resulted in a shift of the CPI trend line (one-time 
effect). The answer to the question raised above, there- 
fore. almost categorically, is that VAT introduction does 
not lead to>& price escalation spiral. - . 

If approximately 70 to 80 percent of consumption ex- _ 
penditures would be taxed, a five-percent VAT would lead 
to a three- to four-percent increase in the CPI. In the 
absence of compensating wage adjustments, disposable 
incomes would be reduced correspondingly. It should be 
pointed out. however, that this reduction in take-home 
pay also would occur under an equal-yield increase in 
the personal income tax or in excise taxes. 

A VAT is neutral with respect to the choice whether to 
consume now or to save for future consumption. Although 
a VAT reduces the absolute return on saving (that is, the 
amount of future consumption), the tax does not reduc^ 
the net rate of relurn on saving, in contrast, an income 
tax reduces the net rate of return on saving, because 
both the amount saved and the interest earned on thaj^ 
amount are subject to tax. Therefore, if it is assumed that 
saving increases as the net rate of return on saving 
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incroases. a VAT is superior to an income tax in promot- 
ing capital formation and economic growth. 

VIII. iNTERNATIONAL COMPETITIVENESS 

Since a VAT is levied on imports but rebated on ex- 
ports, it is often contended that the tax promotes inter- 
natlonai oompetitiveness. The oountry*s trading partners. 
Itie argument goes, ^subsidize* exports to the United 
Stales and ^rSs^unmate" again^ in^orts from the United 
^aies. In a more sof^lsticated verskm the aii^mienl, 
ft la pointed out that since the United States refi^ rela- 
tively more heavily on income taxes, which are not 
lebatable under GATT, in terms of intematiofud trade, the 
country Is disadvantaged vrs-a-Ws its trading partners, 
which collect relatively more revenue from ftidirect taxes 
less hamdul to trade. 

Emphatici^y. the argument that a VAT Is a tarfft-cinn- 
export subsidy is wrong. However, there is some ground 
lor assuming that the heavy reiiance on inoome taxes 
hampers exports. In thinking about these two issues, it 
Is useM to compare the intemationai trade ^fects of a 
VAT on the one hand to Its eqtxvaleiit--the NST, and on 
the oftier hand to a substituting perscmal ftioome tmcThe 
tatter comparison b appropriate if It Is assumed that 
additkMial revenues must be raised through either a VAT 
or an income tax increase. Attematrvely. the proceeds of 
a VAT cotrtd be used to lower the income tax. 

It Is well blown that e^^rts are not taxed under an 
HST because ttiey do not r^mstitum retaS sales. For the 
same reason, imports are not taxed until sold at retail. 
Exactly the same happens under a VAT. Exports roust be 
"detaxecT by rebating the tax collected tn earfier stages 
of production and distribution so that exporters are not 
disadvantaged vis-a-vis their foreign competitors, im- 
ports are taxed, but the tax that Is tn^sed at the import 
stage under the VAT mechanism can be crerfiled by the 
first taxable inland user, resulting In equivalent treatment 
Ws-a-vis domestically produced goods. Under VAT, ex- 
ports and imports end up bearing exactly the same tax 
as under an NST of equal rate. 


The impositton of a VAT, , , does not in- 
valve a change in the allocation of re- 
sources, production incentives, or 
International competitiveness. 


Under a uniform VAT, all consumer prices rise exactly 
in proportion to the VAT, thus leaving all relative prices 
urr^anged. The imposition of a VAT, therefore, does not 
involve a change tn the allocation of resources, produc- 
tioo Incentives, or international competitiveness, indeed, 
coftirary to popular belief, international competitiveness 
would suffer if the VAT would not be rebated at export. 
Since world prices facing producers would not change. 
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the VAT on exports would be borne by them* exports 
%vou(d decUne, the U.S. dollar would depreciate, and lm> 
ports would beowne more expensive, fn effect, the non- 
rebatable poi^n the VAT wofdd be a protectionist 
import tariff vioiatirtg the spirit, if not the letter, of the 
GATT, 

This conclusion must be modified if the VAT were 
substituted for (an increase in) the personal income lax. 
As a fax on current consumption (of domestically 
fmKfuoed and in^x>rted goods), the VAT wtoM dtamipen 
domestic demand. By contrast, hicome tax Is an iiKh^e- 
ment to current consumption and discourages saving 
because it taxes savings as well as income from savings. 
Substituting the VAT for (part of) the Inoome tax, there- 
fore, promotes saving and improves the trade balance. 
Over time, of <x>ur5e, this effect would canc^ itself out, 
because the ^xnimulaffon of forel^ lesecves woidd lead 
to increased Imports. In short, the VAT would have a 
positive short-run effect on the trade balance, but no such 
effect would occur in the long run. What is plausible, 
however, is that compared to an IrKXMne lax, a VAT is 
more condudve to promoting saving, capital focmalion, 
and economic growth. 
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The Hon. Bill Archer 
Chairman 

Committee on Ways and Means 
1 1 02 Longworth House Office Building 
Washington, DC 205 1 5 

Dear Mr. Chairman: 

During the Committee's June 7 hearing on tax reform, you asked me and the other 
members of the value-added tax panel to submit for the record our recommendations 
regarding regressivity offsets. This letter provides my comments on three issues -- (1) the 
nature of the njgressivity problem of a value-added tax, (2) whether the tax system itself 
should be structured to address regressivity and (3) how the problem should be addressed 
outside the value-added tax. 

My general conclusions are that regressivity is not a fundamentally different problem 
under a value-added tax than it is under any other tax paid by businesses and that any 
problem which does exist must be addressed outside the value-added tax system itself. 

1. The Nature of **Regrcssivity” in a Value-Added Tax 

All fonns of taxes applied to economic value-added {e.g., a retail sales tax, the 
European VAT, the subtraction method business activities tax) are widely assumed to be 
regressive. This is based on the belief that the tax burden is fully passed forward to the 
ultimate consumer who pays the tax as a part of the total cost of purchased goods and 
services. Lower income households generally consume larger portions of their incomes than 
do middle and upper income households, so the burden of the tax is believed to fall 
disproportionately on them. 

Two fundamental questions need to be considered — is the assumption correct, and is 
this result unique to the various taxes on value-added? 



I have long been troubled by the assumption that a tax on value-added is always fully 
passed forward to the consumer. This phrase - "fully passed forward to the consumer" - 
cannot mean simply that prices go up. Prices could rise by the full percentage of the tax 
rate, and sales certainly will continue to occur at the higher prices. Instead, "fully passed 
forward to the consumer" must mean that the full burden of the tax — or the economic 
incidence of the tax - falls on people in our role as consumers because we buy the same 
quantities of goods and services at the higher prices that we bought at the lower prices. If 
that occurs, the tax is fully passed forward because neither the profits of the sellers of goods 
and services nor the wages and salaries of the sellers' employees are reduced. But if 
consumers purchase somewhat lower quantities of the same goods and services at the higher 
prices, they are not bearing the full burden. Instead, as sales volumes fall, some portion of 
the burden of the tax is actually being paid by the business owners (because their profits also 
fall) or by employees (because wages are reduced or people are fired) or some combination 
of the two. 

Both common sense and my experience as a partner in my own business tell me that 
any cost of doing business is included in prices to the maximum extent possible. When 
customers resist by buying fewer goods or by shifting to lower-priced goods, the business 
looks for ways to maximize its sales volume and profitability. A principal way is to scale 
back the price increase. In that case, the business owners bear a portion of that tax. Unless 
the market place is literate and can distinguish between taxes and other costs of operating a 
business, there is no apparent reason for concluding that a tax on value-added in any form is 
inherently more likely to be borne fully by consumers than is any other cost. 

b. IsL the pass forward unique to taxes^on value-added? 

If taxes on economic value-added are passed forward to some unknown degree from 
business to business, is this result unique to these taxes? Aren’t the taxes that a business 
pays on its profits, payroll and property passed forward, too? What about the individual 
income tax that is paid by employees from their gross wages - isn't this included to some 
degree in what the business collects from customers in order to pay gross amounts of wages 
and salaries? 

Looked at another way, what would happen to market prices if ail taxes paid out of 
business receipts (including income taxes on employees' wages) were suddenly repealed? Is 
it likely that businesses could sustain current price levels for an extended period of time? 
How long would it take for enterprising companies to begin reducing prices - and to gain 
market shares — while retaining their desired level of profitability after the expense of taxes 
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had been removed? I believe that the process would begin very quickly and would continue 
until a new level of equilibrium is found in all markets. If so, that is at least intuitive proof 
that current taxes paid by businesses are also included in prices to some significant degree. 

My view is not that a tax on value-added would not be passed forward to consumers 
to the maximum extent possible. In fact, 1 believe that it would. Rather, my proposition is 
that a tax on value-added will be passed forward to the same degree that any tax or other cost 
of doing business is passed forward. This requires that the regressivity issue be assessed in 
terms of what effect, if any, will arise from the substitution of a tax on value-added for direct 
taxes on profits and/or payroll. 

This also suggests that federal policy makers and others should not encourage the 
conventional wisdom about price increases following enactment of any of the taxes on 
value-added, unless the conventional widsom can be proven. A prolonged period of telling 
people that prices will go up when one tax is substituted for another is likely to encourage 
that initial reaction and to delay the efficient work of market forces that will sort out the 
longer-term effects of substituting one tax for another. 

2. Addressing Regressivity Within a Tax on Value-Added 

Even if a one-time increase in prices can be proven, efforts to offset regressivity 
should not become part of the value-added tax itself One approach to lessening regressivity 
is to exclude the sales of food, medical care and housing from the gross receipts of 
businesses under the subtraction method tax. This is the equivalent of the zero rate under the 
credit method VAT, and it is the chief source of the problems presented by VATs in other 
countries (and by state and local sales taxes in this country). This approach is wasteful, 
inefficient and complicated. 

First, such exclusions waste enormous amounts of foregone revenue on unintended 
beneficiaries. To provide the intended assistance for, perhaps, the 20 percent of households 
with the lowest incomes, exclusions also forego revenues from sales of food, medical care 
and housing to the other 80 percent. These middle and upper income households are very 
likely to buy more and higher priced necessities. So, to get the intended benefit to 20 
percent of households, at least four times as much revenue is lost from everyone else. 

Second, the exclusion of food, medical care and housing cuts the tax base 
dramatically. Based on national income accounts data, a 15 percent tax rate on a universal 
tax base must be increased to about 21 percent to recover the revenues lost because of the 
exclusions. Lower income households also purchase the goods and services that would now 
be taxable at the much higher rate. Thus, the already wasteful effort to provide a benefit to 
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such households becomes even more inefficient by taking back a large portion of the 
intended benefit. 

Third, the preferential rules set the stage for complexities and controversies that will 
swirl around the definitions of "food" and "medical care" and "housing" and anything else 
that is left out. These are the source of numerous controversies in the countries in which 
they are used. 

Fourth, many of the goods and services that would receive preferential treatment do 
not enter international trade. Housing, medical care and much of the food sector of the 
economy are purely domestic in nature. Absent the same tax burden as other sectors, these 
sectors will enjoy an artificial tax-induced cost advantage relative to export-intensive 
businesses and to those that compete with imports. This tax preference will encourage a 
shifting of resources to the untaxed sectors and away from treide-related sectors of the 
economy. Our trade-related sectors could contract, and competitiveness could deteriorate as 
an unintended but real consequence of the preferential treatment. 

For these reasons, it is clear that a system which taxes value-added should not be 
shot full of multiple rates and preferences in an effort to deal with regressivity issues. All 
businesses should be taxable at the same rate on their business activities. 

3. Addressing Regressivity Outside of the Value-Added Tax System 

If it can be determined that a tax on value-added is certain to be passed forward to 
consumers to a greater degree than the taxes which it replaces, that issue should be addressed 
outside the value-added tax itself, for the reasons noted above. After quantifying the 
magnitude of the greater pass forward, the next step is to determine how much of this effect 
is offset by current government programs. A number of existing transfer payment and 
income support programs will be adjusted upward by their COLAs to reflect any price 
increases. These will include Social Security, military/govemment/railroad retiree pensions 
and various other specific benefits programs for certain employment categories and for food 
and housing support. Entitlement programs for medical care such as Medicare and Medicaid 
cover some additional portion of the effect, too. 

To the extent that there is a price effect that is not offset by these programs, a direct 
transfer payment can be used. If the income tax is repealed, perhaps a simplified refundable 
credit based on household income (including government programs) and dependents can be 
fashioned. The current review in Congress of the earned income tax credit should provide a 
basis on which to construct any direct transfer payment mechanism that is necessary, based 
on total receipts of the household and the number of persons living there. 


Summary 

1 urge the Committee to undertake first a serious assessment of the regressivity issue 
with a reconsideration of the "full pass forward" premise itself and then a reconsideration of 
how current taxes are passed on to consumers. Only after a problem is confirmed will it be 
possible to assess its magnitude, the ability of existing government programs to address it 
and the possible need for even more targeted relief. 


Sincerely, 
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Response by Alan Schenk to Chairman Archer's Request for 
Information on Regressivity 

Mr. Chairman: You asked our panel to send you our comments on how to handle 
the regressivity issue under a value-added tax. I will quote in part from an article I wrote 
in 7 Virginia Tax Review 207, 270 (1987), where I wrote: 

"Broad-based sales taxes are considered regressive because they impose a higher tax 
burden, as a percentage of income, on lower income groups (especially those below the 
poverty level) than on higher income groups.... [t]he regressivity of one tax may be 
accommodated by making adjustments in the progressive taxes if, as a result, the overall 
federal system possesses an acceptable degree of progressivity." 

If Congress is concerned about the regressivity of a VAT, it should look both at the 
distribution of the VAT burden and the distribution of the benefits Hnanced by the tax. 

If a consumption tax like a VAT, that is collected by business, replaces all federal 
income taxes, there is little opportunity to make adjustments for regressivity under 
remaining progressive federal taxes. A VAT is not adaptable to differing economic 
situations of individuals or households. 

If it is desirable to have a tax on consumption, it should be imposed on the broadest 
possible base in order to keep the tax neutral. The tax should not distort choices that 
consumers make about the products and services that they want to buy. It is undesirable 
to accommodate for regressivity within the VAT system, such as by granting exemption or 
zero rating to necessities like food, housing and medical care. These adjustments in the tax 
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base complicate the tax and grant benefits to high income households as well as the low 
income households that need targeting to resolve the regressivity issue. 

[f Congress retains the individual income tax or converts that tax to a progressive 
consumption tax like that proposed by Senators Domenici, Nunn & Kerrey, regressivity of 
the VAT could be addressed through credits like the earned income credit and increases in 
the standard deduction. Alternatively, the regressivity of a VAT could be accommodated 
through changes in direct grant programs to low income families, such as the food stamp 
program. Canada accommodates for regressivity by issuing a check quarterly to lower 
income households that were adversely affected by the introduction of the Canadian Goods 
and Services Tax. Unfortunately, Canada also complicates its tax by granting special 
treatment to food and other items. 

Some economists claim that if a VAT or other tax on consumption is tested over a 
lifetime, the tax is not regressive. Even if the data supports this conclusion, this claim is 
not responsive to the problem. We historically have measured fairness of federal taxes, 
particularly the individual income tax, by using a year as the period of measurement. It 
seems inappropriate to use a different period of measurement to evaluate a consumption 
tax. As Dr. Carl Shoup wrote almost 50 years ago, a nation’s "tax system must satisfy the 
deep, widespread feelings of the people as to what is fair. " (Gen. Headquarters, Supreme 
Commander for Allied Powers, Tokyo, 1 Report on Japanese Taxation 17 (1949)). 
Ultimately, the question is whether the American public will view a VAT as a replacement 
tax, without any adjustment for the impact of the tax on low income households, as a "fair" 


tax. 
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Chairman Archer, Mr. Gibbons. 

Mr. Gibbons. First, I want to thank you, Mr, Chairman, for call- 
ing these witnesses and calling these hearings, and I want to thank 
the witnesses for their contribution that they have made to the 
whole understanding of taxation. I met and listened and read from 
each one of them and tried to profit by what they have thought. 

I am familiar with the Canadian experience. I have talked to the 
Canadian taxwriters, and they suggest that the best transition is 
to go cold turkey, but don't write a law like their goods and serv- 
ices tax, write a law very similar to the one that I call my proposal, 
which is a simple subtraction method VAT. They think that their 
system as conceived was overly complicated. They also think that 
you ought to do it as a replacement tax, not as an add-on tax. I 
realize they were both adding on and replacing at the same time. 

I think tnat is the experience that you have nad in Europe, too, 
is you were adding on and inventing a tax system and you came 
up with a credit voucher system, subtraction system, and I think 
as you go through the evolution, Europe will sooner or later just 
go to a simple subtraction method VAT. That is what it looks like 
to me as you replace more and more of your income tax and your 
other systems oi taxation with a value-added tax. That is the rea- 
son I try to just make the jump all at one time. 

Now, I am concerned about the crediting at the border, the ad- 
justment at the border. Under my system, the tax is embedded in 
the price of the goods and services. You don't have to keep display- 
ing it on every individual voucher, but we could require it to be dis- 
played on every voucher, although I think that would be a waste 
of time. It may make it difficult if we ever have to change the rate 
if we have it embedded in all those vouchers, too. 

So tell me, what do you think is the danger of us getting in a 
trade squabble with our world trade partners if we go to the simple 
subtraction method of the tax? Would any of you want to fight that 
one? 

Mr. Schenk. I would be happy to start. As I said during my com- 
ments, Mr. Gibbons, it seems to me that if, in fact, Congress adopt- 
ed your very broad-based sales subtraction VAT, it is economically 
equivalent to what the Europeans imposed. Therefore it would be 
a bit disingenuous if our trading partners said the Europeans can 
do it, anybody that follows the Europeans can do it, but you can't 
do it if you choose a different method of calculating the tax of value 
added. 

Now, there are some concerns, and your colleagues in the Senate 
want to provide a payroll tax credit, not just repeal the payroll tax. 
The credit may be quite different when it comes to border 
adjustability. That is where we are going to get into trouble. 

I am not saying that the answer is clear, but certainly our trad- 
ing partners can argue that a p^roll tax credit has the effect of 
not taxing some compensation. If you are really not taxing some 
compensation, maybe you are not taxing value added any longer. 
It then becomes an income tax and therefore not border adjustable. 
It really depends. Sor^ for an academic answer. 

Mr. Gibbons. That is all right. 

Mr. Massa. The problem, the potential problem that Alan just 
raised, I think, needs to be emphasized is not related to the struc- 
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ture of the value-added tax. It is how an additional tax relates to 
it. I would hope that our tradine partners are not disingenuous 
enough to say if we are taxing value added this way it is aifferent 
than if we are taxing value added that way. 

It is often observed that the credit method tax is a tax on prod- 
ucts or on transactions and that the subtraction method is a tax 
on books of account or on the period. But I would recommend very 
strongly that you consider the fact that your tax and the subtrac- 
tion method tax, in fact, compute a tax on the value of eveiy good 
sold and every service sold. You simply accumulate it at the end 
of the period. 

It doesn’t seem to me that there is any fundamental difference, 
any difference except a mechanical one, so aside from the fact that 
perhaps our trading partners might not like our wising up and 
stepping into a border adjustable tax, I would hope we would not 
have real difficulty telling them that this is an apple and this is 
an apple, and we are going to treat them both the same way at the 
border. 

Mr. Cnossen. Mr. Chairman, I have two very distinguished law- 
yers here on my left side, and it is the first time I hear two distin- 
guished lawyers say that something which is economically equiva- 
lent is also legally equivalent. As I understand, lawyers go by what 
the law says and what the treaty says, and the GATT treaty or the 
WTO treaty says that the tax most be imposed on specific products 
and it must be possible to calculate the rebate unambiguously. 

I would like to say here that income, of course, is also value 
added. Under the flat tax, value added is the sum of wages and 
capital income, and yet income taxes, under the General Agree- 
ment on Tariffs and Trade, are not rebatable at borders. We nave 
agreed to this provision, even though revenues and value added are 
the same thing. So I would tend to be more pessimistic about the 
chances that border tax adjustments for a subtraction method VAT 
would be accepted without a fight. 

I would like to add that the eligibility for export rebate also is 
in doubt because there is no presumptively correct record of the tax 
that has been paid in previous stages of production and distribu- 
tion. 

Mr, Gibbons. Well, we could just, each voucher that would sup- 
port the transactions, and there has to be vouchers somewhere, you 
know, people have some kind of record of what they did, you can 
simply put on each one of those vouchers, this includes x percent 
value-added tax. It would seem to me that would be the paper trail 
that you need. That is about all you really get with the European- 
style tax. 

Mr. Massa. It doesn’t prove it has been paid. 

Mr. Gibbons. It doesn’t prove it has been paid, that is right. I 
don’t want to take any more time. Other Members ought to have 
more time. I have talked to these gentlemen so muA over the 
years, I want to commend you again, though, each of you, for your 
thinking that has gone into all this, and I know that you realize 
I have stolen valuable material from you to include in my writings, 
and I thank you for it, and in my thinking, and so I will yield back 
the balance of my time. 

Mr. Schenk. Mr. Gibbons, could I make a personal comment. 
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Mr. Gibbons. Certainly, 

Mr. Schenk, I testified before this Committee for the first time 
in 1970. I was the 17th witness out of 17, and it was a very long 
day for me and for all Members of the Committee, and at the end 
of the day there were only three Members left, and thank you, Mr. 
Gibbons, you were one of them. 

Mr. Gibbons. Well, thank vou. Thank you, I sort of recall that. 
My memory gets a little dull going that far back, but thank you 
very much for remembering that. 

Mr. Collins [presiding]. Thank you, Mr. Gibbons. 

Mr. Portman. 

Mr. Portman, Thank you, Mr. Chairman. Just a brief followup 
to Mr. Gibbons' questions. I have one specific issue as to services. 
Let's assume the proposed tax system is border adjustable. How 
would you deal witn the imported services? 

Mr. Massa. Well, services are a good deal tougher to deal with 
because they are not tangible. They don't cross the border. They 
don’t come through a customs point and say here it is, let’s levy 
the tax. I believe what you will find in the various subtraction 
method proposals that are out there, a business importer of serv- 
ices is simply not allowed to deduct the services in computing value 
added and therefore they get into the base. 

One of the areas on which more creative work needs to be done 
is telecommunications and professional services that are imported. 
There simply is no way to say, well, it crossed the border, therefore 
it goes into the base. The principal approach in the subtraction 
method is to say you do not treat it as a business purchase if you 
bought it from a foreign service supplier, therefore your own base 
is increased and the tax gets paid on it that way, 

Mr. Cnossen. Services cannot be imported or exported. Services 
are not mentioned under the General A^eement on Tariffs and 
Trade, so what all value-added taxes do is make the recipient of 
a foreign service liable for reporting and paying the tax on the im- 
ported service, and eligible for the subsequent tax credit. 

Mr. Portman. Mr. Massa, I enioyed reading your testimony, par- 
ticularly your suggested principles for tax reform. In looking at 
them, it seems to me that they might apply equally, at least in 
most cases, to a national sales tax, and yet you come out strongly 
in favor of a VAT tax in your statement and your testimony. 

Can you talk a little about that, the tax base of a national sales 
tax as an example as compared to the tax base of a VAT tax, and 
Professor Schenk and Dr. Cnossen, feel free to chime in. 

Mr. Massa. The tax base is the same, it is value added. It is the 
value of all goods and services consumed. The national sales tax 
simply applies at one stage to what a value-added tax does in in- 
crements along the way, so at least in theory the tax bases are the 
same. 

There are some issues which sales tax proponents need to ad- 
dress and I think are addressing, one of which is if you miss a sale 
at the retail level, that entire tax base is gone. Therefore, in the 
underground economy which continues to operate, I assume, any 
goods and services that are sold when somebody is doing your roof- 
ing off the back of a truck or some such thing, that entire tax base 
is just missing. You miss it all. 
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Another major problem, certainly from the business perspective, 
is making sure that a business which buys goods and services for 
use in its own business doesn’t pay the tax. That is a troubling 
issue that I think still has to be dealt with. The multistage value- 
added tax does not have those problems, and that is why I think 
it is a simpler system to deal with and more efficient than a sales 
tax, but in the ideal world they reach exactly the same conclusion. 

Mr. PORTMAN. Professor Schenk, any thoughts on that? 

Mr. Schenk. Yes, Mr. Portman, what I would add is experience 
from Louisiana. Maybe Mr. McCrery could confirm this. Louisiana 
had a single stage retail sales tax, and many years ago they added 
a wholesale level to that tax and gave a credit to retailers so that 
it wasn’t a double tax. The State estimated what the revenue 
should have been raised just by adding this wholesale tax. They 
were amazed that revenue went up dramatically more than they 
expected. Well, it is not surprising. What they found is that with 
a multistage tax, people subject to the retail sales tax who pre- 
viously cheated, now paid the tax. 

Mr. Portman. So retail taxes, as well as wholesale taxes, were 
probably increased, and people were identifying the taxable amount 
at both levels? 

Mr. Schenk. Yes. 

Mr. Portman. Dr. Cnossen. 

Mr. Cnossen. Yes, I think a retail sales tax would put too much 
weight on the weakest chain in the production distribution net- 
work. Moreover, I think a value-added tax, and I think that is an 
important feature, particularly in the United States, would enable 
you to exempt 15 out of 25 million businesses if you had a small 
firm exemption of $100,000 with a loss of revenue of only 3 percent; 
2.6 percent, to be exact, to quote the GAO’s report. 

Of course, a retail sales tax, because the whole tax is collected 
at the retail stage, not at previous stages of production and dis- 
tribution, could not accommodate that kind of exemption without 
very serious loss of revenue. 

Mr. Portman. Thank you, Mr. Chairman. Thank you gentlemen. 

Mr. Collins. Mr. Hancock. 

Mr. Hancock. Thank you, Mr. Chairman. 

We are talking about primarily at this hearing about a total re- 
placement of the income tax. Have you gentlemen ever given any 
thought to— or is there any credence in the possibilities of, for in- 
stance, a value-added tax replacing the income tax? You still got 
a whole bunch of other taxes, sales tax to replace the income tax. 

You still got a whole bunch of other taxes built in, excise taxes, 
what have you. Would it be even feasible to consider replacing the 
entire tax structure of the U.S. Government with a value-added 
tax, giving them back every tax except a value-added tax or a sales 
tax? 

Mr. Massa. I think Mr. Gibbons certainly believes so because 
that is the thrust of his package. It would seem to me that setting 
aside for the moment the issues of how much money you are going 
to accumulate to put into or earmark for Social Security or the 
highway trust fund or anything else, I don’t see any reason why 
things wouldn’t get more and more efficient if we had one uniform 
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neutral tax that was the government's entire source of funding. 
Can it be done? I don't know, but in theory it certainly could. 

Mr. Hancock. Is there any country that you know of that oper- 
ates on that basis, even a small country? 

Mr. Massa. None that I know of. 

Mr. Cnossen. No country has ever gone down the way that 
Chairman Archer is proposing, replacing the income tax by a value- 
added tax. If you did replace the whole tax system in the United 
States by a consumption tax, that probably would require a rate 
around 40 percent on all consumption expenditures, 

I think that would raise very serious compliance and administra- 
tive problems, very serious taxpayer resistance; moreover, I guess 
we all know, intuitively know, that the higher the tax rate gets, the 
CTeater the distortions of the tax system become. That is why we 
have more than one tax, because we can keep the rates low and 
distortions generally are less than if we had one unique tax. Be- 
sides, there are other taxes, excises, and so forth, with which you 
want to achieve goals other than simply raising revenue. 

Mr. Hancock. Thank vou, sir. 

Mr. Collins. Mr. Ford. 

Mr. Ford. Thank you very much, Mr. Chairman. I will try to be 
very brief. Let me ask the members of this panel whether we 
should look at some of the other countries and whether they have 
an income tax as well as a VAT tax. Should we focus on changing 
the existing income tax system rather than change the whole Tax 
Code itself. If changing the system as we know it is advisable, 
should we implement a VAT tax with the subtraction method? 

Mr. Schenk. Well, Mr. Ford, it makes me a little nervous to go 
cold turkey, as the Chairman suggested, from one to the other. We 
have no experience, no countiy in the world has that kind of expe- 
rience. As Professor Cnossen just pointed out, a balance of taxes is 
maybe one way to move so that some of the taxes are collected at 
the source on income and some of the taxes are collected at the 
point of consumption. I agree with you, we don't have experience. 

Mr. Ford. So, when choosing a new tax system, you favor the 
VAT tax. But it is your opinion that we don't have the experience 
with this new system and we should gradually move into the area 
of a consumption tax or whatever new system that might be pro- 
posed. 

Is that an accurate representation of your testimony? 

Mr. ScHEN>:. Well, as I said in my testimony, I think that if Con- 
gress decides — and you know better than I — if Congress decides 
that it is valuable to impose a tax on consumption to be collected 
by business, then I would favor a value-added tax. I think that is 
the best tax to use. But it is that initial political judgment about 
which I have no judgment. 

Mr. Ford. Could I hear from you, Mr. Massa? 

Mr. Massa. I would be perhaps a little less cautious and more 
concerned that if we put a new system in place and kept what we 
have, the odds are in a few years we would be talking about an 
even messier and more complex set of taxes. 

I would encourage the Committee and your colleagues to at least 
consider the variable step of saying, we are going to change the en- 
tire system. If we find that the price is too nigh to pay to get from 
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here to there, then we won’t do it. But rather than put in place a 
new system and leave some substantial portion of the income tax, 
I would hope we would try to find a bold way of saying, we really 
want to change the whole system, and let’s do it. If we have to 
phase it in, fine; if we can do it cold turkey, fine, 

Mr. Ford. But what would make the consumption tax so attrac- 
tive? What makes it so attractive that you would proceed cold tur- 
key without regard to unforeseen consequences of the VAT system? 

Mr. Massa. For me, again as a lay economist, it is that a value- 
added tax taxes payments for labor, services and payments for cap- 
ital services; and hy that I mean, wages, salaries and benefits on 
the one hand, profits and interest on the other. At the business 
level, they are all taxed once, all taxed at the same rate, so that 
businesses are no longer pushed and pulled between uses of labor 
and capital services. To me, it seems that that is a much more neu- 
tral, less distortive, more efficient tax system than sort of the var- 
ious pieces we have got now. 

Corporate income tax, I think it is generally aCTeed, is a tax on 
capital services. The individual income tax is a l^or/service tax; it 
is also a capital tax, when you get capital gains, interest and divi- 
dends. We have the payroll tax that adds more taxes to labor/serv- 
ices. To a value-added tax, as I understand, it says we will tax re- 
turns to all factors of production, I think they are called, labor and 
capital once, and at the same rate; and that would be much better 
than what we do now. 

Mr. Ford. Should we focus on exempting certain small busi- 
nesses? 

Mr. Massa. I wouldn’t exempt them — I share Professor Schenk’s 
view — lest every law firm, accounting firm, doctor firm and every- 
thing else in the country all of a suaden breaks up, becomes a se- 
ries of individual businesses. Dr. Cnossen’s view about efficiency I 
understand, but I just think if you have a business level tax, every 
business ought to be in it unless there is some compelling reason 
to remove them. 

[The following was subsequently received:] 
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Hearings on Replacing the Federal Income Tax 
June 7, 1995 

Response to Representatiye Ford’s Request 
for Information on a Small Business Exonption 


Mr. Ford. In many countries with VATs, small retailers do not maintain good 
records. Many of these countries also have a history of tax evasion at the retail stage. 
Typically, only a small percentage of the total value added in an economy is added by small 
businesses. It is not surprising that most countries with VATs grant exemption to small 
businesses with annual sales below a prescribed threshold. Taiwan, at one extreme, taxes 
even the smallest businesses, but these very small businesses are taxed under a different 
scheme admimstered by government auditors who visit these businesses. At the other 
extreme is the Japanese Consumption Tax (CT). I will assume an exchange rate of 85 yen 
to the dollar. Japan completely exempts businesses with annual taxable sales below about 
US$350,000. It partially exempts businesses with annual taxable sales below almost 
US$600,000. In addition, Japan provides a simplified scheme for businesses with annual 
sales below US$4.7 million. Only about 10 percent of Japanese businesses must use the 
regular method to calculate CT liability. 

The states in the U.S. have been very successful in including small businesses in the 
retail sales tax (RST) bases. Small businesses keep records adequate to account for a 
broad-based federal VAT, although compliance by small retailers will become more complex 
if the VAT must be separately stated on sales invoices and the VAT will imposed on a base 
that differs from the RST bases. If Congress decides to enact a European-style VAT, I 
urge Congress to study the Japanese CT, a good first stage toward a European VAT that 
ultimately should cover all businesses, regardless of size. 
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Mr. Ford. I yield back. 

Mr. Collins [presiding]. Mr, Ensign for a quick comment. 

Mr. Ensign. Thank you, Mr. Chairman. 

In the interests of time, I just want to make a quick comment 
and also I would like to receive your comments on regressivity as 
well. But you mentioned in hiding them in the price of goods, the 
taxes would be in the best interest of the States, helping get them 
onboard. 

The one caution that I have on that is that one of the drawbacks 
to the VAT tax is that in the future it is easy to raise the VAT tax 
rate and if you hide that tax into the price of a good, at that point 
it is even easier and easier to hide tax increases. And as we are 
growing, the size and the scope of government over the last ump- 
teen years, one of the reasons I think we now have a chance to 
downsize government is because people are sick of paying the 
amount of taxes, and that is a caution that I would add. 

Thank you for the time, Mr. Chairman. 

Mr. Collins. Thank you, Mr. Ensign. 

We appreciate you gentlemen testifying before the Committee 
today. We excuse this panel and call the two gentlemen from the 
other end of the hall, Mr. Nunn and Mr. Domenici. Thank you, gen- 
tlemen. 

We thank you two gentlemen for visiting with us at this end of 
the hall. We apologize. We have a vote on the floor and we under- 
stand that you have some votes coming up in just a few minutes. 
So we are going to go ahead. Mr. Domenici, would you like to lead 
off? 

Senator Domenici. Mr. Chairman, I am going to let Senator 
Nunn lead off and follow him. 

Mr. Ford. Mr. Chairman, let me say before the two Senators 
begin their testimony, I will have to leave the hearing because 
there is a vote on the floor. I will return, but I did not want my 
absence to be mistaken for rudeness. 

Senator Nunn. We understand that better than anybody, you 
know. 

Mr. Collins. It is a pleasure to welcome my colleague from Geor- 
gia to testify in front of the Committee. 

STATEMENT OF HON. SAM NUNN, A U.S. SENATOR FROM THE 
STATE OF GEORGIA 

Senator Nunn. You have taken over this Committee even sooner 
than I predicted. 

Mr. Collins. We move fast. 

Senator Nunn. I have just come from a hearing all morning on 
Bosnia and we have the President's and Senator Dole's terrorism 
bill on the floor, and now I am shifting to the IRS Code, and the 
only common denominator among those three subjects I think is 
terror. But I think all three probably fit in that category. 

It is a pleasure to appear before the Ways and Means Committee 
as part of your hearings on tax reform, and I thank you and Chair- 
man Archer, Congressman Gibbons and all of the Members for 
holding these hearings. Senator Domenici and I appreciate the op- 
portunity to discuss our tax bill that we have introduced, which is 
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called the U.S.A, tax, which stands for unlimited savings allow- 
ance. 

I would like to summarize my prepared remarks, and I would 
put the rest of my remarks in the record. We can’t cover the whole 
subject today, and we know that, so I am just going to hit a few 
highlights. And then Senator Domenici is going to go into more de- 
tail on both the business and the individual side of the Tax Code, 

The most important fundamental principle of the unlimited sav- 
ings allowance proposal is the removal of the current bias in our 
Tax Code against the savings and investment that are the key to 
the higher living standards in this country in the future. In my 
view, higher savings lead to more investment, more investment 
means that we will have more productive American workers, the 
more productive our workers are, the more competitive we are in 
the international arena, and the more competitive we are in the 
international arena, the better jobs we have, and of course the bet- 
ter jobs we have, the higher income we have. So there is a direct 
connection between savings, more savings and higher income. If we 
can make that connection with the American people, I think we 
have got an excellent chance for real fundamental tax reform. If we 
don’t make that connection, if people don’t understand that, if they 
don’t buy it, if they disagree with it, then I think it is going to be 
very hard to reform the Internal Revenue Code in a significant and 
fundamental way. 

To efficiently use our time, Mr. Chairman, I am just going tc 
highlight four parts of our proposal that I think are very impor- 
tant, without getting into the details of the proposal, and then Sen- 
ator Domenici will fill in the very large gaps here and have his own 
comments. 

First, the question of fairness. I think that question has to be ad- 
dressed. We have heard a lot about simplicity; we want our Code 
to be much simpler, and we think it is much simpler, but we do 
not want to withdraw the question of fairness in the process. 

There are four main elements that we believe that make our 
U.S.A. tax on individuals fair: First, we retain progressive rates; 
second, we have a family living allowance that exempts from tax- 
ation the first several thousands of consumption for necessities. Ev- 
erybody has to have certain necessities. We have added a family 
living allowance and, of course, we retained the individual exemp- 
tions. For a single person, the standard family deduction would be 
$4,000; for a married couple, it would be $7,000. The bottom line 
is for a family of four, if you have a family living allowance plus 
the current exemptions, they would pay no tax on the first $17,600 
of income. 

The third part of fairness, we retain certain key elements of the 
current Code. We enhance the earned income tax credit — we in- 
crease that; we think thPt is essential — and we retain the tax ex- 
empt status of certain safety net benefits. 

Fourth, and most importantly, and we think this is fundamental 
and should be part of any tax proposal that comes forth into fru- 
ition as law, we have a new payroll tax credit to offset the most 
regressive part of the current Tax Code. This is a very significant 
and very important change. I will say more about that in a mo- 
ment. 
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Finally, on the question of fairness, the U,S.A. tax system re- 
flects a fundamentally different philosophy in that we do not focus 
on where the income comes from. We do not have different rates 
for wage income or dividends or capital gains. If our proposal is 
adopted, the debate about rich and poor on capital gains will be 
over because the wage earner will be able to save their money and 
defer taxes just as capital gains will be deferred if the gains are 
reinvested So it will be the same principle. 

Under the U.S.A. tax, the point is not where the income comes 
from, it is what you do with it, and we think that is very impor- 
tant. 

The second point I would like to address is the payroll tax credit. 
Under the U.S.A. system, you would subtract from your income tax 
the amount withheld from your salary for the employee’s share of 
the Social Security payroll tax or the FICA tax. Now, this is a tax 
credit; it is not a deduction. It credits directlv against taxes. That 
would also be true of the employer; they would get a foil 7.65 per- 
cent credit back against income taxes. We think this is a very im- 
portant feature. It would reduce the regressive nature of the cur- 
rent payroll tax that is today the most regressive part of our tax 
system. There are literally millions of Americans today that pay 
more on FICA tax than they do on income tax, and these are pri- 
marily low-income working Americans. 

The U.S.A. payroll tax would be refundable. Any worker with 
earned income can in effect subtract 7.65 percent, that is, the 
amount of the Medicare and the Social Security tax. Our proposal 
does not abolish the payroll tax or affect the operation of the Social 
Security system in any way. We know that revenue has to continue 
to come in; it will be collected as it is now, and the system would 
have just as much soundness as it does now. 

Senator Domenici and I both believe that some of those fun- 
damentals have to be addressed later, but not in terms of diminish- 
ing the revenue. So this is an important process for fairness. I 
think it will also eliminate one of the major impediments to people 
who have low skills, who now find themselves with a veiy large tax 
to the employer every time he hires a new individual. In effect, we 
have a tax on jobs in the name of the FICA tax that I think poses 
a tremendous problem to people with low income and low skills. 

The third major point I want to make is the U.S.A. tax promotes 
U.S. competitiveness. This is very important. Our tax would put us 
on the same footing as our competitors. The U.S.A. business tax is 
territorial, meaning it applies to all sales on U.S, soil, no matter 
where the business is headquartered, and it is border adjustable. 

Now, what that means is, we exclude, Mr. Chairman, from the 
tax base on business export sales. We do not include that in the 
tax base. Products made in America and exported would not be 
taxed. When a company, foreign- or U.S.-owned, manufactures 
abroad and sells in the American market, the company is subject 
to a new import tax, the same as if the factory were located in the 
United States. That is what we call border adjustability. Exports 
are excluded from the business tax and the business tax is added 
to imports, which means that foreign products sold in this market 
would have the same tax as American products made here. There 
would no longer be any incentive for a company to locate out of 
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America and export back into America because those goods would 
have the same tax. 

Now, this is crucial because our share of economic output that 
is exported and imported has changed dramatically over the last 
15, 20 years, yet the current Tax Code has not kept pace. In effect, 
this is what our competitors do. They have value-added tax for 
large parts of their revenue. They tax goods coming in and add to 
our products and then they rebate on taxes going out. We believe 
this is GATT-compliant, because it is vei^ similar to what happens 
in Europe and what happens in Japan. 

Fourth and finally, the one new deduction that we add into this 
Code is the deduction for human capital. That is a deduction for 
tuition expenses for postsecondary education, whether it is college, 
trade or vocational school or remedial education. Under the U.S.A. 
proposal, we provide a deduction for up to $2,000 per person for the 
taxpayer and for the dependents. We feel this is enormously impor- 
tant because we are addressing the capital side of the equation 
with our individual and business taxes; and we also think we ought 
to address the human capital side because the education and skills 
that our people have will have just as much effect on the future 
of our economy, if not more, than the actual savings and the invest- 
ment. 

Mr. Chairman, I won’t even summarize because I know everyone 
is on a tight schedule today, but I would ask that my entire state- 
ment be put in the record, and I will turn it over to my colleague, 
Senator Domenici. 

[The prepared statement follows:] 
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Prepared Statement of Senator Sam Nunn 
Testimony before the Ways and Means Committee 
June 1, 1995 


Mr. Chairman, it is a pleasure to appear before the Ways and 
Means Committee as part of your hearings on tax reform for the 
21st Century. Senator Domenici and I appreciate the opportunity 
to discuss S. 722, the USA Tax Act of 1995, with you and the 
other members of this distinguished Committee. 

As you )cnow, six weeks ago we introduced, along with 
Senators Kerrey and Bennett, the USA Tax Act of 1995, a 
comprehensive tax reform proposal that we believe represents the 
best way to achieve the goals we all share -- increased national 
savings and investment, higher economic growth, and improved 
competitiveness. We welcome debate, comments, suggestions, and 
constructive criticism on this legislation. 

Mr. Chairman, as you euid others on this Committee have 
suggested, our tax system needs more than a Band-Aid. It needs a 
transplant. If we are serious eUoout our Nation's future, we have 
to scrap the current tax system and put in its place a system 
that will work for our people and for our country. 

Senator Domenici and I believe we have such a system. We 
call our proposal the USA tax system. USA stands for Unlimited 
Savings Allowance, which is the key, fimdamental part of this 
proposal . We believe it represents fundamental change in the way 
America taxes itself, the way America saves, amd the way America 
invests . 

What do we mean by a tax system that works? We mean a 
system that encourages savings and investment . We mean a system 
that is perceived to be fair and is fair. We mean a system that 
is understandable. We mean a system that reduces the complexity 
of paying taxes for ordinary Americans by taking less time, fewer 
forms, and fewer dollars to comply with. We mean a system that 
is attuned to the international competitive realities and gives 
U.S. companies and their employees a chance to compete fairly in 
the global marketplace, which we do not have today. 

We mean a tax system that is fiscally responsible. There is 
no point in creating a system that increases the private sector 
component of the national savings with one hand, while further 
reducing the public sector component of national savings, by 
increasing the deficit, with the other hand. Our proposal is 
designed to be revenue neutral. We do not have an official 
revenue estimate from the Joint Committee on Taxation yet, but we 
have designed this legislation with the intention of being 
revenue neutral . We are not proposing a tax cut or a tax 
increase. In our view, that debate is best kept separate from 
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the issue of the what the proper structure of our tax system 
should be, which is the issue we are addressing in this bill. 

Members of this Committee are well aware of the daunting 
task that lies ahead in order to fulfill the reconciliation 
instructions in the Budget Resolution. To find over a trillion 
dollars in savings over seven years will involve many painful 
decisions, some of which may not be sustainable over time, I 
believe it is counterproductive to increase that burden by 
simultaneously cutting taoces. To me that is like an alcoholic 
announcing that he was going on the wagon while chug-a-lugging a 
couple more bottles of whiskey. 

When Senator Domenici and I began advocating our concept of 
a complete overhaul of the Tax Code three years ago, the prospect 
of fundamental reform appeared to be several years off at best. 
Today, however, the clock has moved up. It is clear that, while 
we are just beginning the process of debating how to change the 
Tax Code, there is already a broad consensus in this country and 
in this Congress that fundamental reform is necessary. 

Mr. Chairman, I believe the central goal of any reform of 
our tax system should be to raise the level of national savings . 
Senator Domenici and I are proposing the unlimited savings 
allowance ta:x system because we believe it is better for 
taxpayers and for our economy, because it removes the current 
bias in our Tax Code against the saving and investment that are 
the key to higher living standards . Higher savings lead to more 
investment. More investment meams that we have more productivity 
from American workers. The more productivity we have from our 
workers, the more competitive we are in the international arena. 
The more competitive we are in the international arena, the 
better jobs we have. The better jobs we have, the higher income 
we have as Americans . 

That is a very important chain. That is the bottom line. 

The bottom line is what happens to the real income of the 
American people in the future. There is a direct connection 
between how much we save and the real income of Americans. That 
is the direct connection that we have to make sure people 
understand. If we cannot make that connection in the American 
mind, there is no point in talking about a fundamental reform of 
the teuc system. If most Americans agree that this proposition is 
true, then I think there is a tremendous opportunity here to make 
the fundamental chauiges we are proposing. 

The national savings rate in the United States is lower than 
that of any of our major competitors. In the 19808, our savings 
rate dropped to an average of 3.6 percent, half the level of the 
1960s and 1970s, and far below the comparable figures of 10 
percent in Germany and 18 percent in Japan. In the first five 
years of this decade, 1990 to 1994, the U.S. savings rate has 
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fallen almost 50 percent from the already low levels of the 
1980s, to just 2.1 percent. 

Without increased savings and investment, we cannot raise 
our long-term standard of living, meet our financial obligations, 
and build a better society for today and for the generations that 
follow. The United States cannot continue to be the major 
competitive force in the world if other countries continue 
outsaving us and outinvesting us. It simply cannot happen over a 
long period of time. That is fundamental. 

As Josef Joffe pointed out in a recent editorial in the New 
York Times . 

"... the U.S. has a big problem. America has lived like a 
person who writes checks at will. For almost a generation, 
it has bought more abroad than it sold -- hence, the 
zillions of dollars in global circulation. What happens 
when there is too much money? It buys less. Hence, no more 
four marks to the dollar. 

"Again, the external value of one's currency does not really 
matter as long as the fundamentals are sound. But the 
unstoppedsle fall of the dollar says that the fundamentals at 
home are askew. It virtually screams that America is 
consuming too much while saving and investing too little. 

The Government is living on borrowed money; so is the 
consumer . " 

It is often said that the best way to increase national 
saving is to reduce the federal budget deficit. I agree with 
that proposition. We not only need to reduce the share of our 
national savings being soaked up by the federal budget deficit -- 
we also need more savings. And we believe our proposal can turn 
the tax code from a major roadblock to higher savings into an 
important tool to proniote higher savings. 

As the members of this Committee know better than anyone, 
the tax code has been and will continue to be used to encourage 
or discourage certain behavior through such provisions as the 
deductibility of home mortgage interest or taxes on cigarettes. 
Yet the current tax code not only fails to encourage private 
saving, which is vital to our future, it actually discourages it. 
Yet there is no doubt that future generations will not have the 
same level of entitlement benefits from the government that we 
have today. Our present entitlement programs are not sustainable 
at their current grovrth rates. That means that Americans are 
going to have to save more, to take more personal responsibility 
for their ovm futures. 

So we need to get the tax code working for us, not against 
us, to get people to once again adopt the mentality of savers who 
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think about tomorrow as well as today. We need to start an 
education process in this country to make saving a national issue 
-- not just a tax issue. People need to understand the 
fundamental importance of saving, both for their own future and 
for America's future. We literally and figuratively must "save 
America" . 

The USA Tax System is a Single Tax in Two Parts 

The USA proposal consists of a single, integrated tax in two 
parts: a progressive tax on individual incomes, and a low, flat 

rate tax on all businesses. These two parts are meant to work 
together. It is important that people not try to consider the 
two parts separately, because if they do they will not grasp the 
significance of the whole concept. It is a single tax levied in 
two places: at the business level where wealth is created and at 
the individual level where wealth is received. 

This proposal allows an unlimited deduction at the business 
level for capital investment and, more important, it permits all 
citizens an unlimited deduction for the amount of their annual 
income they save and invest . The USA Tax System directly and 
systematically addresses our saving and investment problems. 

To the individual, our system says, "If you choose to defer 
some of your consumption in favor of saving income for your 
future and the future of your children, the Tax Code will not 
penalize you for doing so." 

And to the business enterprise, whether very small or very 
large, manufacturing, service, or agricultural, the USA tax 
system says, "If you choose to invest your profits in a new 
machine or a new process that will help you grow and put more 
people to work, the Tcuc Code will help you." The USA Tax System, 
by its very nature, would align the way we tax with our common 
desire to provide our children with a ijetter tomorrow. 

Nr. Chairman, the details of this proposal are contained in 
the text of the bill we have introduced, and I hope the members 
and staff of this Committee will take the time to study it. 
Certainly Senator Domenici and I would value your views and 
suggestions. There are several major elements of this proposal 
that I think need some emphasis this afternoon. 

The Indiv idual Tax 

Let me describe the key features of the individual part of 
our proposal first. The individual tax would function in a 
manner similar to that of the current income tax. Grose income 
would include wages, salaries, interest, dividends, earnings 
withdra%m from unincorporated businesses, proceeds from asset 
sales -- basically the same concept of income we have today. 
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From your gross income/ you would make subtractions before you 
figure your tax, just as you do now. You would subtract personal 
exemptions, a new Family Living Allowance, a new savings 
allowance, and a limited number of itemized deductions. 

First, the USA proposal contains a family living allowance 
that is similar to the current standard deduction except that it 
is in addition to any itemized deductions, not an alternative to 
itemized deductions. This family living allowance exempts the 
first dollars spent on consumption from taxation, because we know 
that people in low income brackets spend a higher proportion of 
their incomes on necessities than people in high income brackets. 

In addition to the Family Living Allowance, you would have 
personal exemptions just as you do under current law. A family 
of four filing a joint return would have its first $17,600 of 
income exempt from t«ocation by adding this Family Living 
Allowance to its four personal exemptions. 

The Unlimited Savings Allowance 

In addition to these deductions, there would be a new 
deduction for the amount of income that is saved called the 
Unlimited Savings Allowance. We define savings in this proposal 
as net new savings. That is key. If you add to the national 
savings pool, you would deduct that money before you pay taixes. 

In other words, to make it simple, if someone makes $40,000 a 
year and saves $5,000, they would pay taxes on $35,000, instead 
of today paying taxes before the savings on the entire $40,000. 
That is fundamental. We encourage people to save. 

The Unlimited Savings Allowance is similar to the IRA 
concept, but it is unlimited. It is not limited to $2000 or any 
other dollar amount. It is not limited to saving for retirement. 
But it is for net new savings. We do not give a deduction for 
merely shifting savings around. That has always been one of the 
problems with the IRA. 

The USA Tax System is fundamentally different from the 
current teuc code, which penalizes savings. Under the present tax 
code, savings are taxed twice, once when you earn the income that 
you save, and again when you receive a return on those savings; 
consumption is taxed only once. 

The USA Tax System also reflects a fundamentally different 
philosophy in that we do not focus on where your income came 
from. We do not have different rates for wage income or 
dividends or capital gains. Under the USA Tax System, the point 
is not where the income comes from, it's what you do with it. 

The portion of your income you save, whether you're rich or poor, 
you defer paying tax on it. The portion you spend, above the 
level for basic necessities, is subject to tax at progressive 
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rates . 

The deduction for individual saving also permits a new 
perspective toward designing a business tax. Because our 
proposal defers touces on individual saving until they are spent, 
we can eliminate enormous complexities in today's tax code. 

There is no reason to be concerned about people sheltering their 
saving in corporations, which creates a huge portion of the 
complexity in today's the tax code. We do not need elaborate 
rules to force businesses to distribute "sheltered" saving. 

Other Ded uctions for Indi viduals 

In addition to the Family Living Allowance, the personal 
exemptions and the savings allowance, we propose a limited number 
of additional itemized deductions. The higher the number of 
deductions, as we all Icnow, the higher the marginal tax rates 
would have to be. So, there is a trade-off. We are proposing to 
retain a deduction for home mortgage interest and charitadDle 
deductions. We could have more deductions, of course, and 
certainly we welcome debate on which deductions people think 
should be added to, or subtracted from, our proposal -- with one 
word of caution. The higher the number of deductions, the higher 
the rates will have to be to avoid increasing the deficit. There 
is a direct tradeoff between the number of deductions auid the tax 
rate . 


Our proposal does have one such additional deduction which I 
feel very strongly ad^out, and that is a deduction for tuition 
expenses for post -secondary education, whether it is college, 
trade or vocational school, or remedial education. We feel it is 
important that the tax system provide a deduction for investment 
in human capital that parallels the deductions on the business 
side for investments in physical capital, since both investments 
raise the productivity and real incomes of workers. 

The USA Tax System is Fair 

The USA Tax System is a progressive tax. Our system will 
have three graduated rates. We are proposing a progressive 
system, not a flat tax. We do not believe it is necessary to 
abandon the principles of fairness and progressive taxation in 
order to get a simpler, more efficient, growth-oriented tax code. 
It is important to keep in mind that the graduated rates in the 
USA Tax System will not create the same disincentives for saving 
and growth as today' s taoc system, since taxes will be deferred on 
income that is saved and invested. 

There are four main elements that make the USA tax on 
individuals fair. First, we have three progressive rates. 

Second, we have a Family Living Allowance that does not tax the 
first several thousand dollars of consumption for basic 
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necessities. Third, we retain some progressive elements of the 
current code, such as the Earned Income Tax Credit -- which we 
increase -- and the tax exempt status of food stamps and other 
safety-net benefits. Finally, we have a new payroll tax credit 
which I will discuss in a moment. 

We would apply progressive tax rates to the amount of income 
that is consumed, after subtracting the Family Living Allowance, 
personal exemptions, and deductions for mortgage interest, 
charitable contributions, and education expenses. 

The tax rates in the USA system are not directly comparable 
to the rates in the current income tax code, however. I know 
people are going to find that a little hard to understand at 
first, but the reason why they are not comparable is very 
important , and that is our payroll tax credit . 

The Payroll. Tax Credit 

Under the USA system, after you determine the amount of tax 
resulting from applying graduated rates to your taxable income, 
as I have just described, you would subtract from that income tax 
the amount withheld from your salary for the employee share of 
your Social Security payroll, or FICA, tax. We think that is a 
very important feature of the USA system that would reduce the 
regressive nature of the present payroll tax. The payroll tax, 
which is adDsolutely essential to fund Social Security and 
Medicare, has also become the most regressive part of our Tax 
Code. The Social Security portion of the payroll teuc does not 
apply above the first $60,000 of earnings. Higher-income people 
above that level pay only a limited portion for Medicare. But 
low- income people, medium- income people, are paying a very large 
percentage of their overall taxes on FICA tax. In fact, there 
are literally millions of Americans today that pay more FICA tax 
than they do income tax. 

Our payroll tax credit would be refundable so that if you 
had more withheld in payroll taxes than you owed in taxes, as is 
the case for many people, the difference would be refunded to 
you. Therefore, people with earned income can, in effect, 
subtract 7.65 percent, the amount of pay withheld for the 
employee's share of the Social Security and Medicare payroll 
taxes, from our tax rates. 

It is very important for people to understand this. To 
compare a tax rate under the USA proposal to current rates, you 
have to subtract the 7.65 percent credit. A 20 percent rate 
under the USA system would be, in effect, equal to a marginal 
rate of 12.35 percent under today's system after you take the 
payroll tax credit. 

The payroll teuc is a perfect example of why fundamental tax 
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reform is needed. While it was designed with the best of 
intentions, the payroll tax is a very regressive tax. It 
discourages hiring additional workers, especially lower-wage 
workers . 

Our proposal does not abolish the payroll tax or affect the 
operation of the Social Security System in any way. But what it 
does try to do is offset the negative side effects of the payroll 
tcLX by crediting the payroll tax against an individual's or 
business's tax liability under the USA tax. The employer would 
also get the 7.65 percent credit against their taxes -- not a 
deduction, but a tax credit. Employees get a credit for the FICA 
taxes against the individual income tax, and employers get a 
credit for the employer share against the business tax. 

So the same amount of revenue will continue to be deposited 
in the Social Security trust fund, but the payroll tax will be 
integrated into the income tax in a way that offsets its 
regressive nature. This is important for fairness purposes. It 
is also important so that we eliminate one of the major 
impediments to people with low skills being hired. Now people 
with low skills, minitnum-wage-type jobs, the employer has to look 
very, very carefully before they hire because they are not only 
paying for the minimum wage, or whatever the wage is, they are 
also paying another, in effect, 15.3 percent because of these 
very high payroll tauces. 


Mr. Chairman, I will take just a few moments to describe the 
business side of our proposal. 

The second component of our new tax code is the business 
tax. The business tax would work like this: Under the USA Tax 
System the business would add up its sales receipts during the 
year, then add up the cost of the goods and services it purchased 
for use in its business. The cost of these business purchases 
would be subtracted from the sales receipts. The difference 
would be subject to a business tax at a flat rate of 11 percent. 

I am sure many people will wonder why the business rate 
seems so much lower than current law. The answer is that the two 
rates are really not comparable, because our tax would not be 
applied to corporate income as currently defined, but rather to a 
company's gross profits. It is a fiindamentally different concept 
from what we have today, and it applies to all businesses, not 
just those that are incorporated. 

I think everyone who studies this business tax needs to 
understand we have a fundamentally broader base for the business 
tax so we are dramatically lowering the rate but we are producing 
the same amount of revenue. He are not lo%irering the overall 
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proportion that businesses are paying. They are paying the same 
proportion. But we are aible to lower the rate because we are 
greatly broadening the base, and that needs to be understood. 

It is also important to understand that under the USA Tax 
System, the cost of investment in plant and equipment and 
inventory would be fully deductible when spent. There would be 
no need for complicated depreciation schedules. Investment would 
be deducted up front. Investment creates jobs. New plant and 
equipment increases productivity and that increases the income of 
our people . So that is the behavior we should be encouraging 
rather than discouraging. 

Investment in plant and equipment is what we need in this 
country, and yet the amortization of these investments over a 
long period of time under current law discourages businesses from 
investing as much as they would otherwise. 

The USA _Tax Promotes U.S. _CQmDetxtiyene8S 

Another very important feature is that our USA Tax System 
puts U.S. companies on the same footing with our competitors. 

The USA business tax is territorial meaning it applies to all 
sales on U.S. soil no matter where the business is headquartered 
and it is border adjustable. 

We want to encourage exports, and we do so in this proposal. 
We exclude the proceeds from export sales from taxation by 
rebating the tax on goods exported for sale abroad. And when a 
company, foreign or U.S. owned, manufactures abroad and sells to 
the United States market, the company is, through the operations 
of a new import tax, taxed essentially the same as if the factory 
were located in the U.S. That is border adjustability -- the tax 
is rebated on exports and added to imports, which is exactly the 
situation American exporters to Europe and Japan face today. We 
believe our business tax will place American companies and 
workers on an equal and level international playing field. 

This is no small matter. The share of our economic output 
that is exported, and the share of our national income that we 
spend on imports, have both doubled over the past twenty five 
years. Yet the current U.S. tax code has not kept pace with the 
rapidly changing face of international competition. While our 
economy has shifted dramatically over the past 30 or 40 years, we 
have not made a comparable shift in our tax code . We have simply 
tinkered with it year in and year out. 

Our current tax system is a holdover from another era, when 
international trade was a small component of our economy, when 
having a tax rule that applied to all American corporations 
equally was enough. But today American companies do not just 
compete with each other, they compete globally. And the current 
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U.S. tax code puts our companies at a disadvantage. 

Under the rules of the General Agreement on Tariffs and 
Trade, or GATT, certain types of tauces can be levied on imports 
and rebated on exports -- border adjustability -- while other 
types of taxes cannot. Our competitors in Europe and Japan have 
business taxes that can be rebated under GATT, while we do not. 

We believe the USA business tax is legal under the GATT, since it 
would work essentially the same way as European and Japanese 
value-added taxes, which are GATT-legal, although without the 
complexity that adding a VAT to our current income tax would 
have . 


Let me give a simple example of how our business tax applies 
to exports and imports. If a company has $2.5 million in sales, 
of which $500 thousand are export sales, for purposes of the 
business tax its receipts would be only the $2 million it had in 
domestic sales, not $2.5 million. But it will not have to go 
through a lot of complicated calculations to allocate its 
production costs between its domestic and foreign sales. All 
domestic input costs will be deductible regardless of whether the 
sales are domestic or export sales. Under our proposal there 
will no longer be a tax incentive to move production overseas. 

Conversely, if the facilities used for the production of the 
$2 million in domestic sales are moved overseas and the $2 
million of goods are imported into the U.S., an 11% import tax of 
$220,000 will be collected on those goods; the same as the 
domestic comnany I mentioned earlier. 

In order to comply with the requirements of the GATT, 
businesses would not deduct wages. This is a key point, and I 
know there will be concern about this. But there are two 
important things to remember. First, our rates are much lower -- 
11 percent -- than the rates currently imposed on corporate 
profits . 

The second thing that we need to remember is that under our 
proposal, the deduction for wages would be replaced by the credit 
for the employer's share of the Social Security payroll tax -- 
which is 7.65% of its payroll -- which is the other half of the 
credit that employees get under the individual tax that I have 
already described. Businesses would get a credit back on that 
tax up to the maximum Social Security wage. 

The USA Tax Is Designed to Be Deficit -Neutral 

Under our proposal, the individual and the corporate shares 
of our total revenue would remain the same . We are not trying to 
shift the tax burden from businesses to individuals, or vice 
versa. We are not trying to shift the burden from the rich to 
the poor, or from the poor to the rich. We are not looking for 
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the fellow behind the tree to tax that my friend from Louisiana 
Russell Long often mentioned. We are designing this system to 
produce the same amount of revenue as the current tax code. It 
is not a proposal to cut taxes or raise taxes . 

Because of the comprehensive nature of our proposal, and the 
enormous workload the Joint Committee on Teocation has had this 
year, they have not been yet been able to perform an official 
revenue analysis or a distributional analysis of this proposal. 

It is our intention that this system retain the progressivity of 
the current system, and that it be revenue neutral compared to 
the current system. Should the official estimates indicate that 
the bill we have introduced fails to completely meet either of 
those goals, we intend to work with the Joint Committee to refine 
this proposal so that we meet both, because we think they are 
very important . 

The USA T ax Is Simpler and More Efficient 

Although it is certainly possible to design a “simpler" tax 
system than the one we are proposing, I think the USA tax system 
also makes great strides in making our current tax code simpler 
and more economically efficient. The USA tax eliminates the need 
to calculate depreciation year after year, because investments 
are expensed immediately. We also eliminate the complicated, and 
in many cases counterproductive. Alternative Minimum Tax, or AMT. 

The USA business tax puts debt and equity financing on an 
equal footing. We treat all forms of businesses the same - 
corporations, partnerships, and proprietorships. 

One of the greatest contributions the USA system will make 
to simplification is that no longer will people have any reason 
to seek out unproductive, economically wasteful tax shelters in 
order to cut their taxes. If you want to lower your taxes, put 
your money in savings where it can work for all of us buy a 
CD, invest in a mutual fund. It might take a few minutes to do 
your net savings calculation once a year, but the net savings 
calculation should result more efficient use of our national 
income, as well as higher economic growth as saving and 
investment increase . 

In an economy with a gross domestic product of over $6 
trillion, taixation will never be a completely simple affair, amd 
I do not think it is the only standard by which tax reform should 
be judged. But because the USA Tax. System eliminates the need 
for rules against sheltering income in corporations, and because 
it is based on cash rather than accrual accounting, it promisee 
major advances in siii 9 }licity and clarity. 

Under the USA system, we believe whole volumes of tax code 
complications would fall away into welcome oblivion. The tax 
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shelter industry would shrink and compliance costs would plummet. 
All income would be treated alike. The key is what people do 
with their income. If it is reinvested, then the tax on it would 
be deferred. It is not reinvested, if it is consumed, then 
ordinary tax rates would apply. Those rules would be the same 
for everyone, for the factory worker, for the capitalist, for the 
miser, and for the wealthy conspicuous consumer. 

There would be no more need for fights over capital gains, 
investment tax credits, Individual Retirement Accounts, and other 
targeted incentives for saving. The USA Tax System eliminates 
these issues because it offers a blanket deduction for personal 
saving and business investment. 

And under the USA system, taxpayers will not have to keep 
track of the basis of their newly purchased savings assets such 
as stocks and mutual funds, the way they do now, and most 
taxpayers will not have to worry about the basis of savings 
assets they already hold. Finally, the USA tax system will not 
take a whole new bureaucracy to administer. 

The USA Tax System is a Revolutionary _Concept 

In a way, the USA tax system could be described as simply 
taking the current tax system and adding a deduction for savings. 
That may be the major change most people would notice. But the 
USA Tax System represents a much more profoiind change in its 
effects than in its form. 

For any given level of income, those who save and invest 
more will pay lower taxes. The teocpayers in the top bracket 
would pay roughly the same total amount of taxes they do now. 

But within that bracket, there will be those who pay less and 
those who pay more. The same will hold true whether you are in a 
higher or a lower tax bracket. That is the essence of our 
proposal. Those who help our economy, help create jobs, and 
boost productivity by saving cmd investing, will pay less than 
their neighbors with similar incomes who do not. 

We are basically going to tax people on what they take out 
of the economy -- above a tax free level for necessities -- 
rather than what they put into the economy by working and saving . 
Our proposal represents a revolution in the philosophy of the 
income tax system. But we don't have to make major changes to 
the system already in place to administer the tax system to make 
our proposal work. 

By contrast, a consumption or expenditure tax, such as a 
value-added tax, would impose enormous administrative expenses on 
American businesses, without the progressivity, and without 
creating the same explicit incentive to save and invest, that the 
USA tax system has . 
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Conclusion 

Mr. Chairman, the USA tax proposal is a revolutionary 
concept with important advantages for our country. 

The first advantage: This proposal will increase national 
savings by eliminating the bias in the current tax code against 
savings, without increasing the budget deficit. Increasing the 
pool of private savings will in turn allow increased investment 
at lower cost, which will increase the productivity of our 
workers . 

Second, it will level the international playing field for 
U.S. companies, and promote U.S. exports of domestically produced 
goods, by rebating the business tax on goods sold for export. It 
will equalize the tax treatment of American -made and imported 
goods by having foreign companies pay their fair share of taxes 
on goods sold in America, just as American exports are taxed when 
they are sold in foreign markets. 

Third, it will make our tax code more understandable and 
more efficient which will save both billions of dollars and 
millions of hours preparing individual and business tax returns. 
It will do so without sacrificing the principle of fairness in 
allocating the tax burden. 

Fourth, the USA tax credit for the employer share of payroll 
taxes will help create jobs for workers who might not otherwise 
be hired by reducing the current disincentive to hire low skill 
workers that results from the regressive payroll tax which 
applies to the entire wage of lower-paid workers but to only part 
of the wage of higher-paid workers. 

Finally, we believe it will foster greater personal 
responsibility by clearly showing the costs and benefits of 
saving versus consuming. 

The current tax system is broken and, in my opinion, it 
cannot be fixed. In a very real way, it has aided and abetted 
our irresponsible tendency to live beyond our means . Our current 
tax code must be abolished and replaced. 

We must being anew. The USA tax system provides a way to 
eliminate the complexities, the special subsidies, and the 
crippling biases present in the current code. By enacting real 
reform of the tax system, this Congress can take a giant step 
toward securing our nation's future. 



379 


Mr. Christensen [presiding]. Thank you, Senator Nunn. 

We would be pleased to hear your testimony, Senator Domenici. 

STATEMENT OF HON, PETE V, DOMENICI, A U.S. SENATOR 
FROM THE STATE OF NEW MEXICO 

Senator Domenici. Thank you very much, Mr. Chairman. I have 
a detailed statement and I have asked that it be made a part of 
the record. 

Mr. Chairman and Members of the Committee, it seems to me 
that what we are tiying to determine is what it is we ought to tax. 
And so the central focus of this set of hearings, as I understand it, 
is to determine what is the best tax base; or said another way, is 
it better to tax income that is earned or income that is spent? 

We believe the better system is the latter, to tax income that is 
spent, not income that is earned. Our Tax Code is more neutral 
than the income tax in its treatment of present versus future con- 
sumption; it is neutral regarding the choice of savings or spending. 
It would be easier to administer than the income tax. Our tax base 
can be measured more accurately and simply than an income tax 
base. 

Now, you will be looking at a number of proposals, and Senator 
Nunn and I submit that we don't just have an idea or a thought 
or a theme or a philosophy; we have actually put together an entire 
new Tax Code. It took a long time. So as you proceed through your 
deliberations, people will ask very specific questions about the 
U.S.A. tax, the Domenici-Nunn bill, because we have done away 
with the entire individual and corporate Internal Revenue Code, 
and substituted a brandnew Tax Code for it. In the process, we set 
some specific things that we wanted to make sure would happen 
in this Code, and frankly, we have spent a great deal of time, ef- 
fort, and resources in modeling it so we know precisely where the 
tax burden lies. We know how it comes out vis-a-vis today's taxes, 
and as a consequence, clearly we can, in due course, have all of 
these details at your staffs disposal. We don't intend to do that 
today, obviously. But I would just talk about several quick things 
and then go through two tax returns, an individual return and a 
corporate return. 

We create a system in which wages, if saved, and interest earned 
from those savings would be deferred from taxation until spent. 
Now, let me just make that very simple. 

If in the United States anyone who is a taxpayer has income — 
and that is all kinds of income — if they have disposable income, 
they can, under this bill, make a conscious decision to lower their 
taxes by either saving the money or investing the money, in which 
event they pay no tax on it until they take it out of the savings 
pool or out of the investment pool of America, bring it back to their 
own and spend it. 

Now, that concept is fundamental to chanmng American's culture 
and the way they treat their income and other financial resources. 
Because many will now be able to say, “why don't I start regular 
savings and investment, because I don't pay any tax on that until 
I cash it in and spend it." 

Dividends received and saved would be deferred from taxation 
until the proceeds are spent. Tax on capital gains could be indefi- 



380 


nitely deferred as long as the proceeds are rolled over into other 
qualified investments, so the debate about capital gains is gone 
under the U.S.A. tax. And then, I would say, there is no bias — and 
this was one of our criteria — no bias in favor of either debt or eq- 
uity financing. 

The export competitiveness of the United States would be en- 
hanced by providing border adjustability in terms of meeting the 
requirements of GATT. And we think we have done that. 

The expensing of costs would replace other cost recovery systems; 
and seventh, dividends would be taxed only at the corporate level 
if the recipient invests or otherwise saves the dividends. 

Now, obviously there will still be two kinds of tax returns filed. 
One will be for businesses and one will be for individuals. Let me 
quickly go through the individual and the business and then we 
will be ready to answer questions or to proceed however you would 
like. 

First, individuals in the future, once this is adopted, would figure 
their total income by adding up wages, salaries, interest, dividends, 
royalties, whatever, wherever they would get money. They would 
add that all up, and then there would be a family living allowance, 
which recognizes that every family budget includes necessities, as 
Senator Nunn has indicated, and then there is the unlimited sav- 
ings allowance. 

So you take those earnings that I have just described, and deter- 
mine how much of it was invested or saved. The total amount that 
you saved or invested is deducted from that total income that we 
just told you about. No difference as to sources. This deduction for 
personal savings parallels the business tax expense deduction for 
capital investment, and we will talk about that in 1 minute. This 
encourages people to save for whatever purpose they deem worth- 
while, not to save pursuant through some government-concocted 
list — save it for whatever purpose you want, invest it in whatever 
you would like to invest it in. 

It puts no time constraints on savings or investments, so that in- 
dividuals can move from investment to investment without tax con- 
sequences so long as they don’t take the proceeds, put them in 
their income and spend them. Not only is it an expanded universal 
IRA, it is a new and improved capital gains mechanism which al- 
lows taxpayers a series of investments and rollovers without incur- 
ring tax liability, so long as they leave it in the investment pool 
of our country or the savings pool of our country. We believe that 
investing in a home is a worthwhile investment. Therefore, we 
would keep the home mortgage deduction as in current law, and 
we would keep the charitable deduction as in current law. 

Senator Nunn has indicated we have a new postsecondary edu- 
cation deduction, and that was to create some symmetry since we 
have investments in stocks and bonds and other things, which is, 
to provide capital for our country to grow and prosper, we thought 
we ought to encourage secondary education and have an incentive 
for investment in human capital. It is not large, $2,000 per year 
per student. 

The employee payroll tax, or FICA payroll tax are often a larger 
tax burden on American families, than the current Federal income 
tax. It is a flat rate tax and it is regressive. Our system would ad- 
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dress both of these problems by providing a tax credit for FICA 
taxes paid both to the employer and the employee. The employee 
credit is refundable. 

The FICA tax credit changes the way Americans should think 
about rates. We should think about rates as a combination of the 
U.S.A. tax and the FICA tax rate. We will have a combination rate 
structure for you to look at. We think that is very innovative, we 
think it is very progressive. Or put it another way, it rids the sys- 
tem of one of the most regressive taxes we have, the FICA tax on 
working men and women in the country. 

The rate structure contained in our bill as we now have them fig- 
ured out were modeled with one idea in mind, no new taxes. Our 
objective is to raise the same amount of tax we are collecting today. 
Our tax system is a replacement tax. 

The business tax rate will be a flat rate. We think it will be 
about 11.5 percent on all businesses. Note that the business tax 
does not just tax corporations. You know that subchapter S cor- 
porations and partnerships continually have problems about how 
do they accumulate resources in their business so it can gprow and 
prosper? We treat all businesses alike from a farm to a major cor- 
poration to a family partnership. There is a flat tax on those busi- 
nesses of 11.5 percent. The base is very broad, and therefore, the 
tax rate is quite low. The business tax includes an unlimited de- 
duction for capital investment, in the form of unrestricted 
expensing. The expensing deduction allows businesses to recover 
capital before they pay tax. 

One of the worst challenges facing American businesses is the 
complexity of filing a Federal corporate tax return. I don’t know if 
you have talked to any American companies’ tax counsel, but there 
are some who have the IRS agents permanently officed in living 
quarters in their company headquarters. These live in IRA agents 
would get an eviction notice under the U.S.A. tax. Business tax- 
payers would be on a cash basis. They would expense what they 
buy as they pay for it, and if they don’t, if they don’t have enough 
resources that year, they carry the deduction over. The U.S.A. tax 
system puts American business on a cash basis instead of an ac- 
crual basis. Utterly simple. 

Small firms favor expensing for several reasons. It is simple, it 
helps cash flow, it permits them to accumulate without paying in- 
come taxes on what they leave in there, again until they take it 
out and spend it. 

Now, let me describe the nuts and bolts of the U.S.A. business 
tax. Businesses would add up all of their receipts from sales of 
goods and services excluding sales of American-made products to 
foreign markets. Let me repeat. We would put our American cor- 
porations on the same footing that foreign competitors are. What- 
ever exports American firms sell overseas would be deducted from 
their gross income. This makes the system border adjustable. A 
firm deducts foreign sales. Even with this export-enhancing fea- 
ture, the 11.5 percent modeled into this system will still yield you 
the same amount of corporate tax because the U.S.A. tax base is 
much broader. The business deducts the cost of purchases from 
other businesses, the cost of plant and equipment, parts, cornpo- 
nents — and no depreciation, it is on a cash basis with unlimited 
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expensing. After subtracting purchases from U.S. sales, the re- 
mainder is gross profit or the tax base to which this flat business 
tax is applied. 

Out of these gross profits, the business may pay a business tax, 
wages and salaries to workers, and dividends and interest to share- 
holders. The businesses would also continue to pay their share of 
Social Security taxes into the trust fund just as they are now. 

There is a FICA credit which would then be available to the busi- 
nesses and individuals. We replace the wage and salary deduction 
with a payroll tax credit — not deduction, but credit — to make our 
exports more competitive by achieving border adjustability. We did 
this so that we comply with GATT, which permits us to have bor- 
der adjustability with reference to American sales overseas. For- 
eign companies or American companies producing goods outside 
America but selling inside America, would pay an import tax equal 
to the flat business tax paid by U.S. firms. 

Now, there are a lot of other technical aspects on banks; there 
is a major transition section, and I call the transition section to 
your attention only because you are going to have a transition 
problem in all of the different tax systems that have been sug- 
gested. 

Example: A sales tax, 20 percent. Many, many millions of seniors 
have already paid a tax on their savings. Now we are going to say, 
when you spend your savings, you pay 20 percent sales tax. That 
is obviously going to be very hard to sell. 

The U.S.A. tax provides a mechanism whereby savings acquired 
with aftertax dollars under current law would not be taxed again 
under the U.S.A. tax system. While there will have to be some ac- 
counting during that transition period, we think we treat the “old 
savings^ fairly. We are not going to tax them again, since they paid 
taxes as they saved. 

So let me close by saying, we believe that it is time to do two 
things in America; and I am very proud to be part of both of them, 
and I hope you are. We need to balance the Federal budget, stop 
spending more than we take in, because the biggest user of our 
savings is the Federal deficit and its accumulated debt; and second, 
we should abolish our current Income Tax Code — a Tax Code which 
is antigrowth, anti-investment, antisavings — we should turn it into 
the opposite, and let it be an instrument and tool for business 
growth and job creation that is fair. The current tax system does 
not help individuals who might not be able to save and invest even 
though it is in their best interests to save and invest. The U.S.A. 
tax system would help individuals save and invest because it al- 
lows people to get a tax deferral for whatever they save or invest. 
They can save with pretax dollars. 

Thank you very much. It is a pleasure to be with you. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF SENATOR PETE V. DOMENICI 
S. 722-THE USA TAX 

BEFORE THE COMMITTEE ON WAYS AND MEANS 
June 7, 1995 

The tax code determines our standard of living. The rise and fall of the 
American families' standard of living is tied to the amount of capital theii 
employers are able to invest in them. To have access to investment capital, we, as 
a nation, need to increase the national savings rate. 

We will be addressing two^thirdsof the decline in the national savings 
rate (which has taken place since the 1950's) when we enact a balanced budget 
plan. With the enactment of this yearns budget plan we will, for the first time in 
three decades, stop deficit spending and stop adding to the national debt. That 
debt is increasing at $335,000 a minute; $20 million an hour; $482 milli on a day. 
Government. Deficit spending and adding to the national debt is a form of 
dissavings that lowers our national savings rate. Out of shape individual savings 
habits are responsible for the other one third of the decline in our national savings 
rate. 

We have to balance the budget and enact a new tax code in order to 
increase our savings rate so we can increase the national savings pool. A higher 
savings rate permits more investment in plant and equipment, R&D, improvements 
in technology education and training. A higher savings rate means more, better- 
paying, jobs, a higher standard of living and brighter future for our families. 

The USA Tax, or the Unlimited Savings Allowance Tax System, S. 722 
introduced by Senator Nunn and me would achieve those objectives. We could 
call it the Tamily Standard of Living Improvement Act of 1995" because that is 
what it would accomplish. It would accomplish much more. 

Before explaining our proposal, I want to commend the Chairman of the 
Ways and Means Committee for holding these hearings. It has been too long since 
the Congress engaged in a serious examination of how our current tax system is 
working. We have never, in a systematic way, examined alternative tax systems. 
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With a new century only five years away it is an opportune time to stop and 
determine what our tax system should do and how to best accomplish it. 

There are some startling facts that emphasize how badly our current income 
tax system is serving us and the urgency of reform. 

The U.S. ranks dead last among industrial nations in the fi-action of GDP 
devoted to investment. More ominously, since 1986, our investment rate has 
fallen. U.S. tax policy explains much of this. And the investments our companies 
have been making are at a higher price. According to Professor John Shovan of 
Stanford, the tax code adds one-third to the cost of capital. 

Economists proclaim that the nation's savings rate is the lowest among 
industrialized nations, and as a result, America is risking a bright economic future 
to pay for the present. These trends are unlikely to reverse themselves without a 
major tax policy change. 

But, how do we encourage more savings among individuals? When 
Americans save they are really investing in America and our tax code should 
reflect that national priority. Our major trading partners encourage saving in their 
tax codes, and so should we. 

The philosophy of the USA tax is to tax income that is not saved or 
invested rather than to tax all income that is earned. It should vastly expand the 
pool of savings, and achieve significant simplicity in the bargain. 

The USA Tax base is total Gross Domestic Product (GDP). The Business 
Tax and the Individual Tax are two parts of a single tax on a single tax base. The 
Business Tax is intended to be the first in a two-step tax collection process. The 
Business Tax base would begin with Gross Domestic Product (GDP)— the sum of 
all goods and services produced and sold by all businesses together— minus, in 
order to avoid double taxation, those goods and services they have bought fi'om 
one another. The first taxable event would take place when businesses create 
income by producing and selling goods and services. The second taxable event 
takes place when individuals receive that income, net of the Business Tax, in the 
form of wages, salaries, interest, dividends and similar distributions to the owners 
of a business. 
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The Unlimited Savings Allowance Tax System described in the Act would 
replace the current progressive-rate income tax system with a simplified, 
progressive-rate tax on gross income which provides that income saved or invested 
by individuals, and the income generated by those investments would not be 
taxed, until the financial resources are spent on non-qualified purposes. 

The bill replaces the current corporate income tax code with a simplified 
cash flow tax on business gross income (sales minus cost of goods sold) which 
would allow a deduction for savings reinvested in plant and equipment used for 
business purposes. 

Our system recognizes that saving and investing is good for the economy 
and that people shouldn’t be called upon to pay taxes on income that they are 
dedicating to the savings pool. 

This deduction for personal saving parallels the business expensing 
deduction for capital investment. The former allows individuals to defer tax on 
that portion of income that is saved, and ultimately, converted into capital. The 
latter allows a business to recover capital costs before paying taxes. 

The "Unlimited Savings Allowance" is the central feature of the individual 
tax. The objective is to raise the level of national savings because there is a direct 
relationship between how much we save and the real income of woridng 
Americans. If we increase savings and investment we can raise our long- term 
standard of living, meet our financial obligations and build a better society for 
today and for generations who will follow. 

The aging of America adds a new sense of urgency for saving. The next 
century will see many Americans spending as much time in retirement as they did 
woiidng. Adding to the savings pool is in the national interest but saving is also 
in the taxpayers' best interest because it will insure a better retirement life as well. 

With fliat general introduction, let me go through the description of the 
individual USA tax: 

Individuals calculate their total income by adding wages, salaries, interest, 
dividends, earnings withdrawn from unincorporated businesses, proceed from asset 
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sales, rents, royalties, annuities, withdrawals from savings accounts, taxable 
transfer payments and other similar cash inflows. The bill assumes that there will 
be a transitioa period, during which some withdrawals from savings acquired prior 
to enactment of the USA tax would be excluded from income. 

The taxpayer would then subtract: 

THE FAMILY LIVING ALLOWANCE 

A standard deduction, personal exemptions similar to current law, and 
together are known as the "family living allowance.” The family hving allowance 
recognizes that every family's budget includes necessities and that the federal 
government should not tax that portion of a family's monthly bills. For a family of 
four, the anmiAl "family hving allowance” would be about $17,600. There would 
be bigger family living allowances for bigger families. This ensures equitable 
treatment of larger families because who typically spend more and save less than 
smaller families with the same incomes. 

THE UNLIMITED SAVINGS ALLOWANCE 

The "Unlimited Savings Allowance" is an important feature of the 
individual tax. For those who want to expand IRAs, this is the ultimate expansion. 
It will give all Americans, including those of modest means, more control over 
how much of their income is taxed each year. As a consequence, it empowers 
taxpayers to have some say in how large their tax bill will be. 

The Unlimited Savings Allowance combines the best tax poUcy of the 
Individual Retirement Accounts (IRAs) and the Capital Gains differential. It 
maximiz es taxpayer choice and flexibihty. It encourages people to save for 
whatever purpose they deem worthwhile— not some government concocted list. 

It puts no time constraints on the savings or investment so that individuals can 
move from investment to investment without tax consequences as long as they 
continue to save and invest the proceeds from the preceding investment. In this 
respect the "Unlimited Savings Allowance" is not only an expanded, universal 
IRA, it is a new, and improved capital gains mechanism which allows taxpayers a 
series of investments and roU-overs without incurring tax liabihty. 
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The Unlimited Savings Allowance works like a zero rate on coital gains as 
long as the proceeds are reinvested. However, mere portfolio shuffling without a 
net addition to saving does not result in a deduction. 

From adjusted income, the taxpayer then subtracts what he or she 
saved, including net increases in bank accounts, purchases of financial assets, 
other investment purchases, and life and casualty insurance payments. 

HOME MORTGAGE DEDUCTION 

Families think of their home as an important investment in their financial 
portfolios . Our tax proposal thinks like most American families think. Our new 
system would retain the current law home mortgage deduction. A taxpayer would, 
therefore, deduct his/her mortgage interest. 

POST SECONDARY EDUCATION DEDUCTION 

The USA tax system recognizes the importance of investment in human 
capital as weU as the investment in productivity-enhancing plant and equipment. 
Investment in the education and training of taxpayers and their children will 
produce a significant, long lasting return on investment which will benefit the 
entire nation. Greater future earnings generated by those attending college and 
post secondary technical schools would eventually be taxed. 

Therefore, the taxpayer would also be allowed to subtract an education 
allowance or deduction of $2,000 per year, per student, with an $8,000 per tax 
return limit. 

PHILANTHROPIC TRANSFER DEDUCTION 

This is the same as the charitable deduction under current law. 

ASSETS ACQUIRED WITH AFTER-TAX DOLLARS UNDER THE 
CURRENT CODE-TRANSITION BASIS DEDUCTION 

The USA tax recognizes that many taxpayers have accumulated savings 
assets with after tax dollars imder the current tax system. It would not be fair to tax 
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those assets again when we switch to the USA Tax system. The USA Tax 
provides that if the basis does not exceed $50,000, one-third of it is added to the 
savings deduction in each of the first three years after enactment . If the basis 
exceeds $50,000 and the taxpayer has spent more than he saved or as the 
economists would say, if the taxpayer's savings are negative, the basis is used to 
offset the negative savings so that it does not become taxable. This continues each 
year until the original basis is used up. 

If the basis exceeds $50,000 and the taxpayer added to the savings pool 
during the taxable year, there are additional transition rules. 

RATE STRUCTURE— Joint Returns. 

The taxable income under the USA Tax is very different fi'om the current 
concept of taxable income. The rate structure looks similar— three brackets 15, 20 
and 40 percent— but they are applied to a very different tax base and need to be 
viewed in conjunction with the payroll tax credit. In addition, people have to 
change their thinking about rates because they have a great deal more control over 
the size of their tax bill as a result of the Unlimited Savings Allowance. It is 
progressive, a goal achieved through a combination of graduated rates, exemptions, 
personal deductions, a family living allowance and for lower income individuals, 
the earned income tax credit. 

EMPLOYEE PAYROLL TAX CREDIT 

The USA Tax recognizes that for lower and middle-income Americans who 
work for salaries and wages, the existing FICA payroll tax withheld fi'om their 
paychecks is a ofien a larger tax burden on American families than is the current 
income tax code. Since the FICA tax is a flat tax, it is also inherently regressive. 
The USA Tax System would address both of these problems by providing a 
refundable tax credit. 

The lowest bracket is 15 percent (or a 7.35 percent combined USA tax and 
FICA tax after the payroll tax credit is taken) for taxable income up to $5,400. 
After a transition period and beginning in 2000 that rate can be lowered to 10 
percent (2.35 percent combined USA tax and FICA tax, after the payroll tax credit 
is taken). After the transition period the second bracket rate of 20 percent (12.35 
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percent combined USA tax and FICA tax, after the payroll tax credit is taken) for 
taxable income up to $24,000 in 1 996 dollars. 

EARNED INCOME TAX CREDIT 

The current law Earned Income Tax Credit is reformed. The current law rate 
is retained, but the maximum amount is essentially doubled. 

LOW INCOME FAMILIES FREED FROM USA AND FICA TAX 

The family living allowance combined with a reftindable payroll tax credit 
would free the lowest income families from both USA tax and employee payroll 
taxes. 


Those not exempt would pay USA tax on the remainder— his or her 
"taxable income." The marginal rate of taxation is progressive and increases with 
taxable income. 

These are but a few of the features of our new individual tax system. 

THE USA BUSINESS TAX 

The USA business tax is a flat tax on all businesses including corporations, 
partnerships, sole proprietorships and other forms of business organization. The 
base is very broad so that the rate can be quite low. 

THE EXPENSING DEDUCTION 

The business tax includes an unlimited deduction for capital investment- 
unrestricted expensing. The expensing deduction allows a business to recover 
capital before being taxed. Small firms favor expensing for several reasons: it is 
simple, it helps cash flow and it encourages capital formation. Expensing allows 
businesses to escape the complexity associated with calculating and tracking the 
depreciation schedules for every piece of equipment. Expensing is good for all 
businesses, but it is particularly attractive to small businesses because it helps them 
with the day-to-day cash flow problems that they face. It allows them to deduct 
more up front —putting resources back in the hands of the entrepreneur faster 
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instead of keeping it in the hands of the federal government. 

Expensing facilitates finns who need working capital, as well as the 
entrepreneur who wants to expand his business through the purchase of an 
important piece of productivity-enhancing equipment. Finally, exi^nsing is good 
for the economy. If businesses are allowed to write-off their investments in the 
year they are purchased, businesses are much more likely to make such 
investments, thereby, increasing jobs and economic growth. 

Now let me briefly describe how the USA Busina Tax would work: 

First, the business would add up its receipts from sales of goods and services 
made during the year, excluding sales of American-made products to foreign 
markets. The business would deduct the costs of purchases from other businesses: 
the cost of plant and equipment (equivalent to expensing), parts, components, and 
contracted services. 

After subtracting purchases from U.S. sales, the remainder is "gross profit," 
or the tax base to which the business tax rate is applied. Out of "gross profit" the 
business must pay the business tax, wages and salaries to workers, and dividends 
and interest to shareholders and debtholders. 

FICA CREDIT REPLACES WAGE DEDUCTION TO ACHIEVE BORDER 
ADJUSTABILITY 

The business would also continue to pay its share of Social Security payroll 
taxes on its wage and salary distributions, and those taxes would be deposited in 
the Social Security trust funds just as they are now. The business would, however, 
receive a credit against the business tax for the amount it pays in employer payroll 
taxes. Our system replaces the wage and salary deduction with the payroll tax 
credit in order to make our exports more competitive by achieving border 
adjustability which may of our tading partners already enjoy. The Employer 
Payroll creit would neutralize the payroll tax' adverse impact on job creation. 

The integrity of the social security trust fund is protected. 
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BORDER ADJUSTABILITY ACHIEVED/IMPORT TAX ACHIEVES 
PARITY FOR ALL GOODS COMPETING IN U.S. MARKET 

To complete the "border adjustment" for import/export parity and fairness, 
an import tax equal to the business tax would be imposed on the production of 
goods and services outside the U.S. that are sold in the U.S. Through the import 
tax, any company (regardless of whether it is U.S.- or foreign-owned) located on 
foreign soil t^t manu^tures goods to be sold in the U.S. market would be taxed 
essentially the same as if the factory were located in the U.S. 

DIFFERENT RULES FOR FINANCIAL INTERMEDURIES 

There are different rules for banks, for insurance companies, for financial 
pass’thni entities and other businesses engaged in financial intermediation, for 
international transportation services and international communications. 

BUSINESS TAX RATE 

The Business USA Tax rate is modeled to be a flat 1 1 .5 percent. And 
remember, total business taxes collected would be the same as today, but collected 
in a greatly simplified and more efficient way. 

GENERAL DESIGN ASSUMPTIONS 

As we started to design the Unlimited Savings Allowance Tax Act (USA) 
we made certain general assumptions: 

* Raise as much revenue as the current code; corporations and 
businesses would continue to shoulder the same share of the total 
revenue burden as under current law. 

* Retain current code progressivity so that people as a group would pay 
no more, no less in taxes. The top 20 percent of taxpayers would still 
pay the same percentage of taxes as they currently pay. The bottom 
20 percent would still pay the same percent of the individual USA 
taxes. 
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* Replace the anti-savings and investment incentives in the current 

income tax code with a system that defers savings from taxation. 

* Create a system under which: 

1 . wages, if saved and interest earned from those savings would 
be deferred from taxation until spent. 

2. dividends received and saved would be deferred from taxation 
until the proceeds are spent; 

3. tax on capital gains could be indefinitely deferred as long as 
the proceeds are rolled over in to other qualified savings and 
investment assets. 

4. there would be no bias in favor of either debt or equity 
financing. 

5. the export competitiveness of the United States would be 
enhanced by providing border adjustability on terms meeting 
the requirements of the General Agreement on Tariffs and 
Trade. 

6. expensing of capital costs would replace other cost recovery 
systems. 

7. dividends would be taxed only at the corporate level if the 
recipient reinvests or otherwise saves the dividend proceeds. 

With a new tax code, America's rate of corporate investment in new plant, 
equipment and technology can be improved and increased— reversing a dangerous 
trend in the opposite direction. 

We hope we will achieve simplicity by eliminating at least three-quarters of 
the tax code. 

Our current code is primarily a wealth redistribution system. Recent tax 
policy debates quickly degenerate into class warfare shouting matches. Our 
proposed system is a wealth creation system for all Americans. 

A central focus of your hearings is what is the best tax base, or said another 
way: whether it is better to tax income that is earned or income that is spent. We 
believe the better system is the latter. Our tax is more neutral than the income tax 
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m its treatment of present versus future consumption. It is neutral regarding the 
choice of saving or spending. It would be easier to administer than the income 
tax Our tax base can be measured more accurately and simply than an income 
tax base. 

Our tax system would avoid the basic inequity that arises depending upon 
how savings are accumulated and managed. It would eliminate the need to 
determine when "realization" and taxation occur. There would be no need for the 
nonrecognition rules. Our system eliminates the lock-in effect, the potential 
bunching of gains, and the need for a distinction between capital gains and 
ordinary income. Under our system amounts invested in productive assets are 
immediately deductible, making capital recovery deductions unnecessary. Asa 
result, there would be no need to guesstimate decreases in value due to wear, tear, 
and obsolescence of assets and there would be no need to continue current law 
recording keeping. Because inflation is often dealt with on an ad hoc basis in the 
current code and has been used as a justification for accelerated capital recovery 
deductions, preferentfal capital gains rates and other special provisions in the 
income tax system those provisions and their accompanying complications would 
not be necessary under our system. The mismeasurement of real net worth 
changes that takes place under the current code because of inflation would not be 
factor under our system . 

There would be no: 

Alternative minimum tax. 

Foreign tax credit calculations requiring supercomputers. 

Heavy-weight tax returns weighing pounds. 

REASONS FOR ABOLISHING THE CURRENT CODE 

We want to abolish the current income tax system and replace it with the 
USA tax system because the federal income tax code is unamerican in spirit and 
wrong in principle. It levies a double tax on dividends and taxes savings, it 
discourages risk-taking, entrepreneurship and the creation of jobs. It is hostile to 
savings and investment and tilted toward consumption. It fiivors debt over equity 
financing. It encourages corporate management to neglect long-term investment 
in favor of focusing on short term profits. 
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Our current code is fu* too complex. Companies complain about IRS agents 
being permanently housed in their corporate headquarters and that the IRS is years 
behind in their auditing. Others perversely brag about needing supercomputers to 
calculate certain foreign tax credit computations. 

Our current code penalizes savings by taxing income first when it is earned 
and again if that income is saved and earns interest or dividends. When an activity 
is penalized in the tax code, it influences behavior. Taxpayers do less of those 
disfavored activities. And the current code is doing a good job of discouraging 
saving. Americans are only saving about 2.8 percent of GDP. 

This lack of saving leads to a shortage of investment, which, in turn, leads to 
insufficient growth, stagnating incomes, and the loss of high-wage jobs. 

S. 722 IS THE STARTING POINT 

We took the approach that the tax base in our bill should be as broad as 
possible. Since we introduced the legislation, we have been contacted by various 
groups who where included in the base broadening initiative of our bill. It will not 
surprise you that each group is eager to retain the favorable treatment they receive 
under the current code. We urge the tax writing committees to carefully evaluate 
each of these base broadening provisions. You are the experts, and are in the best 
position to determine which provisions would make sense in this new tax universe 
should you choose to create it. 


Thank you , Mr. Chairman. 
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Features of the Individual (USA) Tax 


To figure his or her tax, the individual subtracts total new savings from total income, and pays tax on the 
remainder. A standard deduction, personal exemptions and an ETTC are allowed as under current law, and 
together are known as the "family living allowance." For a fomily of four, the "fiunily living allowance" 
would be close to S 1 7,600. 


Individuals' total income includes wages, salaries, interest, dividends, earnings withdrawn from 
unincorporated businesses, proceeds from asset sales, rents, royalties; annuities, withdrawals from savings 
accounts and other similar cash inflows. During a transition period, some consumption from savings 
acquired prior to enactment of Domenid/Nunn would be excluded. 


Individuals total up their income, then deduct any amount of inconte that is saved. Amounts deducted as 
savings include net increases in bank accounts, purchases of financial assets, other investment purchases, 
including homes, and life and casualty insurance payments. 


The USA Tax allows charitable contributions, mortgage int^est, large out^f>podret medical expenses and 
to be deducted from income. 

Retains current law treatment of mortgage interest. 


Low and middle income workers are allowed a credit against the individual USA Tax fcH- employee payroll 
taxes paid during the year. This way, the family living allowance combined with a refundable p^rroU tax 
credit would free the lowest income frunilies from both income and employee payroll taxes. 


The marginal rate of taxation, as under current law, is progressive and iiKieases with consumed income. 

The brackets are designed so that the richest 20% of fiunilics continue to pay their current share of federal 
taxes, and the poorest 20% continue to pay their share of federal taxes. Aft^ allowing for the "femily living 
allowance," the anoroxiniatc consumed inconte brackets are: 8 percent, 19 percent, 40 percent. 
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USA INDIVIDUAL TAX 


1 . GROSS INCOME Wages, salaries, interest and 

dividends and income from sale of 
stocks and other assets. 

If it is included in gross income 
under current law it is included in 
gross income imder USA Tax. 

2. VALUE OF Counted as part of Gross Income. 

FRINGE BENEFITS 

MINUS 

3. PERSONAL $2,550 for taxpayer, spouse and each 

EXEMPTIONS dependent. 

4. FAMILY LIVING $4,400 single 

ALLOWANCE $7,400 joint return 

$5,400 head of household 

4a. AMOUNT OF $17,600 Total 

GROSS INCOME 

EXEMPT FROM comprised of: 

TAXATION FOR $7,400 family living allowance and 4 

FAMILY OF 4 $2,550 exemptions 
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4b. AMOUNT OF $ 6,950 Total 
INCOME EXEMPT 

FOR SINGLE comprised of $4,400 family living 

INDIVIDUAL allowance and one $2,550 exemption 

4c. AMOUNT $13,050 Total 

EXEMPT FOR 

HEAD OF comprised of 

HOUSEHOLD WITH $ 5,400 family living allowance and 

3 CHILDREN 3 $2,550 exemptions 

5. UNLIMITED Taxpayers can deduct any amount of 

SAVINGS new savings or investment. 

ALLOWANCE 

One investment can be sold and 
another purchased without incurring 
USA Tax liability— unrestricted 
rollover. 

Tax is deferred on income saved or 
invested until income is spent. 

6. MORTGAGE Same as current law. 

DEDUCTION 

Same as current law. 


7. 

PHILANTHROPIC 

DEDUCTION 
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8. $2,000 per person for the taxpayer, a 

POSTSECONDARY spouse and up to two dependents 
EDUCATION capped at $8,000 per year. 

DEDUCTION 

9. ALIMONY PAID Same as current law. 

DEDUCTION 

10. PREVIOUSLY A retiree living on previously taxed 

ACQUIRED ASSET savings accumulated prior to the 
ADJUSTMENT USA Tax can spend that savings 

without paying USA Tax. (This is 
fair because it has already been 
taxed under the old federal income 
tax system). 

This rule applies to anyone with 
assets acquired with after-tax dollars 
prior to enactment of USA Tax. 

1 1 . TREATMENT Borrowing is not included in gross 

OF BORROWING income. 

Repayments are not counted as 
qualified savings. 

This makes the tax a consumed 
income tax (income minus savings) 
and not an expenditure tax. 
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12. CAPITAL 

GAINS 

Determining factor is use of 
proceeds. If proceeds are reinvested 
the tax on the gain is zero. 

13. TREATMENT 

OF RENTAL 
PROPERTIES 

Treated as a business 

Purchase expensed instead of 
depreciated. 

Income taxed at 1 1 percent business 
rate. 

14. TREATMENT 

OF TAX EXEMPT 
BOND INCOME 

Same as current law. 

15. TREATMENT 

OF SOCIAL 
SECURITY INCOME 

Same as current law except that 
amounts saved are eligible for 
unlimited savings allowance 
deduction. 

16. TREATMENT 

OF GIFTS 

Not a taxable event for USA tax 
purposes. 

Beneficiary takes same basis in the 
gift as the person making the gift. 

If recipient spends the gift it would 
be included in his/her taxable 
income. 
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ADJUSTED GROSS 

INCOME 

Minus 

17. EMPLOYEE Both Social Security and Medicare 

PAID PAYROLL portion of the payroll tax are eligible 

AND HEALTH for the tax credit. 

INSURANCE TAX 

CREDIT 

18. EARNED Credit is doubled but eliminated for 

INCOME TAX wage earners without children. 

CREDIT 

Equals 

TAXABLE INCOME 

Multiplied by 

8 percent 
1 9 percent 
40 percent 

.35 percent 

1 1.35 percent 

32.35 percent 


USA TAX RATES 
after transition 
(beginning in year 
2000 ) 

COMBINED USA 
TAX AND 
PAYROLL TAX 
RATES (beginning in 
year 2000). 















CHANGE IN People with taxable income of ; 

COMBINED USA 

and PAYROLL TAX 0 to $10,000: Combined USA and 
BURDEN BY payroll tax burden decreased by 

VARIOUS INCOME 75% 

GROUPS after 

transition (beginning $ 1 0,000-520,000 decreased by 9% 
in year 2000). $20,000-$3 0,000 decreased by 14% 

$30,000-550,000 decreased by 5% 
$50,000-575,000 decreased by 0 
$75,000-100,000 decreased by 0 
$100,000-5200,000 increased by 3% 
Over $200,000 increased by 4% 
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Mr. Christensen [presiding]. Thank you, Senator Domenid. I 
have a couple of questions, and then I will let my colleagues ad- 
dress you. 

First of all, I want to thank you for your leadership on this issue. 
It has been fun being on this Committee and listening to the var- 
ious proposals that have been outlined. One of the things that we 
are trying to do is look at a system that will provide efficiency and 
equity, simplicity, and administration that gets away from the 
14,000-plus pages of our current Code. 

You stated that you currently have no bias in favor of debt or eq- 
uity in the Nunn-Domenici plan. So that would apply in the munic- 
ipal bond market. How would that affect that area? 

Senator Nunn. The municipal bond market? The reason why we 
don’t have anv basic distinction between equity and debt is because 
neither is deductible in the business tax we have. They are placed 
on the same level playingfield. 

Today, of course, interest is deductible and dividends are not. 
They are both on the same playingfield. So it neutralizes it in that 
way. 

As far as the municipal bond market, that is a very good ques- 
tion. We wrestled vyith that one long and hard, and we basically 
came to the conclusion that municipal bonds had to continue to be 
given a preference. The way they are given a preference on our pro- 
posal is, since you can save and put money into a savings account 
and get the same kind of exclusion or deferral as you do today 
when you buy a municipal bond, in terms of interest, that would 
be level. But when you bring in that municipal income from a mu- 
nicipal bond or a State bond, you basically can consume that with- 
out being taxed on it. 

So the preference is there as it is today. It is less of a preference, 
in all fairness, than it is today, because you can put money in the 
savings account or you can put money in a stock and defer income 
on it because it is investment — or defer income tax on it. So the 
preference remains, but it is not quite as significant a preference 
over other forms of saving as we have today. 

Mr. Christensen. OK. 

Congressman Merger. 

Mr. Merger. Thank you, Mr. Chairman. I thank both of our Sen- 
ators for being here. Your contribution — if there is one thing we 
hear as we go around to our townhall meetings in our districts is 
that people are universally unhappy with the system that we have 
now. It seems like every time we talk about simplifying it, at least 
in the years past, has made — that has merely meant that we made 
it more complex. 

Senator Domenici, if you can tell me, compared to our current 
tax system, how much easier would it be to comply with your new 
U.S.A. tax proposal? 

Senator Domenici. I can only give you what we have collectively 
assessed. 

On the business side, it is about as big a simplification as you 
are going to get. I mean, the business side is truly simple. We actu- 
ally oelieve it will be a revolution in terms of how corporations and 
businesses keep their books, how many records they have to keep; 
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and at the same time, there will be a bms toward investing rather 
than a bias against investing by the businesses. 

On the individual side, we estimate that it is about 75 percent 
simpler than what we have now. How do I estimate that? I merely 
look at how many pages we get rid of and we get rid of about 75 
percent of the Code pages, or more. 

If there is some tax bill that this Committee, in the best interests 
of America, could pass that is as simple as the notion of a flat tax 
then we will admit to you the U.S.A. tax is not that simple. But 
we aren’t here to criticize other plans, merely to say that a flat tax 
can’t be flat; there will have to be some other things added and 
some appendages put on, and everybody knows that. 

We opted for progressivity, because as my cohort, Senator Nunn 
said, we want — we think there is a certain fairness to progressivity, 
and so we built it in. In fact, wherever we could make things more 
progressive, we did, even on the FICA tax as you have heard us 
explain. We tried to get rid of its lack of progressivity by building 
a tax credit into the total tax base here. 

Mr. Herger. Also, in the area of the small businesses, I mess 
businesses in general, how would your payroll tax credit work? For 
employees that you have, as you pay them, how would that work? 

Senator Nunn. The basic tax we anticipate at the business level 
for small business, every level of business, would be about 11 per- 
cent. And remember also the goods coming in would be taxed at 11 
percent. So we broadened the tax base rather significantly. 

We bring in an import tax — not in a discriminatory way; we 
think it is GATT-compliant^and therefore we have a much lower 
business tax rate than today. If you paid 11 percent on your busi- 
ness tax and then whatever your payroll is, you would take the 
payroll and you would take the full $60,000 where the cutoff is on 
FICA and Medicare and Social Security, you would then apply the 
7.65 percent to that and that woula be a complete tax credit 
against the 11 percent. So it is not a deduction, it is a credit back. 

If your tax were $100,000 and you are multiplying 7 point — 
whatever the percent is, 5 or 7, I torget the exact number — times 
your payroll up to $60,000, then you would — ^if it was $50,000, you 
would credit that $50,000 against the $100,000 in tax otherwise 
owed. 

Senator Domenici. So, Representative Herger, what we are doing 
now is, we have the experts that put this together, modeling dif- 
ferent scenarios, because we have heard from businesses that are 
highly professional and they all are highly paid professionals and 
they want to know whether this approach, as compared with de- 
ducting all of the salary, turns out to be reasonably fair to them 
or not. We can’t tell you that in every case it is. But you under- 
stand, we don’t deduct total payroll; we give a tax credit for the 
FICA tax against business income, as defined. That is our ap- 
proach. And we think we have to do that for border adjustability 
reasons, to comply with GATT. And we think there are a lot of ben- 
efits from it, and this will be looked at carefully, I am sure, by var- 
ious committees. 

Senator Nunn. Some of our friends in Europe and Japan may 
raise the issue of whether it is GATT-compliant, and I think the 
answer to that is rather simple. Isn’t that what you do in your 
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value-added tax? You basically do not charge value-added tax on 
your businesses’ products going abroad. You do tax us coining in. 
We are trying to level the playingfield. It is not discriminatory; we 
are trying to level the playingfield. 

But the reason we could not have a wage deduction in that and 
also accomplish that competitiveness purpose, which we think is a 
very big purpose, is because we do not believe if you deducted 
wages it would be GATT-compliant 

Mr. Merger. Thank you. 

Senator Nunn. I think everyone needs to recognize when we say 
"not deducting wages,” that is — at first sight is frightening, but you 
have to compare the percent. We are down to about an 11 percent 
rate. So the percent is much, much lower and you have the PICA 
credit back. So it is a different picture when you start looking at 
it in that light. 

Mr. Christensen. Mr. Levin. 

Mr. Levin. Thank you very much, Mr, Chairman, and welcome 
to our two, to put it mildly, very distinguished colleagues. You 
know, we have talked about at least three standards here — simplic- 
ity, efficiency, including the savings rate, and fairness — and I think 
your proposal is — embodies an effort to touch, if not cover, all 
three. And I am not sure that some of the others make as serious 
an effort. But let me ask you a few questions within that spirit, 
and I mean it that way, and then a general question. 

For example, health insurance payments by employers. How does 
that fi^re? Reading your testimony in the Joint Tax Committee 
analysis I can't quite tell whether health insurance payments 
today, which are now deductible, would continue to be. 

Senator Nunn. They would not be deductible. The main exemp- 
tions today that we retain would be home interest, the mortgage 
deduction which we preserve, current law, and charitable, and then 
some of your low-income safety net proposals. But on health insur- 
ance, it would not be deductible and it would be includable. 

We think that at first glance some people will not like that, but 
we think it is essential in order to have the rates get down, and 
we also think it would be part of health care reform in a way. We 
are not trying to do that, but it would, because it would make peo- 
ple think about the kind of plan they were going to have. 

And third, it would add an element of progressivity because nor- 
mally the people with the highest health benefits are those in the 
highest income brackets. 

Mr. Levin. I think, if I might say so, that is an example of an 
issue that needs to be seriously considered. I think many people, 
though not all, would admit that if we had had that kind of a sys- 
tem 30 years ago without that kind of deductibility, that probably 
a large number of middle-income families, truly middle-income 
families that today have health coverage would not. 

Senator Nunn. If you had had the savings account deduction 
over the years along with that, it would make an enormous dif- 
ference, because people are going to be able to save. They also are 
going to able, in our propos^ , to deduct $2,000 for the cost of 
education. So you have to look at the offset. You have to be — ^you 
have to look at the opportunity people have. 
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Any of these deductions, though, that are currently available 
that we would eliminate could be added back. It would simply re- 
quire higher rates. That is the tradeoff. The same thing under the 
flat tax. 

I am not sure how Dick Armey's proposal handled the health in- 
surance. I would imagine, though, to get his rates down, he is going 
to have to abolish virtually every deduction. It is a real tradeoff 
here. Any can be added back as a matter of policy; you just have 
to adjust the rates accordingly. 

Senator Domenici, Representative Levin, I think that one has to 
look at the tax brackets and how much we have lowered the brack- 
ets for low/middle income and low income; and obviously, if we 
start putting more things off the table, so to speak, those rates go 
up. 

Mr. Levin. Sure. 

Senator Domenici. And frankly, we are trying to make it simple, 
and we have three progressive rates — we started with two, but we 
thought three was more fair — ^and that is part of the overall 
scheme. 

Mr. Levin. All right. But take the typical family. I was going to 
talk about real estate taxes, but let me forget that for a moment. 

Take the typical family, two or three kids, middle income, and 
you have a several tiered system, but the emphasis is on savings. 
Now, they have kids; the $2,000 a year education credit, or what- 
ever it would be, doesn't go vei^ far toward meeting those needs. 

So this family that isn't able to save much over the years — it 
isn't easy — it is possible their rates would go up under your pro- 
posal, I mean, somebody's rates have to go up if other rates go 
down, right, if you receive the same amount in the Treasury; and 
I think yours is revenue neutral. 

Senator Nunn. That is right. 

Mr, Levin. So what assurance for middle-income families is there 
for those with several children, two or three kids, that this isn’t 

f acing to hit them hard? Remember, what, 50 percent of the fami- 

ies kind of live, if not week to week, month to month. To 

Senator Nunn. I would say, Congressman Levin, I think that 
that is a very important question. 

First of all, I would say that we think that the FICA credit back 
will really be a tax break for literally millions of people. 

The second point I would make, our low-income brackets and 
low/middle-income brackets actually — by all tax measurements we 
have been able to have, their taxes go down. 

The third point, we would retain the home mortgage and chari- 
table deduction. 

The fourth point, it is almost impossible for the kind of family 
you talked about to save money today because they have to pay 
taxes before, and it is the aftertax income that they save. In our 
proposal, it is before-tax income that they save, an enormous dif- 
ference in their ability to save. 

And finally, I would say we designed our system so that in each 
bracket, you are right, when taxes go down for somebody, they 
have to go up for others to be revenue neutral, or the economic pie 
has to grow. The more the economic pie grows — we think ours will 
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have enormous growth in the economic pie, but we don^t claim that 
in terms of our scoring. 

We tried to design our system so that within the present brack- 
ets, generally speaking — I am not saying it is absolutely precise — 
that within each bracket there would be about the same amount 
of income as coming in today. Obviously, those who save more will 
pay less taxes; those who save less will pay more taxes. But I 
would say to those who save less, they usually are — like me, they 
are borrowing money. The interest rates are going to be lower in 
this country than they would otherwise be, because our savings 
pool is going to go up. So even for borrowers who save less money 
and pay, thereby, more tax under our proposal, they are going to 
pay less interest, and I would think that over a period of time the 
economic pie is going to grow and our jobs are going to be better 
and they are going to make more income. So I would say, even for 
people under our proposal who actually pay some slightly more tax, 
I believe they are going to be net beneficiaries because the eco- 
nomic pie is going to grow and they are going to pay less for their 
borrowing, whether it is on an automobile or a house or a washing 
machine or whatever they would otherwise do, because our savings 
pool is bound to go up under this proposal. 

Mr. Levin. Thank you. 

Thank you, Mr. Chairman. 

Senator Domenici. Could I also comment? 

We went to great lengths in the modeling of this tax proposal to 
use the quintiles which are commonly used on the distributional ta- 
bles prepared by the Joint Tax Committee. Each 20 percent current 
structure will pay essentially about the same amount that they 
paid before. So that the adjustments within each quintile will be 
for those who save or don’t save. But essentially, each 20 percent 
of the current tax total will still yield about the same amount. So 
the top end will still yield its, the bottom end will yield its — it is 
a small amount, but it will yield the same; and some might want 
to change that as you move through this process. We just used 
that — and that is a partial answer to your question. 

Mr. Leven. My time is up, and I appreciate the indulgence of the 
Chair. 

You have some material, because I think it is an interesting pro- 
posal, but we really need to — and I know you agree, to think of it 
in terms of the impact on the people who pay the taxes. And any 
material that you have that would show the impact on middle-in- 
come families on the third and fourth quintiles, for example, by the 
number of dependents or the ability to save, the likely expenses for 
education. 

I don’t think either of you want a proposal that helps — in order 
to help savings, squeezes families, especially with several children, 
for whom savings isn’t so easy, though it would be helpful if they 
would save more. So any material you have on that I would love 
to see. 

[The information was not received at the time of printing.] 

Senator Nunn. We have a number of examples, and we really 
thought as we were developing this right along the same line you 
are thinking now. We do not claim perfection. We do not claim that 
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this proposal can't be improved. We welcome constructive improve- 
ments in it. But that is exactly the kind of questions we asked. 

We spent about 2 years doing this, and a lot of the second year 
was addressing this question that you have just posed and address- 
ing the very difficult question that Senator Domenici has already 
alluded to; and that is, when you go to more of a consumption tax, 
what do you do about old savings? That is a tough question. 

We believe we have a transition here that takes care of that 
problem as well as it can be taken care of for 90 percent of the peo- 
ple. The other people will have a little bit more complexity, the 
other 10 percent, but for the people who have net savings of 
$50,000 or less in financial, we think we have handled that. 

Now, what you will face if you go to a sales tax or a value-added 
tax, let's take a couple that have $100,000 that they have saved. 
That is their life savings. They are now 70 years old or 75 and they 
want to spend that. They have to spend that. When you take a 17 
to 20 percent sales tax, you have just tabbed $17,000 to $20,000 
of that $100,000 right out of their po^et. And you are basically 
taxing old savings twice. 

Now, that comes into play bigtime with a value-added or a sales 
tax, as it would in ours, but we think we have handled that. We 
let people who have $50,000 or less write off that $50,000 by claim- 
ing new savings over a 3-year period. That takes care of 90 percent 
of the savings in the country. 

Mr. Christensen. The gentleman's time has expired. 

Mr. Ramstad, 

Mr. Ramstad. Thank you, Mr. Chairman. Distinguished Sen- 
ators, I want to thank you for your leadership on fiscal issues gen- 
erally, and certainly no two Members of either body have done 
more to point out the savings crisis — and I use that term advisedly, 
as I am sure you would concur — that we have in this country. I 
think it is alarming that when you think of the G-7 nations, we 
have such an abysmally low savings rate, rating a distant seventh 
with our trading partners. 

Professor Feldstein did a study not long ago, I am sure you are 
familiar, saying if we converted all of — everything in terms of plant 
and equipment into savings, we couldn’t — or savings, rather, into 
plant and equipment, into capital formation — we couldn’t sustain 
any long-term economic growth. So I applaud your leadership cer- 
tainly in that area. 

Let me ask you a question specifically on your testimony, your 
proposal here today. I think we all know that the current tax sys- 
tem penalizes savings, as you have pointed out, through double and 
triple taxation and certainly discourages work and entrepreneur- 
ship. Any time you have marginal rates in excess of 50 percent, you 
can get no other result. 

Tomorrow we are going to hear from proponents of the flat tax 
proposal. Doesn’t the flat tax proposal in a more simple and direct 
way really also eliminate the double taxation of income derived 
from savings that you are trying to accomplish, thereby providing 
the same incentives to increase savings? 

Senator Nunn. I would say that the flat tax has many 
similarities with our proposal. I think that — a lot of things in com- 
mon, I believe that those who are proposing the flat tax are striv- 
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ing for more savings and for more investment and more simplicity. 
I believe that is the advantage that our proposal has over the flat 
tax, although I am saying I identify with almost every proposal as 
an alternative to what we have now, so I don’t want to say that 
I am negative on other proposals vis-a-vis the current Tax Code. 
But comparing it to ours, we are revenue neutral, first of all, and 
I think any tax in this fiscal environment is going to have to be 
revenue neutral. I think the flat tax hasn’t yet met that challenge. 

The second thing is, I believe our proposal does much more on 
the competitiveness feature, putting businesses on the same level, 
because of what I have already explained in terms of goods sold in 
this country, and goods sold from other countries in this country 
would have the same tax. 

The third thing, I think we have — the FICA credit is a big 
change in the current position. I think it is a much bigger improve- 
ment. Perhaps a flat tax could incorporate that change. It doesn’t 
necessarily preclude that. 

And finally, I think ours is much fairer than a flat tax. Just as 
Congressman Levin mentioned a few minutes ago, if somebody’s 
rate goes down from 50 to 25 percent and you are going to be reve- 
nue neutral, somewhere, somebody else’s rate has got to go up. 
Now, where is that going to be? As I understand the flat tax, it ba- 
sically takes care of people at low-income levels by having a much 
bigger exclusion, but still, somebody has got to make up that reve- 
nue. 

Now, where that will come from I think is probably — I haven’t 
analyzed it and others would have to — it is probably going to have 
to come from people in middle income who now have a deduction 
on mortgage interest and also a charitable deduction. I think they 
are going to have to end up paying more, but that would be subject 
to someone else’s scrutiny. 

So those would be the big differences in terms of where I see our 
proposal having an advantage, but the flat tax would have — under 
the current reference, it would have some advantage on simplicity. 
It is more simple than ours because it has not dealt with some of 
these challenges that I think eventually it will have to deal with. 

Mr. Ramstad. I am glad to hear you say, Senator Nunn, that ei- 
ther is preferable to the current structure and the current system. 
And certainly conceptually I like what you are saying and I support 
what you are saying. I also like the flat tax. But both look certainly 
superior to the situation we currently have. 

My last question in the remaining seconds I have, when you look 
at value-added tax on businesses, aren’t we really talking about a 
sales tax, because won’t this in effect be passed on to consumers? 

Senator Nunn. On the business tax? 

Mr. Ramstad. Right. 

Senator Nunn. That is a very good question, and our tax panel 
coming up next can talk about that incidence of taxation. I don’t 
pretend to know how you basically allocate business tax. Some peo- 
ple say it falls on wage earners, some people say it falls on consum- 
ers, some people say it falls on profit, and it depends on the model 
that the Joint Economic Committee uses. That is a raging and 
technical debate. 
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But certainly any tax at a business level has to — businesses are 
not people, generally, but somebody has to pay it. It is either the 
stockholders pay it through less dividends or the consumer pays it 
through higher prices, or the wage earner pays it through lower 
wages. Somebody has to pay a business tax. 

Senator Domknici. I would say obviously you could solve the 
problem and answer your question unequivocally if you had no 
business tax. There is plenty of thinking based on sound economics 
and tax policy that you don't necessarily — shouldn’t necessarily 
have to have a business tax. We understood that and we went all 
the way through that in our thinking, but we thought in passing 
a new Tax Code you would probably have to have a business tax. 

We went with a flat one, made it much broader because we taxed 
what people — what companies outside America bring in. That is, 
they are as if they were located in Savannah, Ga., or Albuquerque, 
N. Mex., as to what they import. And in addition, it seems that we 
could not find an easy way, such as not paying any tax on divi- 
dends, which some would have; and maybe the flat tax has that. 

We don’t think ultimately the people are going to support a sys- 
tem that taxes people on what they earn for working, but doesn’t 
tax dividends they get. So we have something in between that we 
think works pretty well. 

Senator Nunn. I think one of the big features in ours that is very 
important and Senator Domenici just referred to is, really, we get 
very close to treating all of the income alike, municipal bonds being 
one exception. 

But we have had this raging debate ever since I have been here. 
We walk up the hill on capital gains and we walk back down. It 
goes back and forth and back and forth, and it is always a rich ver- 
sus average income argument. But I would like for the first time 
to say to someone who had a $100 capital gain, fine, if you reinvest 
it; it keeps the money working for all of our citizens. Then it is tax 
deferred. But if you go out and get yourselves — if you have a party 
or you basically buy consumer items, you will pay the same tax 
that the wage earner pays. 

We say the same thing to the wage earner. If you are making 
$45,000 a year and you save $5,000, you deduct tne $5,000. So it 
puts both capital income and wage income on the same level. I 
think that would be an enormously important breakthrough in 
terms of both fairness and understanding and encouraging rein- 
vestment. 

The one other thing I would say is that there will be a complaint 
from some that wealthy income people can save more than others. 
There is no doubt about that. But as long as wealthy income people 
in America keep their capital working for the good of all of us, then 
fine. It is when they put it in the consumption stream and use it 
for themselves — nothing wrong with that, but at that stage, they 
ought to pay taxes on it. So that is the theory. 

We are not trying to tax people that make a big income as long 
as their money is working for the whole good of the country. And 
when they are putting it in plants and equipment and savings ac- 
counts that we can all borrow, it is. So that is the philosophy be- 
hind it. 
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Mr, Ramstad. Thank you both for your bipartisan, pragmatic 
work in this area. 

Thank you, Mr. Chairman. 

Mr. Christensen. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. And I too have enjoyed 
your discussion of this tax pro^am that you have proposed. We 
nave been hearing a lot about it at home and here and there for 
the last — actually since about 2 years ago. So I have been eager to 
hear your explanation of it and will look forward to reading it in 
detail. 

During the conversations we have had with folks in the last day 
and a half, we have heard about different types of replacement 
taxes, including the consumption-based tax and where your pro- 
posal has touched in a favorable way on all of the items that are 
of concern to me that I have heard back from the folks in my dis- 
trict, what I don’t see mentioned here — and it may be, Senator 
Nunn, because I missed your explanation since we had a vote — I 
am wondering what your thoughts are on the underground econ- 
omy. 

Is this a problem that simply cannot be solved, or do you find 
that your proposal is more effective in getting your arms around 
this problem? 

Senator Nunn. That is a very good question. I was hoping I 
wouldn’t have to make any concessions to alternatives today, but 
on this one I have to make a concession, and that is, we do not get 
to the underground economy in our proposal. I kept thinking, how 
can we do it, and I can’t think of where you can do it at the income 
tax level. I think that is the advantage that value-added tax or 
sales tax would have over our proposal. 

There are a whole lot of disadvantages that they would have, in- 
cluding greatly increasing the cost of living, including the fairness 
challenge; the more vou try to make it fair, the higher the rates 
are going to go. All of those things come into play. 

But on the underground economy, I think you have to go to 
something like a sales tax or a consumption tax to really get at 
that. 

Senator Domenici. Representative Dunn, I concur whole- 
heartedly, but I would have a caveat obviously. In going after the 
underground economy, I think we all have to be careful as to what 
kind of tax law we write for everybody else. 

Senator Nunn. The other thing I would add is, I don’t — although 
we don’t get at the underground economy, that is, the taxes that 
are avoided altogether, I do think we dramatically reduce the 
search for loopholes, because there is a loophole that is available 
to everybody. Just put your money in a savings account. It is up 
front, you don’t have to go paying a lawyer or an accountant or 
anyone else to tell you how you basically defer taxes. You don’t 
avoid them, but you defer them. You put it in a savings account 
or a stock or a bond. 

Ms. Dunn. I think that when we talk about incentives, there is 
an incentive in the current Tax Code to create an undei^ound 
economy, so I think that is really going to have to be the effect we 
look for. 



412 


You have been sensitive in how you address senior citizens, and 
I appreciate that, because this is a big problem for them when they 
have gone through their income-earning years and have paid the 
penalty and now have — many of them nave been self-reliant and 
responsible and set aside funding, but they are on fixed incomes 
ana would be hit terribly hard by any kind of a national sales tax. 

I also appreciate your keeping in the tax policy the incentive for 
home ownership, because I believe that is terribly important, and 
I think we really — we really have to pay attention to what our Tax 
Code is doing in terms of encouraging certain types of behavior 
here. 

So — and the border adjustment, I like that very much too. I 
think that is just great, and I think you have been very good on 
that. 

So I look forward to this, and thanks very much 

Senator Nunn. It sounds like to me you have already done your 
homework on this proposal. I am amazed. 

Ms. Dunn. Thank you. 

Senator DOMENici. The last time I worked with you, Representa- 
tive Dunn, was on the reform package, and I just want to say, if 
you spend as much of your good effort on this, you will come up 
with some good things, because I was very pleased to have an op- 
portunity to work with you on that. 

Ms. Dunn. Thank you. 

Mr. Christensen. Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman. And welcome 
and thanks very much. Senator Nunn and Senator Domenici. I too 
want to commend you for the leadership role that you are playing 
in terms of fiscal responsibility, in terms of economic development 
and competitiveness, and I too appreciate your testimony and ap- 
preciate what you have done. 

Earlier today Les Samuels was here from the Treasury Depart- 
ment and he was commenting on various proposals. He nad a lot 
of good things to say about your proposal, but he went on to say 
he had some concerns about complexity and specifically mentioned 
that your proposal would require some new calculations. In effect, 
you would have to calculate a personal balance sheet. Because of 
the fact that as long as your money was in either a savings pool 
or an investment pool it wouldn't be taxed, but if it should come 
out, then it would be; there would have to be some way to know 
when it was coming in and out. 

Also, you spoke about the fact that there would be an attempt 
over 3 years to look at old savings, and so there would have to be 
some way to identify what old savings were and how then each 
year you would show what might have been used out of old savings 
versus other sources. How would you respond to that? I don’t know 
what these calculations are, but do you think they are onerous? Do 
you think this is something that would make it more difficult for 
the taxpayer? 

Senator Domenici. Well, I will take the old savings and Senator 
Nunn will take the other part. Actually I believe almost any pro- 
posal that you are going to be considering has a real problem for 
senior citizens with a pool of old savings, savings acquired with 
aftertax dollars under an old system. Because we all know, they 
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have already paid tax on that and now we are trying to figure out 
a way to tax income completely different, and so you have their 
savings that they are going to start spending, and you have got to 
work on trying to alleviate that double taxation. 

We think if you admit that to be a problem and acknowledge it, 
we think our experts have come up with as good a way as you can 
come up with. There will be some recordkeeping, but obviously if 
you are trying to make that transition in a 5-year period, I would 
assume what we propose would be welcome compared to what 
might happen under some proposal where they would have to pay 
20 percent of every dollar they take out of there and spend or 23 
or 18 percent. 

Sam, do you want to take the other part? 

Senator Nunn. Yes, I think by the time people get through exam- 
ining a sales tax or consumption tax that is more prob^ly from 
one point of view more simple, they will be screaming for some 
complexity, that is, what do we do with old savings. They will be 
demanding one complex alleviation of that burden on old savings. 

On the question of balance sheet, we don’t think it would take 
a balance sheet approach for 90 percent of the American taxpayers. 
You basically — let’s assume, for instance, and this is pretty close in 
concept of what we do — let’s assume you had an IRA account, and 
you basically said you could take any amount of money and put it 
in an IRA every year and you would basically keep up with how 
much you deposited and you would keep up with how much you 
were withdrawing. 

For 90 percent of the American people, it is going to be that sim- 
ple, and whoever is handling your IRA would give you a sheet at 
the end of the year, you would have net deposits, net withdrawals, 
and the calculation would be what you actually net in terms of in- 
creased savings or what your decreased savings, which would be 
consumption, so it would be that simple for most people. 

Obviously, people having more financial transactions would have 
a more complex account of calculations because they have to keep 
up with it but they already have to keep up with it. They have to 
keep up with it now for capital gains purposes, they have to keep 
up with it for any kind of basis on any kind of investment, so we 
don’t think it adds complexity, we think that basically it is rather 
simple to do for most people. 

But we do, and this is important, we do have a different ap- 
proach than what we had on the IRAs. We are talking about net 
savings. We are not talking about simply shifting from one bank 
account to another, we are talking about net savings. So, basically, 
if you have a net withdrawal from savings, that is deemed con- 
sumption. 

Mr. Payne. Let me shift gears just a minute. Another thing Les 
Samuels said was that Treasury didn’t think, given the research 
that had been done by various economists, that there were any of 
these tax proposals that could be guaranteed to increase savings, 
no matter what they were, and he mentioned the OECD economist 
and what had happened in other countries and so forth. 

How do you feel about that? 

Senator Nunn. I think that, analytically, in terms of us being 
able to show you analytically that this is going to increase savings. 
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that he is right. We don’t have an analytical study doing that You 
would have to have a system in order to be able to do that, but in 
terms of common sense, if you get to deduct your savings, I think 
just good old common horse sense tells you we are going to increase 
savings in this country. 

Senator Domenici. I agree. There is no empirical way we can 
present to this Committee that the U.S.A. tax system will increase 
savings 10 percent. However, if you think of it, think about fami- 
lies, you know, who are making family budget decisions, wouldn’t 
they — aren’t they apt to say, well, this year I think we should save 
$5,000 instead of spending it, especially since we deduct it from our 
income. If we spend it we pay taxes, if we save it we don’t. And 
by saving we will have a better future, 

I think it is going to change American attitudes in due course 
and that will result in higher savings rates and more investment 
in stock. It doesn’t have to be a savings account. I think all of that 
turns out on the plus side for America’s future. 

Mr. Payne. I agree, and I commend you both very much for com- 
ing up with such an innovative plan. 

Senator Nunn. Thank you, Mr. Payne. We appreciate it. 

Mr. Payne. Thank you. 

Mr. Christensen. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

I noticed in your schedule of the different taxes in the back, Mr. 
Domenici, I do not see anything on estate tax, so I am assuming 
that estate tax will be eliminated or abolished? 

Senator Domenici. We left current estate tax laws on the books. 
We didn’t raise it, change it, we just left it as it is. 

Senator Nunn. We didn’t address that. We figured that is some- 
body else’s, we are going to leave that up to the wisdom of the 
Ways and Means and Finance Committees. 

Mr. Collins. But the estate tax, though, those are assets that 
have already been tax paid; is that not true? 

Senator Nunn. It taxes previously taxed items, that is right. 
Now, it is important in our proposal to understand that, let’s say, 
an individual bought a stock and that stock had gone from a value 
of $100 to $1,000, and it was passed on in the estate, we don’t 
change the estate tax, depending on the bracket, they would still 
pay tne estate tax. If the heirs kept the investment in that stock, 
though, there would still be no tax on income tax. 

Mr. Collins. How about a farm that exceeds the $600,000 or the 
$750,000 limit that we set in place, how would you treat that? Say 
the estate was worth $1.5 million based on the value of the farm 
but no cash in the estate. 

Senator Nunn. If we keep the same system we have today, I 
favor increasing that exemption on estate tax. I think the House 
bill that has passed does that, and if Senator Domenici can assure 
us he has found the revenue to pay for that, or the spending cuts 
to pay for it, then I think there will be a lot of support for adding 
it to the $1.2 trillion that he is already hunting for or found. 

Mr. Collins. We figure he will be able to find some somewhere, 
he is good at that. How about the earned income tax credit? That 
is a refundable credit today that has created a lot of problems for 
the IRS, especially in the area of fraud and abuse. I notice you are 
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doubling the credit. What do you anticipate being the results based 
on the current situation with the IRS and the fraud? 

Senator Domenici. Well, frankly, this was another part of our 
struggle to see if we could create fairness in lower income groups 
of working people, people that were earning some money. We are 
fully aware that the current EITC is subject to fraud. In theory and 
in numbers, we think something like this would work very well for 
lower income groups to assure more fairness. 

We started this out this way. Representative Collins. We knew 
that by proposing a tax system that taxes income spent rather than 
income earned, people would say: “how about those who don’t have 
enough money left over at the end of the month, who cannot save, 
and therefore this plan doesn’t help them.” We wanted to prove to 
the American people and the taxwriters that we have a proCTam 
that is not going to make it more difficult for those who don’t nave 
enough to save, and the EITC expansion was one effort to build 
into our new tax base an assurance that that would occur. That is 
the best way I can explain it to you. 

Senator Nunn. I think whether this proposal goes into law or 
not, that fraud in the earned income tax credit has got to be ad- 
dressed. We did not pretend to solve that problem, but we do be- 
lieve that the fairness element here is absolutely essential for low- 
income working people. 

Mr. Collins. The FICA refundable credit, it is refundable ac- 
cording to the statement. Will this again add another situation 
similar to the EITC or possibly add another area of fraud? 

Senator Domenici. I woulan’t think so. As you probably know, 
the earned income tax credit is not based on any records as authen- 
tic as payroll tax and the FICA tax. Those will come right off, ev- 
erybody prepares them, everybody has them, they are turned in 
regularly, and it will come right off those. Now, ingenious tax 
cheaters can use any system and they may be using FICA today 
to cheat, but essentially we think that is pretty authentic and 
authenticatable. 

Mr. Collins. I was thinking more in the area of the independent 
contractor whose bottom line may be very small, and the 11 per- 
cent, very small, sure enough, and you have a large credit based 
on FICA, that could exceed what his bottom line was before tax- 
ation, you are opening yourself up again for possible fraud. 

Senator Domenici. It is possible. 

Senator Nunn. Remember one thing on this one, it would be 
money already paid in under our present deduction system, so it 
would be money paid in and they would be asking for money back. 

Mr. Collins. But they could get back beyond what they paid in? 

Senator Nunn. I think it is possible under any system to cheat, 
and that would certainly not be exempt in ours. That possibility is 
there. 

Mr. Collins. Well, I too commend both of you for your work. I 
think you put together a package that has a lot of merit to it, 
makes a lot of sense. We thank each of you. 

Senator Nunn. Thank you very much. 

Senator DOMENlci. Thank you. 

Mr. Christensen. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 
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I talked earlier to the administration, and got to the issue of fair- 
ness because I think that that is an issue within our Tax Code that 
we need to address as a fundamental issue. Where does our defini- 
tion for fairness come because that word is bantered about quite 
a bit, progressive taxes seem to be more fair than flat taxes and 
you have attempted to make this a fair tax system. 

So, first of all, what is your definition of fairness and where do 
you come up with it? 

Senator Nunn. I guess the ultimate definition is the perception 
of the American people. And I think this proposal will depend on 
whether the American people believe that it is fair to everyone for 
savings to be deferred, for savings not to be taxed, and that de- 
pends on whether we can convince people that when even wealthy 
people save and defer tax, that it helps everybody, it helps us all, 
the economic pie grows, the less interest paid by people who have 
to borrow, I think it will depend in terms of this proposal on 
whether people who are borrowers and don’t believe they are going 
to be able to save even when they get savings deductions before 
they pay taxes believe that it is in their benefit for the economic 
pie to grow, the savings pool increase, all of us pay less interest 
rates. So, on these features, I think those are the big elements of 
fairness that I think this proposal has to be weighed against. 

What we didn’t want to do was do something in this proposal 
that made the system on its face an unfair system, and we did ev- 
erything we could to avoid that by the earned income tax credit, 
by the FICA credit, by the progressive rates and so forth. So it is 
a matter of perception in the eyes of the taxpayers, but if you are 
going to have a fundamental reform, I think people have to be con- 
vinced that the system is not tilted in favor of the rich and against 
the working and middle-income people. 

Mr. Ensign. Well, you know, I think that when we are address- 
ing the question of fairness, the reason that I think it is such an 
important issue is because if 90 percent of the people benefit by 
something and 10 percent are hurt by it, those 90 percent can per- 
ceive that as fair. When we start getting to definitions based on 
perception, the administration’s definition today was based on abil- 
ity to pay. 

And, you know, in that case, somebody who makes seven figures 
a year could afford to pay a 90 percent tax rate much better than 
somebodv could pay a 10 percent tax rate making $20,000 a year, 
so I think we have to be very careful. 

While I like your proposal, I like a lot of the aspects of your pro- 
posal, I just have a lot of problems with progressive taxes, progres- 
sive tax rates in that we still get to the fact that we penalize people 
that work harder than other people, not all the time, sometimes 
people get lucky or whatever. But the bottom line is that most peo- 
ple that make more money than other people work a lot harder 
than everybody else, that has been my experience in the workplace. 

And it gets back to the old analogy, if you have two farmers and 
one works twice as hard and produces more crop than the other 
one, should the farmer that works twice as hard be taxed at a high- 
er rate or should they both be taxed at the same percentage? That 
is where I think we get into penalizing instead of rewarding effort. 
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Senator Domenici. Well, let me say, while I tend to agree with 
my partner, Senator Nunn, on perception, I would not agree that 
the basic premise of fairness is based on perception because I 
would have thought of the same concern that you raised, but you 
must be assured that these two Senators are staunch believers in 
a capitalistic system of government. 

We didn't go to this trouble because we were for taxing people 
more than they ought to pay or for taxing people at a marginal rate 
which would knock out drive and enthusiasm and effort, quite to 
the contrary. But we also understand that the American people 
would be very leery of a Tax Code that permitted people who were 
making a lot of money each year, part earned and part unearned, 
to get Dv without paying any taxes or paying the same percentage 
as somebody making $22,000. 

Mr. Ensign. That is because we have allowed that. That is be- 
cause we have allowed that in the public debates. When the 16th 
amendment was adopted, nobody thought that. This is something 
that we have allowed to develop, and we are perpetuating it. 

Senator Domenici. I would agree that we have allowed it, but I 
think so long as you don't go with your marginal rates to the point 
where you are truly having an adverse effect on the things that you 
obviously are concerned about, the farmer that works harder than 
somebody else, so long as vou are not having an adverse effect on 
that, and I think that might be measurable, marginal rates, when 
thev get to a certain level, are probably negative in a quantitative 
and quantifiable way, and we don't think we are at that level. We 
are not up in that 70 and 80 percent which we had at one point 
which just pushed Americans into loopholes seeking tax shelters in 
order to convince people we were being fair. 

We think this is, in concept, fair, and unless one believes that 
every dollar earned and unearned that goes to a citizen should be 
taxed at the same percent regardless of how much they earn each 
vear, which maybe you believe, and you are entitled to it, it might 
be as fair as ours, we are not quite there, but, otherwise, we think 
we are pretty much for a system where capitalism will flourish, 
people will save to make the system work better, and have a little 
more control over how much tax they pay. 

Mr. Ensign. Thank you very much for my time, Mr. Chairman. 

Just one last quick comment, and that is, politically, you guys 
are probably more realistic. Just ideologically, I would just oppose 
the progressivity of what you have done but, politically, it is a lot 
better and, even from an ideological standpoint, it is a lot better 
than the current system. Thanks. 

Senator Nunn. I would say there is a pretty good test of fairness, 
whether it is perception or some other definition, in whether you 
can get a proposal that is sweeping tax reform through the U.S. 
Confess, that is a test, it is a democratic test of both perceptions 
or whatever one might say it takes a lot of convincing. 

But I would ask you to remember one thing, Mr. Ensign, that 
marginal rates in our proposal are fundamentally different than 
marginal rates today, not just amount of money, whether it is 40 
percent or 30 or 35 or 25, you have marginal rates that are applied 
after you have deducted your savings and investment. That is a 
major difference in the current Tax Code. 
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Mr. Christensen. Mr. Neal. 

Mr. Neal, Thank you. Thank you, Mr. Chairman, and thank our 
two panelists for a thoughtful analysis, 

I guess one of the jobs that we have in the governmental system 
is to draw the distinction between what is fair and what is favor- 
able, and that indeed is not an easy responsibility because those 
who find themselves outside of the argument will typically sav we 
have been treated unfairly when oftentimes they mean we have 
been treated unfavorably. 

I also might say that I want to thank you for your comments 
about the earned income tax credit today because I think that 
there has been an effort in some quarters to kind of demagog that 
issue when there seems to be considerable empirical data that sup- 
ports what the earned income tax credit set out to do. This morn- 
ing, ConCTessman Cox offered kind of a thoughtful analysis, again, 
of tax policy in the country. Also, Chairman Archer spoke of a fair- 
ly compelling statistic, and I thought you two fellows might want 
to comment on it. 

Mr. Cox talked about, increasingly, the IRS is seen as the oppo- 
nent of the American people, and then Chairman Archer suggested 
that there are up to 40 million people in any given year \^o will 
have a problem with the IRS. That is a fairly chilling statistic if 
you consider there are about 260 million people in the country. He 
did not suggest that all those problems were adversarial, but there 
appears to me to be the growing perception, if we want to use that 
word, that the IRS indeed is overreaching, and I think, in some 
measure, that is what is driving this tax debate. 

Perhaps you two gentlemen would want to comment on that. 

Senator Domenici. Well, I was kind of surprised. I conducted in 
my State a series of meetings with small business people. I used 
it to form an advocacy group and I went to 7 cities and talked to 
about 800, maybe 1,000 small business people in a conference mode 
where they actually sat down and talked about their problems. And 
before we were finished, they told us which agencies of the Federal 
Government were most adversarial and most considered to be their 
enemy instead of one to work with them, and I would not have 
thought that the number one was the IRS, but it was. Number two 
was OSHA, number three was EPA, the latter two in some order, 
second or third. There is no question. 

Oh, let me give you another one. I talked to a major American 
corporation that said that the IRS year after year was in their of- 
fice for 9 months out of the 12, and they went to Japan and talked 
to their counterparts, somebody about equally as big with a similar 
amount of workers and the factories and that in Japan they au- 
dited them in 3 weeks with a similar sized team. So obviously 
something is very wrong. 

On the business side the current Code is utter complexity of the 
amount of records you have got to keep and subjective determina- 
tions. Taxpayers are constantly being put to the test by the audi- 
tors. That has to be fixed, and I think our bill meets that test. 
When you look at the corporate side, I think we have done that. 

On the individual side, you have got to have less and less inter- 
pretations. We are very hopeful that we got rid of a lot of the Tax 
Code that is subject to interpretation. We can’t claim that it is the 
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most simple ever and will eliminate IRS, You can't just say we 
don't need them anymore, but we think a lot of CPAs and lawyers 
will be out of work if this Code is adopted. 

Senator Nunn. We hope. 

Mr. Neal. Thank you. 

Mr. Christensen. Thank you. 

Mr. Johnson. 

Mr. Johnson. Thank you, Mr. Chairman. 

I would like to welcome you all and thank you for bringing this 
issue up because I have heard a lot of good comments about how 
thoughtful the process has been, and I agree with you on the IRS. 

As a matter of fact, they not only send whole teams in, but they 
make companies provide office space for long periods of time, which 
is an expense that shouldn't be, and it is too much government, 
and I think you both agree with that. 

Senator Nunn. I certainly do, though I wouldn't defend them for 
1 minute, but I would say we need to keep in mind two things: We 
have given the IRS the Code they are enforcing, as the Congress 
has done that. 

Mr. Johnson. That is true. The fault lies everywhere. 

Senator Nunn. That is right. And we have given them the $200 
billion deficit, and somebody over there in Treasury keeps telling 
them they need more money, and that basic premise is probably 
correct. 

Mr. Johnson. The U.S.A. tax, as I understand it, would disallow 
current deductions for wages and benefits and, therefore, increase 
the cost of doing business for companies that have a relatively 
large number of employees and a relatively small investment in 
plant and equipment. And, you know, the problem is masked by 
the fact that these proposals lower the corporate tax rate and pro- 
vide some relief from current payroll taxes. 

The lower rate, the payroll tax relief that we see doesn’t nec- 
essarily offset the effect of the loss of deductibility of wages and 
benefits, and that is due, I think, in part to an effort to increase 
the value of deductions from investments in plant and equipment, 
while keeping your proposals revenue neutral. 

In a revenue neutral proposal, which is confined to tax issues, 
the only way to reduce taxes for one sector of the economy is to in- 
crease taxes on another sector. In this case, the proposals result in 
double taxation of wages, sort of. I am wondering what the effect 
of this proposal would be on deductions for wages and benefits and 
would tnere be any net increase in the cost of labor. 

Senator DoMENici. Let me try my hand on it. Certainly it is a 
fundamental question that we must answer every time we appear. 
First of all, I don't think you were here. Representative Johnson, 
when we discussed the fact that we have a proposal which is bor- 
der adjustable. Therefore, it meets GATT. We believe that if we 
have a business tax system where wages would be deductible we 
would not have a GATT-legal cleared Code to help exports by al- 
lowing the tax on exports to be reported. 

So we went with two or three concepts that we think make up 
for the problem, but it is being modeled now, most of the companies 
we modeled, it came out all right, even if they were service indus- 
tries. What we are now hearing from a few who are highly profes- 
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sional with very few investments and high paid and we are run- 
ning those through, but when you get a tax credit for FICA, that 
is a credit that is against a very low corporate tax. The tax is some- 
where around 11 percent and you get to deduct all of the — not de- 
duct it, you get a full credit for it. 

When you add all of those things together, we thought the bene- 
fits, overall, were on the side of the country and were not going to 
discriminate against businesses. 

Now, when you put something like this together, even though 
there are a lot of resources and wonderful people putting it to- 
gether, we cannot sit here and tell you as you proceed with hear- 
ings you won't find some companies that are going to be able to 
show you their balance sheets and say it won't quite work, but we 
start with the proposition that for most American businesses and 
for many, many small businesses it is going to work very, very 
well. 

Mr. Johnson. Thank you, sir. 

Senator Nunn. If I could just add to that, Mr. Johnson, I think 
that as you think about this proposal, you are probably going to 
hear from companies that have a very large number of people that 
make over $60,000, the excess over $60,000 would not get the cred- 
it back because that is where it would cut off on FICA. 

Those companies would tend to be service companies that don't 
have much in the way of investment in terms of depreciation be- 
cause they wouldn't be investing much. I think that they will prob- 
ably be able to show that their business tax will go up, but on the 
same hand, this has got to be viewed as a whole proposal. And 
those people are high-income people by definition, those people who 
work there. So if you look at their individual opportunity for sav- 
ings and investment, it is going to be substantially more than peo- 
ple who make $60,000 or less. 

Mr. Johnson. It will be an individual benefit. 

Senator Nunn. So the individuals in those companies are going 
to tend to benefit. When companies come in and focus on nothing 
but the business tax and don't think about the opportunities, their 
people will have 

Mr. Johnson. I a^ee with you. Thank you for your answer. I ap- 
preciate it. I appreciate you all being here. 

Mr. Christensen. Mr. McCrery. 

Mr. McCrery. Thank you, Mr. Chairman. 

I want to congratulate both of you on your proposal. Senator 
Breaux and I introduced a very similar bill 2 or 3 years ago, at 
least on the individual tax side. Although we did not have it scored 
by Joint Tax, the initial reaction of the staff from Joint Tax was 
that by offering this unlimited savings exemption you would have 
a big hole, a big revenue hole in the short term at least. 

Can you explain to me what you have been told bv Joint Tax or 
anybody else as to what the effect of this is going to be in the short 
term and how you are getting it scored? 

Senator Nunn. This is a verv interesting question. And there is 
a real paradox there because, if you claim increased savings coming 
out of this, you will be probably accused by Joint Tax of dynamic 
scoring, because if savings really go up and we lose revenue in the 
short run, the first 3 or 4 years, the economic pie is going to grow 
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by most economic definitions and we are going to gain huge 
amounts of revenue over a 10-year period. 

That would be the tempting way to show this proposal, would ba- 
sically be a revenue gainer over 10 years, loser in the first 4 or 5 
years because more savings, economic pie grows because more in- 
vestment, therefore, it grows, then you can lower your rates, so as 
tempting as it is to do that, because I think that probably is what 
may happen, it would be said to be dynamic scoring which we know 
has its own criticisms, so we did not do that. 

We used basically the model as best we could, we had experts 
model our proposal in terms of revenue loss, guessing what they 
think the Joint Tax Committee may do, and the next panel, I think 
Rudy Penner can address that in some detail, but we don't know 
yet how the Joint Tax Committee is going to score this, but if they 
show revenue losses in the first 3 or 4 years under this, by almost 
a consensus economic definition, that means revenue gains over a 
longer period of time. 

Senator Domenici. Joint Tax Committee is not going to do that. 
That is way too much dynamics for them. They won’t do that, and 
essentially we think it is going to work much better than IRAs in 
the past. 

We also want to share this with you because, if you recall, there 
are still two schools of thought about IRAs and did it really in- 
crease the net savings pool or not. But part of that argument cen- 
ters around the fact that you didn’t have to have a net increase in 
savings. Remember when we started, that you could have a bank 
account and you could just determine that part of that was your 
IRA and the net effect on the savings pool of the country was zero, 
net increase. That is not the case here. 

At a point in time when this becomes law, you will be talking 
about net, net savings, and we think that will have a big positive 
effect. But Senator Nunn is right, if it is as positive as we think, 
then it is positive on the other side, too. 

Mr. McCrery. Well, thank you. I can’t speak for Senator Breaux, 
but I can certainly say I appreciate what you have done with our 
proposal, and we look forward to working with you on it. 

Senator Nunn. Thank you for your leadership. You and Senator 
Breaux helped pave the way on this. We appreciate it. 

Mr. Christensen. Mr. Hancock. 

Mr. Hancock. Just a quick question. 

Frankly, I haven’t heard any of the panels address the question 
of abolishing the current income tax system, in fact, changing the 
income tax system or just getting rid of an income tax system com- 

E letely. As you are well aware, there are an awful lot of States that 
asically have piggybacked their income tax onto the Federal tax. 
What would be, or, in your judgment, have you had an oppor- 
tunity to look at what the impact would be to those States that are 
in that position? 

Senator Nunn. I would have to say that I don’t know about Sen- 
ator Domenici; I have not. That is a challenge for us that lies in 
front of us. We have not done that, and it is an important question. 

Senator Domenici. I think we can ask our technical people, but 
my own conclusion would be that since we have not changed the 
percentile, the bottom 20 contributes about the same as tney do 
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now. And right up the percentile, probably there is not going to be 
a very significant change if the States continue to pigg>^)ack on it, 
but our experts have looked at it because I recall them saying it 
sometime, but I don't remember it precisely. 

Mr. Hancock. One of the things I would like to possibly suggest, 
and that is, I am very much in favor of, quite frankly, the repeal 
of the 16th amendment, the total abolishment of the income tax. 
If in fact we would advise people that probably would result in the 
abolishment of their State income tax, it might generate some sup- 
port to get it done up here. 

Thank you very much. 

Senator Nunn. Thank you. 

Mr. Christenskn. I thank the panel, and I would like to call up 
the fourth panel. 

Senator Nunn. Thank you, Mr. Chairman. Also, if you would 
thank Chairman Archer and Mr. Gibbons for both of us for holding 
these hearings. 

Mr. Christensen. Thank you for your leadership. Around here 
we call it the Archer rule of common sense on the fact that this 
would allow more savings in this country, and appreciate your 
leadership on this issue. 

Senator Domenici. Thank you very much. 

Mr. Christensen. Ernest Christian, Hon. Murray Weidenbaum, 
Rudolph Penner, and Barry Rogstad, our fourth and final panel of 
the day. 

The oral testimony will be limited to 5 minutes. A red light will 
come on when the 5-minute timer is up. Your full written state- 
ment will be entered into the record. 

Dr. Penner, would you please start. 

Mr. Christian. I think we have agreed among ourselves that I 
would start first. 

Mr. Christensen. Whoever would like to start first. 

STATEMENT OF ERNEST S. CHRISTIAN, APPEARING ON HIS 

OWN BEHALF, FORMER TAX LEGISLATIVE COUNSEL AND 

DEPUTY ASSISTANT SECRETARY FOR TAX POLICY, U.S. 

DEPARTMENT OF THE TREASURY 

Mr. Christian. Mr. Chairman, Members of the Committee, I 
have appeared before this Committee, as some of you may know, 
on many occasions for the last 25 years, but never with as much 
enthusiasm and conviction as I have today. 

The U.S.A. tax proposal by Senator Domenici and Senator Nunn 
is a true landmark in the development of tax policy in the United 
States. It shows that you can accomplish revolutionary change in 
the American tax system. It also points the way to do it. A full de- 
duction for personal savings, allow wage earners a full credit for 
the payroll tax, full expensing of business capital equipment, ex- 
clude exports from tax while taxing imports, simplify the tax law, 
make it less wasteful, less intrusive, easier to understand, and 
easier to apply. That is all achieved. 

You can do this without either raising taxes or increasing the 
deficit. You have choices. You are not forced to diminish progres- 
sivity. You can retain deductions for charitable contributions and 
home mortgage interest. You can add for investment in human cap- 
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ital. You have the choice to accomplish all of this within the frame- 
work of a tax on people^s income, in this case, consumed income. 

The U.S.A. tax does not stop at a theoretical stage. S. 722 con- 
tains a fully articulated new American tax system that would actu- 
ally work. It is a successful exercise in the art of using the fewest 
and simplest elements to achieve the greatest effect. Its hallmark 
is neutrality, not regulation. It concentrates on fairness by remov- 
ing barriers to individual choice, barriers to economic growth, bar- 
riers to greater personal independence and responsibility. 

We will all still file tax returns. Tax returns remind us each year 
of how much tax we pay for what government spends. U.S.A. tax 
returns will also remind us that we, too, have a choice to spend or 
to save. Simply put, the U.S.A. tax levels the playingfield. Families 
will have a choice to save without tax penalty. Families will have 
a choice to invest in their children's future. All income is taxed 
alike and taxed at the same progressive rate. 

All businesses are taxed alike at the same flat rate. All busi- 
nesses can invest in new plant and equipment without a tax pen- 
alty. All American workers, all American companies can compete in 
global markets. Given a fair chance, they will win. 

Foreign companies that compete in our markets will pay their 
fair share of the tax burden in this country the same as we do. 

The U.S.A. tax is built from the ground up around a set of prin- 
ciples that are derived solely from the way that income is actually 
created, received, and used. Every dollar of income is created at the 
business level by people who do the work and people who provide 
the capital out of their savings. When a dollar of income is created 
by the production of goods and services, the first part of the total 
U.S.A. tax is collected from the business, unless the business rein- 
vests the income to produce additional goods and services, addi- 
tional dollars of income for us all. 

When the reinvestment ends and additional dollars of income net 
of the tax paid at the business level flow out to individuals as com- 
pensation for work or for the use of their capital, the second part 
of the U.S.A. tax is collected from them unless they, too, choose to 
put the income back into the national savings pool where it will 
again be reinvested to produce additional goods and services, dol- 
lars of income for us all. 

The U.S.A. tax taxes income when withdrawn from the national 
savings pool and spent but only if that income has not been taxed 
when earned. For example, a retiree who withdraws and spends 
aftertax savings accumulated under present law would not be 
taxed. Further, the U.S.A. tax only taxes income. For example, a 
student who boirowed money and spent it to live on would not be 
taxed. Borrowings are not income. 

In conclusion, Mr. Chairman, the U.S.A. tax is not the only route 
to revolutionary change and improvement. There are other worthy 
alternatives. None of them are perfect. The U.S.A. tax is not per- 
fect, either. You can improve it, as Senator Nunn said, as Senator 
Domenici said. The U.S.A. tax is, however, a great place to start. 

That concludes my statement, Mr. Chairman, and thank you. 

[The prepared statement follows;] 
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STATEMENT OF ERNEST S. CHRISTIAN 

Appearing on Own Bebalf and as Former Tax Legislative Counsel and 
Deputy Assistant Secretary (Tax Policy) of the Treasury Department 

BEFORE THE COMMITTEE ON WAYS AND MEANS 
U. S. HOUSE OF REPRESENTATIVES 

JUNE 7, 1995 

RE: S. 722, THE USA TAX ACT OF 1995 


Introduction to USA Tax 

Over the last 25 years I have on many occasions appeared before this Committee but never 
with as much enthusiasm and conviction as today. The USA Tax proposal by Senators Domenici 
and Nunn is a landmark achievement in the on-going development of tax policy and design. It 
shows how you can accomplish revolutionary change in the American tax system. You can 
allow a full deduction for personal savings. You can allow wage earners a full tax credit for the 
FICA payroll tax on their wages. You can allow full expensing of business capital investment. 
You can exclude exports from tax while taxing imports. You can simplify the tax law, thereby 
making it less wasteful and less intrusive. You can do all this and more within the framework of 
a tax on income — in this case, consumed income. You can do it without either raising taxes or 
increasing the deficit and without diminishing progressivity unless you choose to do so. 

The USA Tax does not stop at the theoretical stage. S. 722 confronts the hard questions of 
reality and contains a fully articulated, fully functional new American tax system that would 
actually work in our complex economy and society. Yet, it is a true and successful exercise in 
minimalism. 


The art of using the fewest and simplest elements to achieve the greatest 
effect. 


Its hallmark is neutrality, not regulation. The USA Tax is expressly designed not to interfere 
in the economic lives of Americans to any material extent beyond the amount of tax they pay. It 
concentrates on removing barriers to individual choice and barriers to economic growth. These 
are the keys to greater personal independence and responsibility. These are the keys to a higher 
standard of living which is the true measure of fairness. 

The USA Tax is a completely new replacement tax. It is built from the ground up around a 
set of principles derived solely from the way income is actually created, received and used. 

Every dollar of income is created at the business level by the people who do the work and the 
people who provide the capital out of their savings. 

When a dollar of income is created through the production of goods and services, the first 
part of the total USA Tax is collected from the business — unless that income is reinvested to 
produce additional goods, services and income for us all. In that case, the business tax is 
deferred and is collected later when reinvestment ends. At that point, assuming a successful 
reinvestment, additional dollars of income will have been created and a greater amount of tax 
will be collected. 

When the same dollars of income, net of the tax paid at the business level, flow out to and 
are received by individuals as compensation for work or as compensation for the use of capital, 
the second part of the USA Tax is collected from them — unless they choose to put the income 
back into the national savings pool where it will again be reinvested to produce additional goods, 
services and income for us ail. In that case, the individual tax is deferred and is collected later 
when income is withdrawn from savings and spent. Only at that point have people actually 
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“received” income for their own use and enjoyment and only at that point is the individual part of 
the USA Tax collected. 

Although the USA Tax collects tax at points, it also splits the tax rate into two parts. The 
total tax is the same as if (i) individuals were allowed a tax credit for the business tax or (ii) there 
were no business tax and all tax was paid by individuals. This is illustrated below where in all 
three cases the desire is to collect $28 of tax on $ 1 00 of income created. 

USA Tax Split Rate : $ 1 00 of income x 1 1 % business tax rate = $11 tax; $89 income 
received by individual x 19% individual tax rate = $17 tax. Total tax of $28 collected. 

Credit For Business Tax : $100 income x 1 1% business tax rate = $1 1 tax; $100 
“grossed up” income received by individual x 28% individual tax rate = $28 gross tax 
less $1 1 cr^it = $17 tax. Total tax of $28 collected. 

Individual-Only Tax : $100 income received by individual x 28% individual tax rate = 
$28 total tax collected. 

The USA Tax Removes the Tax Bias against Saving and Allows All Americans a Fair 
Choice . For individuals, the USA Tax is a simple tax on income minus the amount saved — like 
a fully deductible IRA but without special governmental restrictions or accounts. For example, 
the Jones Family earns a combined salary of $48,000 and saves $5,000 which they use to start 
their own small business. They deduct $5,000 and pay tax only on the amount by which $43,000 
exceeds their other deductions and exemptions. Having deferred tax on $5,000 of salary, if the 
Joneses later withdraw $5,000 from the business (and from the national savings pool), they will 
pay tax on the $5,000 of deferred salary at that time — unless they roll it over into a stock, bond, 
a CD or any one of the many other choices people can make both when they initially save and 
when they move savings from one investment to another. So tong as earnings are deferred and 
remain in the national savings pool, the tax continues to be deferred. Not only is the USA Tax 
neutral in an economic sense — in the choice to save — it also gives people full control over their 
savings. The USA Tax also does not tell people how much or how little they can save or for 
what purpose. Saving is not limited in amount or restricted to retirement uses. 

The USA Tax is also even-handed in its definition of income. Interest, dividends and gains 
are treated the same as wages and salaries. All are included in income — less the amoimt saved — 
and are taxed under the same rate schedule. 

The USA Tax Simplifies the Ta x Law. Thereby Reducing the Presently High Cost of 
Compliance and Administration . The proposed new income tax code in S. 722 is much smaller 
in size than the present monstrosity and will be much easier to apply. It consists primarily of 
straightforward, understandable rules of universal application with few exceptions. For a tax 
statute, and given the complexities of the economy in which it must operate, the USA Tax is 
written in plain English. 

The USA Tax retains deductions for charitable contributions and home mortgage interest, 
and allows a new deduction for education costs but these are not the source of any significant 
amount of complexity. For example, the home mortgage interest deduction involves no more 
than transferring onto a tax return a single niunber furnished annually to the homeowner by the 
mortgage lender. The USA Tax uses progressive tax rates in a three-bracket system, but the use 
of one, two or three rates has no material effect on complexity one way or the other. 

Under the USA Tax, people will still have to file tax returns. In that respect, paying taxes 
will still involve some paperwork and computation, although much less than today. We might 
all wish to be totally relieved of that burden, just as we all might wish to be excused from paying 
taxes altogether. On balance, however, the annual process of Americans filing simple tax returns 
is a net positive. It reinforces in our minds an acute awareness of how much tax we pay for what 
government spends. 
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The^USA Tax Allows Wage Earners a Full Tax Credit for the Emplovee-Paid 7.65% FICA 

Pavroll Tax. Thereby Assuring That the Real Marginal Rate on Wage Income Is No Longer 

Higher Than on Dividends. Interest and Other Financial Income . Because of this credit, the 
nominal rates under the USA Tax are inclusive of the payroll tax and are, therefore, the real 
marginal rates on both wage income and financial income. In contrast, the rates under present 
law are in addition to the payroll tax. For example, a middle bracket rate of 31% under present 
law is 31% on dividends, but the real marginal rate in the same bracket is 38.65% on wage 
income up to the OASDI wage base. 

Another Wav of Looking at the Payroll Tax Credit Is to Sav That the Stated Rates under the 
USA Tax Are Lower Than They Appear To Be . In the first year, on a joint return, the USA Tax 
rates in S. 722 are 1 9%, 27% and 40%, and after a transition period are 8%, 19% and 40%. From 
the perspective of most wage income, another way of looking at the rates under the USA Tax is 
to reduce each bracket rate by 7.65 percentage points. Viewed that way, the rates under the USA 
Tax on wage income up to the OASDI wage base are as follows. 

First Year (Joint Return) Fifth Year (Joint Return) 

11.35% 1% 

19.35% 11.35% 

32.35% 32.35% 


The USA Tax Removes the Bias against Business Capital Investment and Levels the 
International Playing Field . In the business area, the USA Tax also concentrates on eliminating 
arbitrary distinctions and removing barriers to productivity and growth. All businesses are taxed 
alike without regard to size, corporate or noncorporate form of organization, or whether financed 
by debt or equity capital. The business tax rate is a uniform 1 1%. Because the USA Tax allows 
all businesses a full credit for the employer-paid 7.65% FICA payroll tax, the uniform 1 1% rate 
is inclusive of the payroll tax. This 1 1% inclusive rate compares to a 35% present law corporate 
tax rate in addition to a 7.65% employer-paid payroll tax rate. 

All businesses are allowed to expense the cost of plant and equipment, inventory and 
supplies. Having recovered these costs out of sales, the remaining “gross profit” is taxed at 1 1% 
before paying employees their share and before paying shareholders and debtholders their share. 
The result is a uniform 1 1% tax at the business level on returns to labor and returns to capital. 
Both are treated the same, just as they are under the individual tax. 

The USA Tax achieves parity in the international arena, thereby giving American workers 
and companies a fair chance to compete and win in global markets. The USA Tax excludes 
export sales fi'om the 1 1 % business gross profit tax. It taxes imports at 1 1 %. Thus, the more a 
U.S. company increases its exports to foreign markets, the less tax it will pay in proportion to 
total revenues and total gross profit. Conversely, the more foreign-based companies manufacture 
abroad and compete in the U.S. market, the more import tax they will pay. All businesses that 
compete in our markets will pay their proportionate share of the cost of government in this 
country. 

The USA Tax Neither Increases Nor Decreases Total Revenues and Does Not Materially 

Alter the Distribution of the Total Tax Burden EitheLBetween Businesses and Individuals or 

Among High. Middle and Low Income Groups . The USA Tax concentrates on restructuring the 
fundamental components of the tax system. Separating the way we tax ourselves from the 
amount we tax ourselves serves several purposes. First, it permits full and objective 
concentration on arriving at the best fundamental tax structure for the long-term best interests of 
America, unimpeded by other considerations that will vary over time as revenue needs change 
and as attitudes about progressive versus proportional taxation change. Second, it serves to 
demonstrate that such a tax structure can be created and that the fundamental goals of tax 
restructuring can be achieved even within the constraints of revenue and distributional neutrality. 
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For example, within these constraints, the USA Tax still allows a full deduction for personal 
savings, expenses business capital investment, excludes exports from tax, and greatly simplifies 
the tax law. 

If the constraints of revenue and distributional neutrality were to be relaxed, the rates of tax 
could be lowered and compressed — even into a single rate, if the Congress desired. Similarly, 
the Congress could decide not to allow personal deductions for charitable contributions or home 
mortgage interest. The structure of the USA Tax would, however, remain the same and all the 
goals related to savings, business investment, exports and simplification would still be achieved. 
Rates of tax, the total revenues raised, etc. are important policy decisions, but they are extraneous 
to the highly salutary basic structure of the USA Tax which is designed to produce 
fundamentally correct and consistent results in all events. 

It should be kept in mind that by historical standards, the USA Tax rates are already fairly 
“flat.” There are only three bracket rates, the brackets are not very wide, and the top rate is only 
twice the bottom rate. The credit for employee-paid FICA tax, allowed by the USA Tax but not 
allowed by present law, plays a major role in maintaining distributional neutrality relative to 
present law. 

USA Tax for Individuals — Rates, Exemptions, Deductions and Basic Computations 

The USA Tax has three brackets and three rates that increase as income increases. For 
illustration, the rate schedule for married persons filing jointly is set forth below. 


Taxable Income 
Above 

1996 

1997 

1998 

1999 

2000 

$ 0 

19.00% 

15.00% 

13.00% 

10.00% 

8.00% 

5,400 

27.00% 

26.00% 

25.00% 

20.00% 

19.00% 

24,000 

40.00% 

40.00% 

40.00% 

40.00% 

40.00% 


Taxable Income equals Gross Income minus Exemptions and Deductions. 


Gross Income = Wages and salaries plus financial income such as 
interest, dividends and amounts received from the 
sale of assets. 


Exemptions = A Family Allowance: 


$4,400 Single 
$7,400 Married/Joint 
$3,700 Married/Separate 
$5,400 Head-of-Household 


Personal and Dependents: $2,550 each for 
taxpayer, spouse and all dependents. 
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Deductions = The Unlimited Savings Allowance — Everyone is 

allowed a full deduction for the amount of income 
they save. E.g., deposits in a savings account, 
purchase of a stock or bond, start-up capital 
contributed to one's own small business. 

Higher Education Deduction — The USA Tax 
allows a deduction for tuition paid for higher 
education. The deduction is limited to $2,000 per 
person for the taxpayer, a spouse and up to two 
dependents. The total deduction in a year is limited 
to $8,000. Higher education generally includes 
college and similar vocational education. The 
deduction is also allowed for remedial education of 
students under 18 years of age. 

Home Mortgage Interest Deduction — generally 
same as under present law. 

Charitable Contribution Deduction - generally 
same as under present law. 

Alimony Paid Deduction -- same as under present 
law. 


Tax Due equals (Taxable Income x Tax Rate) minus Credits. 


Credits = A refundable credit for the employee-paid portion 

of the FICA payroll tax. 

A refundable credit for the amount of withholding 
tax paid in advance. 

A refundable credit for the amount of estimated tax 
paid in advance. 

S. 722 also allows a refundable Earned Income Tax 
Credit, although the status of the EITC in general 
may be uncertain under Hotise and Senate budget 
resolutions. 


Because the deduction for income that is saved defers tax only for so long as that income is 
left in the national savings pool, taxable income for a year may include v^thdrawals from savings 
of income that had been deducted and deferred in a prior year. Further, in the year that prior-year 
savings is withdrawn, the same person may also have deposited some current-year income in 
savings. Thus, depending on whether the amount withdrawn exceeds the amount deposited or 
vice versa, the person may have “net withdrawal income” or a net savings deduction. For 
example, in 1996 (prior year), the Smith Family deferred tax on $1,000 of salary income by 
putting it in Savings Account A. In 1998 (current-year), the Smith Family deposits $500 of 1998 
salary in Savings Account B, but withdraws $1,000 from Savings Accoimt A. In 1998, the Smith 
Family has net withdrawal income of $500 ($1,000 withdrawn from Savings Account A less 
$500 deposited in Savings Account B). On the other hand, had the Smiths in 1998 deposited 
$1,000 in Savings Account B and withdrawn only $500 from Savings Account A, they would in 
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1998 have a net savings deduction of $500 ($1,000 deposited in Savings Account B minus $500 
withdrawn from Savings Account A). 

Because the USA Tax only taxes income (current-year plus prior-year income on which tax 
has been deferred), retirees and others will not have additional taxable income when they 
withdraw *"old savings” that has already been taxed under present law. For example, before they 
retired in 1996 (first year of USA Tax), Mr. and Mrs. Brown had saved $100,000 out of after-tax 
income. Because they had been allowed no deduction (and had prepaid tax instead of being 
allowed to defer tax), they can during retirement withdraw the $100,000 without having to again 
pay tax on it. The USA Tax only taxes income once, not twice. 

Also, because the USA Tax taxes income (not expenditures), borrowing does not result in 
tax even though the amount borrowed is “consumed.” For example, James Jones borrows $7,000 
to live on while in his last year of college. James will not pay tax because he has no ‘income.” 
However, when he graduates, gets a job and earns a salary, he will repay the loan out of income 
and get no deduction for the repayment. Thus, when James does have income, he will pay tax on 
the income that he had “consumed in advance” while in school. 

It is under the USA Tax conceptually and in every other way correct not to include in 
income either borrowing or withdrawals of “old saving” that has already been taxed. It is, 
however, necessary to take these events into account in another way in a some circumstances. 

For example, in 1 998 Mr. Executive earns $200,000, consumes $200,000, borrows $200,000, 
and buys Stock A for $200,000. The USA Tax would not allow him to claim a $200,000 savings 
deduction and pay zero tax on his $200,000 of earnings. Reason: Net of borrowing, Mr. 
Executive did not save anything. He did not axld to the national savings pool. He only borrowed 
someone else’s existing savings and shifted it into Stock A. Similarly, Mr. Executive could not 
withdraw $200,000 of his own “old savings” and at the same time, claim a deduction for 
$200,000 Stock A purportedly bought with his $200,000 current-year earnings. Again, he did 
not add anything to the national savings pool. He only shifted his savings to another investment. 

This special netting rule for borrowing and old savings involves some amount of 
computation and complexity. Borrowing must be accounted for and old saving must be 
distinguished from new saving that has been deducted. In order to relieve nearly all taxpayers 
from the special netting rule, the USA Tax contains two simplifying rules. First, all home 
mortgage debt plus ordinary consumer debt up to $35,000 is excluded. Second, people with less 
than $50,000 of previously-taxed “old savings” can elect to deduct it over three years. Thus, 
nearly all taxpayers will be excluded from the special netting rule and will never be involved 
with it. 

The three-year amortization deduction for $50,000 of old savings also provides an additional 
and substantial monetary benefit to retirees and others. The amortization deduction, in effect, 
gives back to them the present law tax that they prepaid on savings up to $50,000. 

The USA Business Tax — Rates, Deductions and Basic Calculation 

Every business that is producing and selling goods and services, and, therefore, creating 
income, must file an aimual business tax return and pay the 1 1% tax on its annual “gross profit” 
which is a defined term under the USA business tax. In calculating its gross profit tax base to 
which the 1 1 % tax is applied, the business adds the amount it received from sales of goods and 
services and subtracts the amount it paid to other businesses for the goods and services it had to 
buy from them (plant, equipment, inventory, supplies, rent, utilities, telephones, fuel, legal and 
accounting fees, etc.). Excluded from the gross profit calculation are financial receipts and 
payments. For example, the business neither includes interest and dividends received nor 
deducts interest and dividends paid. Compensation payments to employees are not deductible. 
Amoimts received from export sales of goods or services to a purchaser outside the United States 
are excluded from the calculation of gross profit. Correspondingly, an 1 1% import tax is 
imposed on the sale of goods and services into the United States from abroad. E.g., a foreign 
business that manufactures outside the United States but sells its products in the U.S. market will 
pay the import tax. A tax credit is allowed for the 7.65% employer FICA payroll tax that 
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businesses must pay on wages paid to employees. The USA business tax is territorial. 

Businesses will not include in gross profit the proceeds from sales made or services provided 
outside the United States and they will not subtract amounts paid for the purchase of goods or the 
provision of services outside the United States. Businesses will not be taxed on dividends paid 
by foreign subsidiaries. Foreign businesses will include in gross profit amounts received for 
goods sold or services provided in the United States and will subtract amounts paid for goods 
acquired and services provided in the United States. 

Resisting Analogies — The USA Tax Is Sui Generis 

The USA Tax combines some elements that may also be found, variously, to some extent, 
and in different forms, in taxes said to be based on net cash flow, net income, consumed income 
or true business valued added, but because the USA Tax is a hybrid, none of those analogies is 
altogether accurate or especially illuminating. 

Interesting and fairly accurate analogies could also be made to an amended, much improved 
and simplified version of present law. For example, the USA Tax on businesses has been 
analogized to a combination of the existing employer payroll tax and a low-rate version of the 
existing corporate income tax amended to provide for expensing of capital investment and 
amended to treat debt and equity the same. The USA Tax on individuals has also been 
analogized to a simple version of the existing individual income tax amended to allow an 
unlimited, unrestricted IRA deduction for income that is saved and that is taxed only when 
withdrawn from the IRA. But, here again, the attempt to translate the USA Tax into something 
else tends to obscure its own merits. 

The USA Tax is best understood in terms of its own actual substance and its own 
consistently applied concepts — not in terms of the tax system of the past that is being repealed 
and not in terms of some tax system that exists somewhere else or that is only generally 
described in academic literature. 

Fundamental Concepts — Understanding the USA Tax as an Integrated Whole 

The USA Tax is an integrated, internally consistent whole that collects a single amount of 
tax in two parts and at two points in the economy. The first part is collected at the business level 
where income first arises from the production of goods and services and the second part is 
collected when the income (net of the tax collected at the business level) is received by 
individuals either as wages and salaries or as interest, dividends, gains, etc. 

Because the rate of tax is also split into two parts, with one part applying to income when 
created and another part applying to income when received, the total amount of tax and the total 
rate of lax on a dollar of income is the same as if the total amount of tax had been collected 
solely at the business level or, in the alternative, solely at the individual level. 

The USA Tax derives from the way the economy actually works — from the way real goods 
and services are actually produced, from the fact that this productive process is the source of all 
income, and from the way that individuals actually receive that income either as employment 
flows (wages and salaries as compensation for work) or as financial flows (interest and 
dividends, etc. as compensation for the use of their capital and, ultimately, a return of that 
capital). When a tax is injected into the economic process by which income is created, it must be 
collected either at the point of production (businesses) or the point of receipt (individuals). If the 
tax is collected at the point of production, it must be based either on the labor component of 
production or the capital component of production, or both. If the tax is collected at the point of 
receipt, it must be based either on the employment flows to individuals, or the financial flows to 
individuals, or both. Therefore, this basic structure and operation of the economy dictates the 
structure of almost any tax - whether it is called the USA Tax or, generically, “X.” 
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( 1 ) 

Labor Component of Prodnetion 


( 2 ) 

Capital Component of Production 



A potential component of a tax base appears at each of the four endpoints marking the 
extremities of the two intersecting lines in the form of an “X,” but there is, in a sense, some 
duplication. The Employments Flows (4) are a reappearance at the individual level of the Labor 
Component (1) at the business level, and (4) is equal in amount to (1) less any tax already 
collected out of (1) at the business level. Similarly, the Financial Flows (3) are a reappearance at 
the individual level of the Capital Component (2) at the business level, and (3) is equal in amount 
to (2) less any tax already collected out of (2) at the business level. 

Within this rigid construct, there is flexibility in the design of a tax in choosing to impose 
tax at all or only on some of the four possible points, in choosing to impose tax at uniform or 
varied rates on one, more or all of the potential components of the tax base, and in choosing to 
specially define one, more or all of the potential components of the tax base. Even these choices 
are, however, not open-ended. Great care must be exercised in order to avoid inconsistent 
treatments of “likes” and similar anomalies that cause undesirable economic or politiceil 
consequences. The administrative consequences of choices and combinations of choices must 
also be taken into account. 

Setting aside matters such as the tax rates, and concentrating on fundamentals, there are four 
basic constructs that are highly pertinent to the origins and development of both the USA Tax as 
well as various alternatives. 

Basic Construct X- 1 . Collect all tax at the business level based on the Labor Component 

(1) of production and the Capital Component (2) of production. 

Basic Construct X-2 . Collect all tax, in the same total amount, at the individual level 
based on the Financial Flows (3) and the Employment Flows (4). 

Basic Construct X-3 . Collect the same total amount of tax, but collect it in part at the 
business level and in part at the individual level as follows. Tax the Capital Component 

(2) at the business level and tax the Employment Flows (4) at the individual level. 

Basic Construct X-4 . The same as X-3 except that a partial tax at the business level is 
collected from both the Labor Component (1) and the Capital Component (2), and, at the 
individual level, the remainder of the tax is collected from both the Employment Flows 
(4) and the Financial Flows (3). 
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Basic Construct X-4 represents the USA Tax. The essential ingredients of a modified 
business cash flow tax or true tax on business value added (as distinguished from the VAT form 
of retail sales tax) can be found in Basic Construct X-1 . Basic Construct X-2 contains the basic 
building blocks of a household-only cash flow tax. Basic Construct X-3 represents the Flat Tax. 

Although less clearly and completely, a sales tax can also to some extent be fitted into and 
understood within this framework. Like X-2, a sales tax is also a household-only tax. Unlike 
X-2, however, the sales tax is not based on any direct measurement of total Employment Flows 
(4) and Financial Flows (3), but is instead based solely on item-by-item purchases. Therefore, it 
involves no tax return by a household and because it does not, the sales tax cannot vary the rate 
of tax by household income and cannot distinguish between purchases made with income, 
purchases made with previously taxed savings, or purchases made with borrowed funds. 


* * * 
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Mr. Christenskn. Thank you, Mr, Christian. 

Mr. Weidenbaum, Dr. Weidenbaum. 

STATEMENT OF HON. MURRAY WEIDENBAUM, PHJ)., 

CHAIRMAN, CENTER FOR THE STUDY OF AMERICAN 

BUSINESS, WASHINGTON UNIVERSITY, ST. LOUIS, MO., 

FORMER ASSISTANT SECRETARY, U.S. DEPARTMENT OF THE 

TREASURY; AND FORMER CHAIRMAN, PRESIDENrS 

COUNCIL OF ECONOMIC ADVISERS 

Mr. Weidenbaum, Thank you, Mr. Chairman, Members of the 
Committee. To summarize my statement briefly, the U.S.A. tax is 
the only one of the proposals that has been discussed before this 
Committee that simultaneously promotes growth and simplification 
without losing fairness. It also leaves for the citizen a lot of deci- 
sions that are now made by the government — how much to save, 
how much to invest, and in what form. The taxpayer would make 
that decision. 

Basically the U.S.A. tax puts the fiscal burden on what people 
take from society, the goods and services they consume. That is 
part of the fundamentals of this plan because, as someone who has 
worked with and observed this Committee for several decades, it is 
clear you have the tax writing responsibility ahead of you. 

Hopefully, some of the best of these various plans can help you 
in that important job, and the idea of exempting savings and writ- 
ing off investment both simplifies the Internal Revenue Code and 
provides the economic growth that, over a period of time, is the 
most painless way of reducing the budget deficit. It is that growth 
that brings in more revenues and reduces the spending on entitle- 
ments. 

We have worked, as you know, for several years on the details 
of this proposal. We are submitting it for the record and I empha- 
size that even though, very frankly, we are here to push our par- 
ticular program, all of the four alternatives — the flat tax, the sales 
tax, the VAT, as well as the U.S.A. tax — are variations on the same 
theme. They all promote investment, they promote economic 
growth. They are all so much simpler than the status quo. 

Some of them do have some differences. This is the plan that 
does more to promote, keep fairness than any of the others. There 
is a tradeoff. Some of them look like they are a lot simpler. How- 
ever, I urge you to read the fine print. For example, I have heard 
claims that some of these will eliminate the IRS, but then they say, 
well, of course, we will have to provide refunds to low-income peo- 
ple. 

Well, how do you provide the refunds? People will have to fill out 
a form and submit it to some bureau in the Treasury Department. 
You can call it something else, but it will still be the Internal Reve- 
nue Service reviewing and auditing the returns of millions of 
Americans. So as an old Treasury hand, maybe I am pleased to say 
the IRS won’t be out of business under any of these plans, but 
under all of them. And that is the heartening thing, we move to 
a lot of simplification but, again, I don’t overemphasize this. 

Take the VAT. France originated the VAT. They had a real de- 
bate, was Head and Shoulders antidandruff shampoo a tax-exempt 
medicine or was this a cosmetic subject to the VAT? That is the 
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kind of debate that the VAT generates. There are all sorts of loop- 
holes, by the way. The idea that you exempt medicines, you exempt 
food, things like that, that sounds good. But, very frankly, above 
average income people like my wife and I, we will do a lot better 
than low-income people if you exempt — we will get a much bigger 
tax saving if you exempt our food than the people with very moMst 
incomes, so that there is a tradeoff as you write any of these tax 
bills. 

But let me emphasize that, warts and all, the U.S.A. tax is the 
most attractive approach to fundamental tax reform. It provides 
the most favorable combination of simplification, economic incen- 
tive, and fairness, and, as pointed out earlier in this hearing, it si- 
multaneously reduces the role of government in citizen decision- 
making and enhances our international competitiveness. 

Thank you very much. 

[The prepared statement follows:] 
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ANALYZING THE NUNN-DOMENICI USA TAX 
by Murray Weidenbaum 

Testimony Before the 
House Ways and Means Committee 
Washington, DC, June 7, 1995 

The Nunn-Domenici USA Tax is unique among the many attractive proposals for 
reforming the federal tax structure. It alone promotes economic growth and simplification 
without sacrificing fairness. Let us analyze the major alternatives in the light of these three 
goals: growth, simplification, and fairness. 

Encouraging Saving, Investment, and Economic Growth 

The Nunn-Domenici USA Tax reduces the tax burden on saving and investment. The 
intent is to encourage a higher rate of capital formation and a more rapidly growing economy. 

Under the Nunn-Domenici approach, the basic way for taxpayers to reduce their tax 
liability — legally — is for individuals and families to save more and for companies to invest 
more. This tax treatment provides a powerful and direct incentive to engage in activities that 
will promote economic growth. Yet the decision on how much to save or invest — and in 
what form — is not made by the government, but by the taxpayer. 

A consumption -based tax like the USA Tax Plan puts the fiscal burden on what people 
take from society — the goods and services they consume. Traditional income taxes penalize 
taxpayers for what they contribute to society by working and saving. Under this proposal and 
over a period of time, Americans are likely to achieve higher levels of both saving and 
consumption. This is so because the added investment, by generating a faster growing 
economy, will lead to higher levels of income — enabling taxpayers both to save more and to 
consume more, if that is what they want Lo do. 

Fundamental tax reform is necessary because the United States devotes a smaller 
fraction of its national output to saving and investment than the other major industrial nations. 
This hurts economic growth because there is a very close relationship between the investment 
share of GDP and the growth rate of the economy. This close relationship between investment 
and growth has held true for the major industrialized nations over the past three decades. 

A faster rate of economic growth also automatically generates two favorable budgetary 
consequences: more revenue into the Treasury and fewer payments for unemployment 
benefits, welfare, and other entitlements. That is the most painless way of bringing down the 
deficit. 

In addition, by adopting a territorial approach, the USA Tax Plan eliminates the 
business tax on exports from the United States and imposes it on imports into the United 
States. Any effect on our foreign trade position will be to reduce our trade deficit. 

Promoting Simplification 

The Nunn-Domenici plan also simplifies the tax system. It eliminates about 75 percent 
of the income tax provisions in the Internal Revenue Code. The code is reduced from several 
thousand pages to about three hundred. 

By making all saving deductible from gross income, there is no need for the paperwork 
and overhead expenses now required for IRAs, Keoghs, SEPs, and other “tax favored" 
accounts. Uncle Sam will no longer tell the taxpayer how much to save or in what form. 

Similarly, by expensing investment, the business taxpayer no longer has to estimate the 
useful life of assets nor choose from an array of complicated depreciation systems. Also, 
there is little incentive to fiiss with the conversion of ordinary income into capital gains 
because only the income actually consumed winds up in the tax base. Tax is deferred on 
capital gains, dividends, interest, and other forms of income that remain in the pool of 
savings. 


Murray Weidenbaum is Chairman of the Center for the Study of American Business and 
Mallinckrodt Distinguished University Professor at Washington University in St. Louis. He 
has served as an Assistant Secretary of the Treasury and Chairman of the President’s Council 
of Economic Advisers. The views expressed are strictly personal. 
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Because all businesses — whether incorporated or not — are subject to one and the 
same lax system, there is no incentive to go through the expense and bother of changing the 
legal form of the enterprise merely to take advantage of shifting differentials between 
individual and corporate tax rates. 

Likewise, because interest and dividends arc subject to the same tax treatment, there is 
no longer any tax incentive to leverage a company’s financial structure or to convert dividend 
payments into interest payments. This will not end the merger boom, but businesses will lake 
such actions on the basis of economic advantages — not tax considerations. 

Maintaining Fairness 

Economists view the fairness of a tax system in terms of horizontal equity and vertical 
equity. Horizontal equity is simply “equal treatment of equals.” The idea is that taxpayers 
with similar incomes should generally pay the same amount in taxes. 

The Nunn-Domcnici USA Tax Plan increases horizontal equity in many ways. For 
individual taxpayers, virtually all types of income are treated the same, as is all forms of 
saving. In the case of businesses, all enterprises — coqx>rations, partnerships, and Individual 
proprietorships — are subject to a single tax sysi^. Likewise, all capita! investment is 
treated equally, as is the return on financial investment (c.g,. Interest versus dividends). 

As for vertical equity, a progressive rate structure is usually chosen as the appropriate 
way of achieving this aspect of fairness. The Nunn-Domenici rate structure is clearly 
progressive. It contains three rates. 

Nunn*Domenid and the Flat Tax 

How does the USA Tax Plan compare with the other tax prt^sals? The most popular 
alternative is Represenutive Dick Armey’s flat tax. Other current proposals include a national 
sales tax and a VAT. 

It is fashionable to focus on the differences between Nunn*Domenici and the Flat Tax 
— and they exist. I, however, am struck by their similarities. 

Both tax reforms promote ectmomic growth by putting more of the tax burden on 
consumption, and lightening it on saving. Both txptnst investment. Both simplify the tax 
system and reduce the role of government in private decision making. Neither requires an 
additional record-keeping apparatus or enforcement system because neither creates a new tax. 
Both are “direct” taxes, paid by the taxpayer to the Treasury. By avoiding the form of a sales 
tax or VAT, neither is regressive or inflationary. Thus, cither would be a substantial 
improvement over the status quo. 

Wc can compare the progressivity of different tax structures by computing the ratio of 
the top rate to the bottom rate. By this standard, most of the move from a highly progressive 
rate structure to a flat tax already has occurred. In 1980, the top rate of 70 percent was five 
times as high as the bottom rate of 14 percent. By 1987, the ratio of the top rate to the bottom 
rate was down from 5.0 to 3.5, By 1^4, it fell to 2,6. Under Nunn-Domenici, this measure 
of progressivity drops further to 2.1 (the ratio for the Flat Tax is 1.0). 

Sales Taxes and the VAT 

Sales taxes and value-added taxes represent a very different approach to raising 
revenue. They are levied on individual purchases. Hence, both arc “indirect” taxes, whose 
amount is hidden from the taxpayer. As a result, both require a new record-keeping apparatus 
for business and a new collection system for government. The version that provides refunds 
for low-income people also requires continuing some variation of the present record-keeping 
arrangements as well as auditing by the IRS. 

Because both the retail sales tax and the VAT are levied on individual transactions, 
they are included in the price of goods and services. Their introduction triggers an upward 
movement in the CPI and other measures of inflation. So does any future increase in the rates 
of cither tax. 

Because people with higher incomes tend to consume a smaller portion of their income 
than people with lower incomes, both proportional rate sales taxes and VATs are regressive. 
Efforts to reduce this regressivlty require complicated adjustments and provide unintended 
loopholes. 

Collecting the VAT is not simple. Exemptions are no minor matter. In France, an 
extensive debate occurred over whether Head and Shoulders anti-dandruff shampoo was a tax- 
exempt medicine or a cosmetic subject to the full VAT. 

Conciiision 

In their fundamentals, Nunn-Domenici and the Flat Tax are closely related. Both 
promote capital formation and economic growth, and move toward greater simplification of 
the tax system. Both reduce the current progressive nature of the federal income tax. The 
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Flat Tax provides somewhat more simplification at the expense of a loss of fairness (as 
measured by progress! vity or vertical equity). In contrast, value-added or sales taxes generate 
a new array of problems, ranging from increasing inflation to new paperwork requirements to 
a regressive tax structure. 

Therefore, / conclude that — among the different approaches to fundamental tax reform 
currently under consideration — the Nunn-Domenici USA Tax is the most attractive. Its 
structure provides the most favorable combination of simplification, economic incentive, and 
fairness. Moreover, the USA Tax simultaneously reduces the role of the federal government in 
personal and business decisionmaking and enhances the intermtional competitiveness of the 
American economy. 
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Mr. Christensen. Thank you, Dr. Weidenbaum. 

Dr. Penner. 

STATEMENT OF RUDOLPH G. PENNER, PH,D., MANAGING 
DIRECTOR, BARENTS GROUP, LLC, KPMG PEAT MARWICK 

Mr. Penner. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to testify on some of the economic impacts of the U.S.A. tax. 
I will confine my remarks to our effort to design the tax to impose 
the same personal payroll and business tax burdens on different in- 
come classes as are imposed by the current tax system and to as- 
sess the effects of the tax on private saving and the macroeconomy. 

It should first be noted that there is nothing sacred about tne 
distribution of the tax burden applied by current law. Whether it 
is judged to be too progressive, too regressive, or just right is large- 
ly a matter of political values. To avoid arguing about progres- 
sivity, initially, the U.S.A. tax attempts to start where we are now 
and to design a system that approximates the current distribution 
of the tax burden. 

Now, any effort to design a new tax to emulate the distributional 
impact of the current tax system is fraught with a number of con- 
ceptual and empirical difficulties. The Committee should clearly 
understand that the distributional tables that play such an impor- 
tant role in the political debates over any tax reform are largely 
based on black magic. 

Saying that our proposed system has the same distributional ef- 
fects as the current system presumes that we understand the dis- 
tributional impact of the current system, and that is a statement 
more of faith than reality. The most difficult challenge is under- 
standing the impact of the current corporate tax. 

We know that there is not an abstract being called business that 
can bear a tax burden. Tax burdens must be borne by living, 
breathing people. But which people bear the current corporate tax? 
Is it shareholders, owners of all capital, employees, all wage earn- 
ers, or buyers of corporate products? 

One of the many issues related to this question is how mobile 
capital is internationally. If capital were perfectly mobile, it would 
flee any increase in a U.S. tax, thus reducing U.S. worker produc- 
tivity. The end result would be that the corporate tax would turn 
into a tax on wages. 

In our analysis, we assume that capital is highly mobile inter- 
nationally but that international capital markets are not quite per- 
fect. Because of this belief, we distribute the corporate tax burden 
on wages and capital incomes in proportion to their importance in 
the economy. We think that this is a reasonable judgment but 
wouldn’t be surprised to find that others make other judgments. 
We do not, however, think it reasonable to assume that the current 
corporate tax rests entirely on capital income. 

In designing the rate structure of the new tax, we are also ham- 
pered by our ignorance regarding the saving behavior of different 
income groups. This is obviously crucially important in deciding the 
distributional implications of a tax reform that allows the full de- 
duction of saving from the tax base. The distribution of savings by 
income groups shown in survey data collected by the Bureau of 
Labor Statistics is quite different than that shown in surveys done 
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by the Federal Reserve System. In our analysis, we chose to rely 
more heavily on the Federal Reserve System’s data simply because 
it looked more reasonable. 

Now, because distributional analyses and the tables that they 
produce are so unreliable, it may be better to ignore them and start 
afresh when designing a new tax system. Admitting the distribu- 
tional uncertainty, one might simply ask whether the new tax 
structure seems, on the surface, to have found the proper tradeoff 
between equity, efficiency, and administrative feasibility. In other 
words, does our top rate of 40 percent pass this test, and do our 
exemptions and family allowances seem reasonable? We think that 
they do, even though the distributional consequences cannot be es- 
timated with precision. 

Tax reforms that ease the burden on saving are often criticized 
for two opposite reasons. Many economists are skeptical that there 
will be a significant improvement in saving, and they, therefore, 
conclude that tax reform is not worth it. On the other hand, 
noneconomists often argue that the increase in saving and the im- 
plied reduction in consumption will be so large that the economy 
will be shocked into recession. 

The skepticism of economists rests in part on the disappointing 
results of various marginal rate cuts and savings incentives tried 
in the eighties. However, there is little similarity between these 
policies and the reform implied by the U.S.A. tax. 

There are good, theoretical reasons for the apparent failure of the 
initiatives of the early eighties on which I elaborate in my complete 
testimony. A major difference between the early eighties marginal 
rate cuts and the U.S.A. tax is that you did not have to save more 
in the eighties to get a tax cut. For the typical taxpayer under a 
U.S.A. tax, they will only get a tax cut if they save more. 

Another important point is that since the same tax is extracted 
from each income group, there will be some redistribution of 
aftertax income within income groups. Those with a higher than 
average propensity to save within an income group will gain rel- 
atively, and they can be expected to save a disproportionate share 
of this gain. In contrast, those with a higher than average propen- 
sity to spend will face a relatively higher tax burden, and it is 
probable that they will pay this higher tax by reducing their con- 
sumption disproportionately. 

This redistribution within income groups should, itself, raise ag- 
CTegate savings significantly. Could it go up too much? I very much 
doubt it, Mr. Chairman. Saving is so low in this country right now 
that a huge, proportionate increase in the savings rate implies a 
very, very small fall in consumption that can easily be handled by 
the Federal Reserve System. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF RUDOLPH G. PENNER 
BARENTS GROUP, LLC OF KPMG PEAT MARWICK 

Mr. Chairmaa, members of the committee, thank you for the opportunity to testify on 
some of the economic impacts of the USA tax. I shall confine my remarks to our efforts 
to design the tax to impose the same personal income, payroll, and business tax burdens 
on different income classes as are imposed by the current tax system and to assess the 
effects of the tax on private saving and the macro economy. 

Distributional Questions 

It should fust be noted that there is nothing sacred about the distribution of the tax burden 
implied by current law. Whether it is judged to be too progressive, too regressive or just 
right is largely a matter of political values. There does, however, seem to be a very broad 
consensus that our tax system should contain a considerable degree of progression. Even 
the so-called flat tax is highly progressive, because its generous exemptions and tax-free 
amounts cause the average tax burden to rise rapidly over a wide range of the income 
distribution. 

On the other side, it is widely recognized that a tax system that is too progressive can sap 
economic incentives and be difficult to administer as taxpayers try mightily to avoid and 
evade very high marginal rates of taxation. 

There is, however, wide disagreement as to the relative importance that should be 
attached to the goals of equity, economic efficiency, and administrative feasibility. 
Consequently, there are intense conflicts over the appropriate degree of progressivity of 
the tax system. 

In the hope of muting that argument initially, the USA tax attempts to start where we are 
now and to design a system that approximates the current distribution of the tax burden. 
It must be emphasized, however, that the most important conceptual reform contained in 
the USA tax is the redefinition of the tax base that allows the deduction of saving from 
income. Technically, there is no problem with combining the new definition of the tax 
base with a great variety of tax rate structures including a flat tax. 

Any effort to design a new tax to emulate the distributional impact of the current tax 
system is fraught with a number of severe conceptual and empirical difficulties. The 
Committee should clearly understand that the distributional tables that play such an 
important role in the political debates over any tax reform are largely based on black 
magic. Saying that our proposed system has the same distributional effects as the current 
system presumes that we understand the distributional impact of the current system and 
that is a statement more of faith than reality. 

The most difficult challenge is understanding the impact of the current corporate tax. We 
know that there is not an abstract being called business that can bear a tax burden. Tax 
burdens must be borne by living, breathing people. But which people bear the current 
corporate tax? Is it shareholders, owners of all capital, employees, all wage earners, or 
buyers of corporate products? 

The current corporate tax is difficult to analyze, because it is difficult to characterize. 
Economists generally regard it to be a tax on capital invested in businesses adopting the 
corporate form of organization. However, the corporate tax is so monstrously 
complicated with its many credits, excess deductions, limitations on credits and 
deductions, and the alternative minimum tax that it could contain elements of a 
consumption tax within its structure. Even if it were a pure tax on corporate capital, its 
effects would not be crystal clear. The most important issue is how mobile capital is 
internationally. If capital were perfectly mobile, it would flee any U.S. tax, thus reducing 
U.S. worker productivity. It would ultimately turn into a tax on wages. 

In our analysis, we assume that capital is highly mobile internationally, but that 
international capital markets are not quite perfect. However, it must be noted that they 
are becoming more perfect every day from a U.S. perspective as the institutions involved 
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in moving capital around the globe improve their efficiency and the United States sinks in 
relative importance as a supplier and demander of capital. 

Because of our belief that capital is highly mobile internationally and that the current 
corporate tax contains some elements of a consumption tax, we distribute its burden to 
wages and capital incomes in proportion to their importance in the economy. We think 
this a reasonable judgment, but would not be surprised to find that others make other 
judgments. We do not, however, think it reasonable to assume that the current corporate 
tax rests entirely on capital income. 

It should be noted that because of the conceptual problems involved in trying to distribute 
the corporate lax, the Joint Tax Committee has given up trying and just ignores it. We do 
not believe that we can do that since we are substituting one important business tax for 
another. 

In designing the rate structure for the new tax, we were also hampered by our ignorance 
regarding the saving behavior of different income groups. This is obviously crucially 
important in deciding the distributional implications of a tax reform that allows the full 
deduction of saving from the tax base. 

The distributions of saving by income group shown by the Bureau of Labor Statistics 
Consumer Expenditure Survey (CES) and that implied by balance sheet data in that 
survey and in the Federal Reserve s Survey of Consumer Finances (SCF) are very 
different. All these surveys contain highly implausible results for particular individual 
records. The CES indicates that consumption exceeds income by huge amounts at the 
bottom of the income distribution. Some dissaving is quite plausible when income 
declines temporarily, but the amounts of dissaving shown in the CES defy the 
imagination. In contrast, data from the SCF imply that some individuals save more than 
100 percent of their income and we know that is logically impossible. 

In determining the distribution of saving by income class that we would use, we relied 
heavily on balance sheet data to distribute saving across income classes while using the 
CES information to distribute saving within income classes. The latter distribution was 
important in making revenue estimates. 

I have noted but two of a very large number of problems involving the estimation of the 
distributions of the tax burden implied by current law and the USA tax. Other analysts 
may claim that the results of the tax structure based on our assumptions and analysis may 
be more or less progressive than that implied by the current system. That is 
understandable, but beware of anyone claiming to have found truth in these matters. 

Because distribution analyses and the tables that they produce are so unreliable, it may be 
better to ignore them and start afresh when designing a new tax system. Admitting the 
distributional uncertainty, one might simply ask whether the new tax structure seems, on 
the surface, to have found the proper tradeoff between equity, efficiency and 
administrative feasibility. In other words, docs our top rate of 40 percent pass this test 
and do our exemptions and family allowances seem reasonable? We think that they do, 
even though their distributional consequences cannot be estimated with precision. 

The Impact on Saving 

Tax reforms, such as that implied by the USA tax, are often criticized for two opposite 
reasons. Many economists are skeptical that there will be a significant improvement in 
saving and they, therefore, conclude that the tax reform is not worth it. On the other 
hand, non-economists often argue that the increase in saving and the implied reduction in 
consumption will be so large that the economy will be shocked into recession. 

The skepticism of economists rests, in part, on the disappointing results of various 
marginal rate cuts and saving incentives tried in the 1980s. However, there is little 
similarity between those policies and the reform implied by the USA tax. 
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There arc good theoretical reasons for the apparent failure of the initiatives of the early 
1980s. Initiatives such as IRAs were limited in scope applying only to the first $2»000 of 
saving and that had to be for retirement. Most saving comes from people who save more 
than $2,000 and for them, the IRA provided no extra incentive to save. 

Moreover, because the incentive only applied to one type of saving, it was easy to enjoy 
by moving funds from one account to another. I do not mean to imply that the incentive 
was totally ineffective. Academics still argue over that issue. However, it is not 
surprising that the success of IRAs was not overwhelming. In contrast, the IRAs 
provided by the USA tax are unlimited and provide incentives for all savers regardless of 
the amount that they save or the purpose of their saving. 

The marginal rate cuts of the early 1980s were straight tax cuts. As such, they had two 
effects that would be expected to have opposite impacts on saving. They increased the 
reward to saving, which would be expected to increase it. They also increased people’s 
afrer-tax income and that might make them wish to consume more, both in the present 
and the future. To the extent that they wanted to use their increased income to consume 
more inunediately that would tend to reduce saving. Put another way, individuals did not 
have to save more to get a tax cut. 

The USA tax proposal docs not provide an overall tax cut. It substitutes a new tax for the 
present system and the new tax raises the same amount of revenue. The average taxpayer 
is no better off than before, and therefore, he or she cannot consume more in both present 
and future. The only change in incentives that an average taxpayer faces is a higher 
reward for saving and the only way to get a tax cut is to save more. 

Since the same tax is extracted from each income group, there will be some redistribution 
of after-tax income within income groups. Those with a higher than average propensity 
to save within an income group will gain relatively and they can be expected to save a 
disproportionate share of this gain. In contrast, those with a higher than average 
propensity to spend will face a relatively higher tax burden and it is probable that they 
will pay this higher tax by reducing their consumption disproportionately. This 
redistribution within income groups should itself raise aggregate saving significantly. 

What about the fear that the tax will be too successful and raise aggregate saving so much 
that the implied fall in the production of consumption goods causes a recession and rising 
unemployment? It is important to remember that the USA tax not only provides an 
increased incentive for saving. The business tax reforms provide an increased incentive 
for investment as well by allowing expensing. Consequently, the increased production of 
investment goods will make up for the decreased production of consumption goods. The 
planned increase in investment and reduction in consumption need not match exactly, but 
any residual net impact on the economy should be relatively small and well within the 
capability of the Federal Reserve to smooth out. 

The net shock is likely to be small because saving is today such a small portion of 
disposable income. It has risen recently and let us optimistically assume that saving is 
running at 5 percent of disposable income when the new tax is implemented. A 20 
percent increase in saving would then translate into less than a 1.1 percent fall in 
consumption, a tiny shock even if investment did not increase at alt. 

It seems clear that fears that saving will not go up or will go up too much are both 
misplaced. It does not seem unreasonable to forecast a Goldilocks effect. That is to say, 
the increase in saving will be just right . 
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Mr. Christensen. Thank you, Dr. Penner. 

Dr. Rogstad. 

STATEMENT OF BARRY K. ROGSTAD, PH*D., PRESIDENT, 
AMERICAN BUSINESS CONFERENCE 

Mr. Rogstad. Thank you, Mr. Chairman. On behalf of the mem- 
bers of the American Business Conference, may I congratulate the 
Committee for holding these hearings and for the opportunity to 
appear before you today. 

In expressing my support and the support of my members for S. 
722, I do not suggest that we see S, 722 as somehow in competition 
with other proposals for fundamental tax reform. This is not a 
horserace or a beauty contest; this is a serious discussion about our 
economy and its tax system. 

As an economist, I find much to admire about all the major pro- 
posals that this Committee is in the process of examining. We are 
at the beginning of a national discussion, not at the end. We should 
not foreclose any possible avenue for intelligent tax reform. 

I have been involved in the S. 722 proposal for over 5 years, and 
I have never been more convinced of the merits of a properly con- 
ceived tax reform proposal than I am at the present time. If I 
could, I would just like to limit my comments to three aspects of 
the proposal. 

First, with respect to the all-important issue of saving. Everyone 
else that has appeared before vou on this panel, and Senators 
Nunn and Domenici, have noted that part of our saving problem 
is tax driven. The current income tax is biased against saving in 
favor of consumption. S. 722 removes that bias by seeking to tax 
every dollar once and only once. 

S. 722 does not, and I think this is the key point, offer a subsidy 
to saving. It merely removes the double taxation on saving that 
now occurs. Please note that in offering an unlimited, unrestricted 
tax deferral on saving, S. 722 would give wage earners a control 
over their tax liability now enjoyed only by the rich. Simply by sav- 
ing more, all people can control the size of their tax obligation each 
year, and because the deferral is frontloaded, that is, the tax ad- 
vantages of saving are enjoyed when the saving occurs, S. 722 ad- 
dresses the cash flow restrictions of middle-income citizens who 
now believe they do not have enough money to save. 

I think that if we are to improve the level of personal savings, 
the act of saving itself must be more than an afterthought, it must 
become a higher priority. 

I also believe that there is a critical link between the U.S.A. indi- 
vidual tax proposal and entitlement reform. As Congress considers 
reducing the rate of growth in nonmeans tested entitlement pro- 
grams, it is fair to ask whether citizens are adequately empowered 
to do more to provide for themselves. The unlimited, unrestricted 
deferral of saving offered by S. 722 would provide a powerful tool 
with which responsible citizens could more ably provide for future 
requirements such as health care, education expenses, or retire- 
ment. 

I do not say that Congress should replace nonmeans tested enti- 
tlement programs with S. 722. I do say that S. 722, with its sav- 
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ings deferral, might make slowing the growth of such programs as 
politically feasible as it is economically desirable. 

If I could make a comment with respect to capital gains. I rep- 
resent growth companies that are very dependent on equity financ- 
ing. This is so because they tend to be knowledge intensive, which 
means they have little collateral upon which to borrow. That raises 
the cost of capital for growth companies because the current Tax 
Code favors borrowing over equity investment. 

This is not news to this Committee. You have long recognized 
that equity investment is handicapped. You have urged enactment 
of a' substantial capital gains differential to correct this problem. 
You have quite properly recognized that a differential would lower 
the cost of equity capital, facilitate the “unlocking'’ of current in- 
vestment, thereby encouraging a more efficient allocation of saving, 
and promote a long-term perspective on the part of savers and in- 
vestors by encouraging rollover of assets. 

We support a capital gains differential. Nonetheless, we believe 
that S. 722 would provide a more comprehensive framework to deal 
with the capital gains issue. 

Finally, if I might, I would like to just comment on its feasibility. 
In introducing S. 722, Senators Domenici and Nunn have proven 
that their concept for fundamental tax reform is technically pos- 
sible. The very gratifying reaction to their legislation may already 
suggest that it is politically feasible as well. Beyond business 
groups such as my own, other organizations that in the past have 
defined their tax ideas largely in opposition to the business commu- 
nity have found much to praise in S. 722. 

I am hardly the person to make political prognostications, but it 
does seem to me that S, 722 is promising specifically because it 
scrambles the usual battle lines on tax reform. It is instead a pro- 
posal to create an efficient and intelligent tax system, and it takes 
advantage of a very rare confluence in public policy of individual 
and national interest. It is imperative in my judgment that we not 
lose sight of the opportunity for large and constructive change that 
faces us at this moment. 

I would be happy to answer any questions you may have. Thank 
you. 

[The prepared statement follows:] 
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TESTIMONY OF BARRY K. ROGSTAD 
AMERICAN BUSINESS CONFERENCE 

Nr. Chairman and Hembera of the Committee: 

I am Barry Rogstad an economist and president of the American 
Business Conference (ABC) . ABC is a nonpartisan coalition of chief 
executives of fast-growlng midsize companies. As you may recall, 
three of our members. Dr. George Hatsopoulos, James Hoak, and James 
Mann appeared before this Committee earlier this year. 

I applaud your decision to hold three days of hearings on 
fundamental tax reform. May this sort of open and honest forum, 
dedicated to public education, be replicated in other committee 
rooms of Congress and in towns and cities across the country. 

I am here today to discuss a comprehensive tax reform proposal to 
stimulate economic growth; S. 722, the USA Tax Act of 1995 which 
was introduced by Senators Pete Domenici and Sam Nunn last 
April 25. 

In expressing my support and the support of my members for S. 722, I 
do not suggest that we see S. 722 as somehow in competition with 
other proposals for fundamental tax reform. This is not a horse 
race or a beauty contest; this is a serious discussion about our 
economy and its tax system. As an economist, I find much to admire 
in all the major proposals that this Committee is in the process of 
examining. We are at the beginning of a national discussion, not at 
the end. We should not foreclose any possible avenue for 
intelligent tax reform. 

In that regard, I believe Senators Domenici and Nunn have performed 
a service by offering their proposal in a form that is fully 
articulated and therefore susceptible to sustained and detailed 
inspection. 

S. 722 specifies a rate structure and the assumptions behind it, 
tackles the thorny problem of transition, and addresses the 
inevitable complexities inherent in our enormous and dynamic 
economy. To their credit, the Senators wrote their bill in plain 
English. The bill's first title provides an explanation to the 
American people of why the Senators think fundamental tax reform is 
necessary. It is an excellent introduction to the macroeconomic 
problems the nation faces and deserves a large readership. 

S. 722 sets a standard of openness and comprehensiveness that 
proponents of other proposals must match if this Committee is going 
to be able to decide the appropriate direction for tax policy. 
Otherwise, comparisons across proposals are not of much use. In 
S. 722, Senators Domenici and Nunn have provided detailed blueprints 
for change. It is not a criticism of the ultimate worth of other 
proposals to note that they, in contrast, remain pinned to their 
architects' drawing boards. 


I. 

Any proposal, such as S. 722, to replace the current income tax 
code with a better alternative immediately raises the old question 
from World War II: ”Is this trip necessary?" 

All Americans understand the frustrations inherent in fundamentally 
changing the way we tax: the difficulty of communicating new ideas, 
the resistance, including from within the business community, to 
change, and the ever-present anticipation that good proposals will 
be sidetracked or stopped entirely. Advocating comprehensive change 
is to risk death by a thousand cuts. 
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In my opinion, the rewards of a properly conceived and fundamental 
tax reform merit the effort. Without offering a comprehensive 
exposition of the USA Tax System, I would like to touch on aspects 
of the proposal that demonstrate its great promise for the country. 

Savina In its essence, the Domenici/Nunn proposal is an integrated 
tax that defers all new saving by individuals and permits immediate 
expensing for all new business investment. 

Saving and investment, are the indispensable seed corn with which 
we create future growth and, therefore, a higher level of future 
consumption. We need a tax system that does not penalize saving 
and investment and that insures the best possible allocation of our 
saving for productive investment. 

As you know, the United States has an abysmally low level of 
national saving. That low level is in part the result of our 
chronic federal budget deficits, which we all hope the current 
budget process will address. 

But part of our saving problem is tax-driven. The current income 
tax is biased against saving in favor of consumption. S. 722 
removes that bias by seeking to tax every dollar once and only 
once. S, 722 does not — and this is a key point — offer a 
subsidy to saving; it merely removes the double taxation on saving 
that now occurs. 

Please note that in offering an unlimited, unrestricted tax 
deferral on saving, S. 722 would give wage earners a control over 
their tax liability now enjoyed only by the rich. Simply by saving 
more, people can control the size of their tax obligation each year. 

Because the deferral is front-loaded — that is, the tax advantages 
of saving are enjoyed when the saving occurs — S, 722 addresses the 
cash-flow restrictions of middle income citizens who now believe 
they do not have enough money to save. If we are to improve the 
level of personal saving, the act of saving itself must be more than 
an afterthought. It must become a higher priority. In terms of 
changing saving behavior, the up-front deferral of taxes on saving 
seems to me a far more promising approach than patronizing lectures 
to John and Jane Doe regarding how they should use their money. It 
is also more consonant with our national idea of individual economic 
freedom. 

I believe that there is a critical link between the USA Individual 
Tax proposal and entitlement reform. As Congress considers reducing 
the rate of growth in non-means tested entitlement programs, it is 
fair to ask whether citizens are adequately empowered to do more to 
provide for themselves. 

The unlimited, unrestricted deferral of saving offered by S. 722 
would provide a powerful tool with which responsible citizens could 
more ably provide for future exigencies such as health care, 
education expenses, or retirement. I do not say that Congress 
should replace non-means tested entitlement programs with S. 722. I 
do say that S. 722, with its saving deferral, might make slowing the 
growth of such programs as politically feasible as it is 
economically desirable. 

Capital Gains I represent growth companies that are very dependent 
on equity financing. This is so because they tend to be 
knowledge-intensive which means they have little collateral upon 
which to borrow. That raises the cost of capital for growth 
companies because the current tax code favors borrowing over equity 
investment . 
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This is not news to this Committee. You have long recognized that 
equity investment is handicapped. You have urged enactment of a 
substantial capital gains tax differential to correct the problem. 
You have quite properly recognized that a differential would lower 
the cost of equity capital, facilitate the "unlocking" of current 
Investment, thereby encouraging a more efficient allocation of 
saving, and promote a long-term perspective on the part of savers 
and Investors by encouraging rollover of assets. 

ABC supports a capital gains tax differential. We nonetheless 
believe that S. 722 would provide a more comprehensive framework to 
deal with capital gains. Under the Domenici/Nunn proposal, capital 
gains would not be taxed until they were realized and used for 
consumption. All returns on investment would remain untaxed for as 
long as those returns remained in saving. Selling a share of stock 
of one company and using the proceeds to buy stock in another would 
thus not be a taxable event. 

S. 722, because it does not distinguish between equity and debt 
financing ends the bias in the current code. Its saving deduction 
does not tax the "unlocking" of existing assets for the purpose of 
new investment. It allows unlimited rollover. And, most important, 
it does not limit the tax advantages of saving to capital income. 

It allows wage earners with a savings account to enjoy the same 
deferral as those with extensive stock portfolios. 

Investment Investment is the mirror-image of saving. Absent 
inflows of foreign capital, the amount of investment that can occur 
is dependent upon the amount of available saving. 

Like other proposals before this Committee, S. 722 does not tax 
business investment. To that end, it would allow the immediate 
expensing of all real business investment. Such investment is 
necessary to raise employee productivity. Productivity gains are 
the only way over time to raise our standard of living. 

To insure balance in the treatment of capital and labor. Senators 
Domenici and Nunn recognized that they had to provide some 
allowance for investment in people. That is why they included on 
the individual side of S. 722 a deduction for tuition paid for 
higher education. That deduction acknowledges that people are more 
productive with higher levels of education and training much as they 
are more productive when working with new and better equipment. 

International Implications The USA Business Tax is territorial. 

An American-based business would not include in its gross tax base 
the proceeds from sales made by subsidiaries outside the United 
States. It would also not deduct the purchase of goods or services 
outside the United States. For their part, foreign businesses with 
a commercial presence in this country would include in their tax 
base amounts received for goods sold or services provided in the 
United States and would subtract amounts paid for goods acquired and 
services provided in the United States. 

For an American company, territoriality would free entrepreneurs to 
base their international strategies on business opportunities 
rather than on tax considerations. From a public policy 
standpoint, it would rid the code of such vexing issues as the tax 
implications of transfer pricing and PFiCs, vastly simplifying the 
tax structure and, not incidentally, your agenda. 

The USA Business Tax is also border adjustable. Goods made here 
and shipped abroad would receive a tax rebate. Goods made abroad 
and imported and sold in the United States would be subject to tax. 
This provision would align the tax system of the United States with 
that of most of our major trading partners while insuring that all 
products sold in this country carried their appropriate share of the 
tax burden. 
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Complexity Questions about the complexity of the USA Tax System 
invariably beg the question, "Compared to what?" When contrasted 
to the current individual and corporate income taxes, the USA Tax 
System clearly and unequivocally offers large gains in simplicity. 

By taxing all businesses — corporations, partnerships, limited 
liability companies, and unincorporated proprietorships — the 
same, the USA Business Tax eliminates the false and unwieldy 
distinctions the current code makes among business enterprises. By 
moving from accrual accounting toward cash flow accounting, the USA 
Business Tax eliminates the maze of complexities and the high 
compliance costs which businesses now face. And because the USA 
Individual Tax permits an unlimited and unrestricted deferral for 
saving, the USA Business Tax would not have to deal with 
nonproductive or superfluous business arrangements designed to 
avoid the personal income tax. 

For its part, the USA Individual Tax requires no new tax 
bureaucracy. Taxes would continue to be due on April 15 and there 
would be withholding. The individual tax form, while vastly 
simplified, would still be familiar to taxpayers. There would be no 
new record-keeping burden since information about net changes in 
saving behavior is already collected to permit the interest 
calculations in Form 1099, 

Now, it is true that the Individual Tax's progressive structure is 
inherently less simple than a flat rate structure. And, beyond the 
saving deduction, the USA Individual Tax does include several other 
deductions such as one for home mortgage interest. I happen to 
believe that a progressive structure is desirable but would add 
that, in any event, S. 722 could easily accommodate a flat rate 
structure if Congress thought it wise. As for the deductions, they 
are few in number and again, if congress so chose, could be 
eliminated. 

As for comparisons of the USA Tax System with the avowed simplicity 
of other major tax reform proposals, I am not sure such contrasts 
are at this point possible. Only until those alternative proposals 
are fully fleshed out, complete with transition measures, will we be 
able to draw meaningful distinctions. 

Feasibility In introducing S. 722, Senators Domenici and Nunn have 
proven that their concept for fundamental tax reform is technically 
possible. The very gratifying reaction to their legislation may 
already suggest that it is politically feasible as well. Beyond 
business groups such as my own, other organizations that in the 
past have defined their tax ideas largely in opposition to the 
business community, have found much to praise in S. 722. 

I am hardly the person to make political prognostications. But it 
does seem to me that S. 722 is promising specifically because it 
scrambles the usual battle lines on tax reform. This is not a 
conservative or a liberal proposal. It is instead a proposal to 
create an efficient, intelligent tax system. It takes advantage of 
a very rare confluence in public policy of individual and national 
interest. I think this latter point was made best by Senator Robert 
Kerrey when he and Senator Robert Bennett announced their decision 
to be co-sponsors of S. 722: 

Mr. President, to be clear, there are not very many situations 
where the interest of the individual and the interest of the Nation 
intersect, where they are the same.... With savings, there is an 
intersection. It is in the interest of American families to 
acquire and accumulate wealth. It is in the interest of the Nation 
to do the same. Unless both the individual has an incentive to 
save and the Nation has the discipline to save, then the standard 
of living of the United States of America simply will not rise. 
( Congressional Record . April 25, 1995, p. S. 5671) 

This, it seems to me, is the essential matter. It explains why 
fundamental tax reform is both necessary and possible. As this 
Committee and the Congress address the merits of the various tax reform 
proposals, it is imperative that you not lose sight of this opportunity 
for large and constructive change. 

I would be happy to answer any questions you may have. 
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Mr. Christensen. Thank you, Dr. Rogstad. 

My question would be for Dr. Weidenbaum. 

We heard Senator Domenici and Senator Nunn say that their 
U.S.A. tax did not address the underground economy issue. How 
important do you believe it is that we find a solution to raising rev* 
enue from that sector, or is it something that we should not worry 
about because a couple of the proposals don't address that area? 

Obviously, the consumption tax proposal goes after that 20 to 25 
percent or ao you have a solution on how we could fold that into 
a Nunn-Domenici U.S.A. tax proposal? 

Mr. Weidenbaum. No, I don't. And, very frankly, I am skeptical 
of expecting much change in the underground economy from any of 
the tax plans that have been or will be presented later this week 
to this Committee. I think that the fundamental incentives to go 
or stay underground are still very much there, and if you raise tne 
tax on legal purchases, if anything, you are going to increase the 
incentive for shady characters to go underground more than they 
do tod^. 

Mr. Christensen. Any other comments? Mr. Christian, a com- 
ment on that? 

Mr. Christian. I would agree with Dr. Weidenbaum. I don't 
think the U.S.A. tax or any tax on income addresses the under- 
^ound economy any more than the present tax system addresses 
it. As Mr. Gibbons and I and others have talked about for many 
years, it mav be that some portion of the present corporate income 
tax is embedded in the price of goods. 

No one knows what it is. If it is there, the people who are buying 
things, whether they are legal or illegal, are paying it. Other taxes 
have various portions of them that are embedded in the price of 
goods. Other portions go back to labor factors that produce things, 
and other portions go back to capital factors. Again, no one knows 
what those proportions are. 

I would share in what Dr. Weidenbaum says. I am not at all 
sure, either administratively or as a matter of fundamental eco- 
nomics, in the end that there is any way to deal with the concern 
about the underground economy. 

Mr. Christensen. So you would disagree with the premise, then, 
that the consumption tax or the national sales tax would pick up 
a significant portion of that underground economy or would you 
have any other thoughts on that? Because, I mean, there has been 
testimony already that the national sales tax would pick up a sig- 
nificant portion of that economy. 

Dr. Penner, Dr. Rogstad. 

Mr. Rogstad. I would just observe that I think over time that 
that premise may not stand up. 

I have another concern here that I would like to surface. I think 
our entire system of government and our payment of taxes is based 
on voluntary compliance by our citizens, and whatever we do in 
terms of fundamental tax restructuring, we should not lose sight 
of that underlying philosophy that is so key to our system of gov- 
ernment. This is a very important perspective to keep in play here. 

Mr. Penner. I would just point out, Mr. Chairman, that there is, 
in fact, a lot of evasion of State sales tax. There is enormous eva- 
sion of the VAT in Europe, particularly in Italy where they don't 
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seem to want to pay any taxes at all. So that certainly is not a 
sure-fire solution to the problem. 

Mr. Christensen. One of the aspects of the consumption tax 
that has been touted is that it would pick up that part of the econ- 
omy. That is one of the things that has been touted highly over the 
flat tax. 

I like the flat tax idea because of the simplicity, I think the 
U.S.A. tax doesn't match the flat tax when it comes to simplicity. 
It may when it comes to fairness and efficiency. What would you, 
in your opinions, believe that the main drawback of the flat tax 
would be? We will be having testimony tomorrow on that issue. 
What are some things in your opinion that cause the flat tax to be 
second or third in your ranking? 

Mr. Weidenbaum. A couple of things. First of all, it doesn't give 
a direct incentive to saving the way the U.S.A. tax does where a 
dollar saving is a dollar less of taxable income. It is only the inter- 
est and dividends on your saving that gets the benefit of being ex- 
empt from the flat tax. And also, as I understand it, not one tax 
return, but 12 monthly tax returns are due under the flat tax, to- 
gether with 12 checks from each taxpayer a year. That I think pre- 
sents a difficult enforcement challenge to the IRS. 

Mr. Christian. Mr. Christensen, I think that the flat tax would 
be vastly better than present law, but in answer to your question, 
I would list the following: Under the flat tax regime, if that became 
the tax law of the United States, there would be no line on the in- 
dividual tax return, for all of the vast number of American people, 
for interest, dividends or capital gains. The only line on that tax 
return would be for wages. I question whether that would be 
viewed favorably by everyone. 

I would reiterate what Dr. Weidenbaum said about the “yield ex- 
emption approach,” as we call it. Excluding the return on capital 
is one way of dealing with the bias against savings. 

You talked earlier about transition. If you enacted the flat tax 
today, as it stands, the returns to capital — all existing capital in 
the United States, all interest, dividends and gains in the future 
would be outside the tax system insofar as the individual tax under 
the flat tax is concerned. That is unrelated to new savings occur- 
ring in the United States. 

Mr. Penner. I think I would add, Mr. Chairman, that because, 
as Mr. Christian said, the only thing that appears on the individ- 
ual's tax return is wages, there would be enormous pressure to try 
and convey compensation using other means. I think that would 
immediately make the flat tax very much more complicated than 
it appears as it is now structured. You would have to worry about 
what to do with stock options; you would have to worry a lot more 
about payments in kind of various types. So I think technically it 
is much harder than it appears on the surface. 

Moreover, I just don't think the politics are good. I know that I 
would get one heck of a big tax cut if this tax were put in effect, 
and I would enjoy that. But I suspect for everyone that gets a very 
large tax cut, like me, there will be a very large number of people 
who get a small tax increase, and I think that is just very bad poli- 
tics. 
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Mr. Christian. To follow up on what Dr. Penner said. Mr. Gib- 
bons and many others will also perhaps remember this. I remem- 
ber at the Treasury Department a long time ago when we had dis- 
tinctions between earned income and unearned income. Now, this 
flat tax will again reinstitute, in effect, that same distinction, I re- 
member having stin^gled at the Treasury Department to deter- 
mine what is the difference between earned income and unearned 
income. 

The famous example, which was in the funny papers for a few 
j^ars as Mr. Gibbons perhaps remembers, was about a radiologist, 
^e radiologist was in business for himself. Now tell me, what is 
he earning? Is it capital income or is it his own earnings? 

I also snare your view about marginal rates. One of the appeals 
of the flat tax is the low marginal rate. I would point out that the 
marginal rate under the flat tax, let’s say it is 20 percent as now 
proposed, is not 20 percent on earnings, on work effort as was 
talked about earlier. The marginal rate under the flat tax is 27.65 
percent on earnings, because you must count, in determining the 
marginal rate of tax on work effort, the employee payroll tax. 

Mr. Christensen. OK. Mr. Gibbons. 

Mr. Gibbons. Well, I want to start off by saying, first of all, I 
appreciate the enormous effort that each of you at the table has 
contributed to the whole discussion and thought of what we do 
about a future revenue system for the United States. You know, 
you may go down as unsung heroes in this battle, but I know you 
have all contributed to it. 

Mr. Christensen asked an important question, what is the fatal 
flaw in the flat tax? And the fatal flaw in it is that it is classified 
as an income tax and therefore, you cannot adjust it at the inter- 
national border, and as long as you continue to tax exports and not 
tax imports, you are going to be exporting jobs from the American 
economy. Mr. Armey recognizes that. It is a fatal flaw in the flat 
tax. 

You know, you can love the flat tax all you want to, but if you 
are going to adopt it with a fatal flaw, you just cannot — under the 
rules that we established starting back in 1947 for world trade, you 
cannot adjust a flat income tax at the international border. And 
you are just goinc to export all of your job opportunities as we are 
already doing under the income tax. 

Now, Dr. Penner and all the rest of you, I need some help. I need 
to find out how reCTessive and what is the real tax burden under 
the current system: Because in step 3 of the revenue system that 
I propose — you know, in step 1 I repeal all of the income taxes, per- 
sonal and corporate, and I also repeal all of the FICA payroll tax. 
That is a lot of — I have repealed a lot of taxes there, almost 1.2 
trillion dollars’ worth of taxes I have repealed right there; and I 
have to replace it with a tax. In step 2, I replace it with a value- 
added tax, raising most of the money. But in step 3, I have got to 
do something about adjusting the tax burden among income 
classes. 

Now, where is my best information about what the current bur- 
den is, and how would you adjust the burden outside of the value- 
added tax? I wouldn’t want to adjust the burden within the value- 
added tax, because you would get a horribly complicated. 
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unadministrable value-added tax. You best do it outside of the tax, 
completely divorced from it. 

I think that is really the mistake we made back in the beginning 
on the income tax; we tried to do social engineering and economic 
enmneering through the income tax, and it became so screwed up, 
nobody can understand it today. There are a couple of people 
around here, but that is about all, that can understand it. 

How — where do I get my information about what the current 
burden is? I am using in my calculations the Congressional Budget 
Office figures. You are familiar with the Congressional Budget Of- 
fice — I assume you are familiar with the burden figures. What is 
wrong with them, if anything? 

Mr, Penneh. Well, I think the major problem is knowing the dis- 
tribution of the corporate tax. It has become such an extraordinary 
monster, so complicated that it defies human understanding. It de- 
fies human understanding in knowing what its efficiency effects 
are, and I think the same with the distributional effects. 

The Concessional Budget Office has reacted to that problem by 
often distributing the corporate tax two different ways — one, put- 
ting it entirely on capital; the other, spreading it 50-50 between 
wages and capital. But those are just guesses. They just give you 
a range. 

The Joint Committee on Taxation recently has decided not to dis- 
tribute it at all. So that is an extremely difficult problem. 

We do distribute it. The burden is distributed according to the 
importance of different kinds of factor income in the economy. 
Doing it various other ways doesn’t result in a huge change in the 
kind of marginal tax rates you need under our individual tax to 
emulate the distribution of the current burden, but it does result 
in some considerable change. 

In answer to your second question, how do you achieve the kind 
of distribution you want, limited by our ignorance of the distribu- 
tion of the current tax system, you do have to remember that you 
can do it on both sides of the ledger. That is to say, if you are not 
satisfied with the distribution of the tax burden, you can adjust the 
expenditure side to achieve certain distributional results. 

Mr. Gibbons. You mean through the appropriations process? 

Mr. Penner. Well, it could be through the appropriations proc- 
ess, it could be through entitlements, it could even be through re- 
fundable tax credits. For example, Bradburne, one variant of the 
kind of tax reform that he suggests would simply have essentially 
all of the tax levied at the business level, but then some portion 
of that would be taken and distributed to individuals using basi- 
cally a refundable credit. 

Mr. Gibbons. That is essentially what I do in my proposal. But 
I am not satisfied with it. 

I have to determine what the burden is now, and I realize the 
corporate tax has always been debatable about who pays the bur- 
den of it. In my own thinking, I allocate the whole burden of the 
corporate tax to the consumer, because I never saw a corporation 
that stayed in business very long that did pass on all of its ex- 
penses on its product. And so I look upon the corporation primarily 
as a tax accumulator that gets it out of the cost of its product. If 
it didn’t, I reason that it will end up in bankruptcy sooner or later. 
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Now I see Dr. Weidenbaum shaking his head on that But the 
corporate taxes, first of all, are not a Targe part of all of the taxes 
we are discussing here, and I don’t think we ought to wrangle over 
the distribution of the corporate tax in the burden figuring. But Dr. 
Weidenbaum, do you want to comment? 

Mr. Weidenbaum. Well, Mr. Gibbons, I think you have raised the 
dilemma in choosing among any of these alternatives for com- 
prehensive tax reform. They have all got some warts, and I think 
when you get down to the wire, you are going to have to choose 
the one with the least number of warts, and really go for — ^for the 
VAT, for exanmle, or national retail sales tax. I think you just have 
to accept the fact that it is somewhat regressive, because whether 
you go the route of some countries’ exempt categories — and you 
nave indicated that is an excessive complication — or you go with 
some kind of refundable credit, you are back — as I point out in my 
testimony, you are back with IRS auditing tax returns for millions 
of taxpayers. So that none of these, none of these is going to be per- 
fect. 

If you go for a transaction-based tax, whether it is retail sales 
tax or VAT because of simplification, because of the focus on con- 
sumption, I am saying, by definition, then I think you are just 

f oing to have to accept the fact that it doesn’t help you on income 
istribution or fairness or equity. But you have no perfect tax alter- 
native. 

Mr. Gibbons. Well, e::sentially I reason that selling the American 
public and the Congress any massive tax reform, you are going to 
have to limit the number of fights you start in all of this. One fight 
I don’t want to get into is massively changing the tax burden be- 
tween the income categories. So right now I am tiding to find out 
what is the tax burden? Where do I — ^CBO has issued a burden 
table. Treasury has a burden table, and the Joint Committee has 
got a burden table. Who is right? 

Mr. Weidenbaum. They are all right and they are all wrong, be- 
cause each of them has a set of reasonable assumptions — not facts, 
but assumptions — on which the numbers are based; and you could 
take six honest, competent analysts, put them in six different 
rooms, and they will come up with six different sets of assump- 
tions, and therefore, come up with six different sets of burden ta- 
bles, even though each of them is doing as honest a job as they can. 
The bottom line here, every analysis that I have ever seen, 
whether it is done by private organizations or by government agen- 
cy, convinces me that, on balance, the Federal revenue system is 
mildly progressive. 

Mr. Gibbons. Yes. 

Mr. Weidenbaum, So that is the starting point. 

Mr. Gibbons. It is not nearly as regressive as some of the radi- 
cals think it is, and it is not nearly as progressive as some of the 
very conservatives think it is. 

Mr. Weidenbaum. Yes, sir. 

Mr. Gibbons. It is just mildly progressive. 

Well, thank you. Maybe the best solution is to take all of those 
tables, add them all up, and divide them by three. 

Mr. Penner. Or to ignore them altogether. 

Mr. Gibbons. Or ignore them altogether. 
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You can’t ignore them altogether, because if you do, you are 
going to have a political battle around here over shifting burden. 
You nave to have some authoritative decision as to what is the cur- 
rent burden. 

You know, as I say, I used CBO’s burden table. But — ^yes? 

Mr. Rogstad. To just add on to your point. Congressman Gib- 
bons, that these tables are sufficiently tenuous that they should not 
drive the choice of which tax reform proposal vou are looking at. 

Mr, Gibbons. I agree with you on that, and I agree with you, 
how we distribute the corporate tax shouldn't drive the whole thing 
because it is not that great a part when you compare it to the FICA 
tax and the personal income tax. Those are huge taxes. 

Mr. Penneh. And for what it is worth. Congressman, on those 
two taxes, economists feel reasonably confident that the personal 
tax is borne by the people who actually pay it, and both sides of 
the FICA — employer and employee — are borne by labor. 

Mr. Gibbons. Yes. I think there is general consensus that in the 
FICA tax — am I correct when I state this — that it all comes out of 
the cash payment of wages to the employee? Is that right? 

Mr. Penner. That is the general consensus, yes. 

Mr. Gibbons, That is the general consensus amongst economists. 
OK, fine. Thank you very much. 

Mr. Christensen. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman, 

Gentlemen, I have just one question, and it is late in the day, 
but I really need to ask you this question. 

I really like this S. 722 proposal. What I need to know for my 
constituents is, do you believe that the proposal is going to be 
enough simpler than the current system so that when folks look 
forward to April 15, or whenever it is, they don't do it with horror; 
and that they can fill out their own returns, and they can do it 
without lawyers and CPAs. I am not talking so much about cor- 
porations, but individuals. Are we doing the folks a favor 
processwise as opposed to substantively? 

Mr. Christian. Yes. I have spent 35 years stru^ling with the 
Internal Revenue Code. This, for example, as I hold it up, is the 
entire income tax of the United States under the S. 722 approach, 
triple spaced, narrow margins, great big type. I couldn't even lift 
the present income tax printed in this same way. It would be 
stacked high up to here. 

More directly, the U.S.A. tax has very few moving parts; it has 
few exceptions and no exceptions to exceptions. I think that the 
U.S.A. Tax Code is about 30 percent the size of what it is today, 
in the Internal Revenue Code. A charitable contribution is not com- 
plicated. A home mortgage interest deduction is not complicated at 
all. You take one number off a statement provided to you annually 
by the mortgage lender and you transfer that one number to a line 
on a tax return. 

I have been for many years one of the most vociferous critics of 
the Internal Revenue Code of the United States. I have described 
it in very colorful terms at times, “absurd” being one term that is 
on the public record quite often. I am confident that the reality of 
the U.S.A. tax — as it operates with people, as opposed to a percep- 



455 


tion — will be quite simple. Filing tax returns is never going to be 
pleasant, but it is not going to be the annual agony that it is today. 

I would make two points, if I may, about dealing with the Inter- 
nal Revenue Service. Again, I have been veiw critical, but there are 
two different kinds of things that happen. One is contact with the 
Internal Revenue Service, simply filing a return; that is one thing. 
Some people seem to think that is bad. My concern about the tax 
law is not just contact; it is what the present tax law does to soci- 
ety and what it does to people^s lives. That is, the reason I empha- 
size so strongly meant I fundamentally believe and know to be the 
fact — that the U.S.A. tax system will essentially have zero sub- 
stantive impact one way or another on shapir^ what people do or 
don't do. It will let them alone to make free, efficient economic and 
personal choices. 

Ms. Dunn. I thank you for that answer. 

Would anybody else like to comment on that, agree or disagree? 

Mr. Rogstad. I would answer. Congresswoman, yes, again in the 
strong affirmative. In addition to what Mr. Christian said, I think 
that taxpayers will not only understand the basis on which they 
are paying taxes, I think that this is a system that will allow them 
to understand the basis on which their fellow citizens are paying 
as well. And I think the notion of raising the level of saving 
through an unlimited deferral, which is the core of this proposal, 
will reinforce for people that saving is at the core of our future eco- 
nomic growth. And I think once that becomes the frame of ref- 
erence, this will be viewed not only as appropriate to ourselves 
from a compliance standpoint, but one that will facilitate all of us 
feeling a little more comfortable about the basis on which the 
whole economy and all of our citizens are being taxed. 

Ms. Dunn. It sounds to me — I worry a lot about the disconnect 
that people feel with government, and I think our current tax sys- 
tem adds to that and doesn't detract from that; and it seems to me 
that this would be a great big step in the right direction. 

I just returned from a trip to some South American countries, in- 
cluding Chile, and on your comment on savings, I mean it is just 
stunning. It is very good to get out of the country and become a 
little less nationalistic, and that 25 percent savings rate that they 
have created for themselves in a brief number of years through the 
revision and privatization of the pension system is stunning and a 
great example for us. But it brings home loud and clear how it can 
make a nation such as Chile self-reliant and not need to go outside 
for the majority of its capital; and I think we could be doing the 
same thing if we make the proper choices in the next year or so 
as we consider this new tax system. Thank you. 

Mr. Christensen. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Gentlemen, earlier today I asked Secretary Samuels his opinion 
of the border adjustability of the business side of the U.S.A. tax, 
and he answered that Treasury hadn't drawn any conclusions on 
that. Are vou confident that the U.S.A. tax is going to be border 
adjustable/ 

Mr, Rogstad. 

Mr, Rogstad. Yes, I am. There are a number of technical issues 
involved, A basic that we undertook in the fundamental design of 
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the system with respect to wage deductibility at the business level 
was directed to ensure border adjustability would stand up in the 
WTO, 

Mr. English. Mr. Penner, do you a^ee with that? 

Mr. Penner. I am certainly not the lawyer here, Mr. English, 
and I wouldn’t want to venture an opinion. 

Mr. English. Mr. Christian. 

Mr. Christian. I am absolutely certain of it. If you would like 
me to explain, I will. 

Mr. English. Certainly. 

Mr. Christian. As Senator Domenici said and Senator Nunn 
said, the U,S.A. tax has been worked on by them for a number of 
years. That work includes the same issue about border 
adjustability of this type of a tax which includes at the business 
level both the labor component of production and the capital com- 
ponent of production. You notice that Les Samuels at the Treasury 
didn’t tell you this morning that he concluded that the U.S.A. tax 
couldn’t be adjusted at the Border. 

Mr. English, Well, he didn’t tell me very much, so I 

Mr. Christian. In any event, not to prolong the day, but the 
GATT is a flexible, international instrument of comity as well as 
a piece of black letter law, I don’t have any real doubt. I don’t even 
think there will be a challenge when the U.S.A. tax is enacted, and 
I am very confident that it would prevail. 

Even back in the seventies, to give you an illustration, when the 
European VAT first came in, there was a real question about 
whether on a black letter of the law basis the VAT qualified. I 
would be happy to discuss that with you at some time if you would 
be interested. 

Mr. English. I would be delighted. 

Mr. Christian. The GATT is a flexible instrument, and I think, 
as a practical matter among adults, that there is no question about 
it. 

Mr. English. One of the interesting features of the U.S.A. tax 
to me was the FICA credit. How important do each of you feel that 
is to the design? 

Mr. Penner. I think it is extremely important, Mr. English, be- 
cause, as Mr. Christensen pointed out earlier, if you don’t have 
some kind of credit for the payroll tax, it is a marginal rate on top 
of whatever else you have. And in our system, you in essence sub- 
tract it from the statutory rate. So you get some very low marginal 
rates at the bottom, which is very important. 

Mr. Weidenbaum. May I add to that? 

Mr. English. Certainly. 

Mr. Weidenbaum. For an awful lot of modest-income, working 
people, the main Federal tax they pay is not the income tax, but 
the FICA tax. I think you will do more to ease the financial burden 
on working people of modest means hy enacting this FICA credit 
than any of the other changes in any of the plans. 

Mr. English. Well, that is powerful. One of the other issues that 
I was impressed with in this bill was the effort it makes to make 
a transition from the existing tax system to the new tax system. 
Are all of you satisfied that this bill addresses all of those transi- 
tional issues, and which ones do you feel are the most important? 
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Mr. Christian. The U.S.A, tax does address them all. It address- 
es them all adequately. Before Senator Domenici and Senator 
Nunn began their work on this, there were many people who had 
thought about the issue of old savings and who thought that it 
would not be possible to avoid taxing yet again income that had al- 
ready been taxed. There were many publications in the academic 
literature to the effect that they didn’t think this could be done. 

Senators Nunn and Domenici did do it, and I will tell you that 
their system is very good and it is not a complex system. 

On the business side, there are issues with respect to old invest- 
ment, that is to say, existing investment, that have to be handled. 
They have a very good way of handling that which is not complex. 
There is no phase-in here. This tax goes in effect immediately with 
respect to a taxable year. The only issue is a set of straightforward, 
hignly workable and efficient rules for dealing with the transition 
you are talking about. The U.S.A. transition rules work like a 
watch. 

Mr. English. Thank you, Mr. Chairman. 

Mr. Christensen. I thank the panel for staying late into the day. 
The Committee will stand in recess until 10 oxlock tomorrow morn- 
ing. 

[Whereupon, at 5:45 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Thursday, June 8, 1995.] 




REPLACING THE FEDERAL INCOME TAX 


THURSDAY, JUNE 8, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D,C, 

The Committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (Chairman of 
the Committee) presiding. 

Chairman Archer, The Committee will come to order, and I 
would ask that our ^ests and staff take their seats and give us 
an opportunity to be heard. 

Today we begin the third and final day of hearings on concepts 
to replace the current Income Tax Code, and during the balance of 
the 104th Congress I do intend to hold additional hearings on var- 
ious aspects of this fundamental exercise. 

Yesterday we heard from advocates of two of the alternatives to 
our tax system, the value-added tax and the U.S.A. tax, and today 
we are going to hear from those who believe a flat tax is the an- 
swer, led by Majority Leader Dick Armey, and those who believe 
that we should have a national sales tax. 

We will also hear from our former colleague Jack Kemp who is 
chairing the Economic Growth and Tax Reform Commission, but 
before we do that, we are going to lead off and hear from our col- 
league, the Ranking Democrat on the Committee, the gentleman 
from Florida, who has spent a number of years developing an alter- 
native to the current income tax, and has his own plan, and, Sam, 
I don’t know what label you would put on it. 

I will let you make that decision. But we are really happy to 
have you here to make your presentation to the Members of your 
Committee, so I don’t have to welcome you, you are always wel- 
come here. 

Mr. Gibbons. Thank you. 

May I yield to the Senator? 

Chairman Archer. Oh, all right. 

Mr. Gibbons. Would you like to go first, Arlen, because I realize 
your time is very short. 

Chairman Archer. Well, we are happy, and of course honored, 
to have Senator Specter here with us because you have taken the 
lead in wanting to replace the income tax in your candidacy for the 
Presidency, and you have an approach that is your own, and we 
welcome you to the Committee because you are very, very impor- 
tant in developing this debate across the country, and we are 
pleased to hear your comments and you may proceed. 

( 459 ) 
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Senator Specter. Well, Mr. Chairman, thank you very much. I 
am indebted to my collea^e for yielding, but I decline. I want to 
listen to Chairman Gibbons and learn a Tittle before I offer my tes- 
timony. 

STATEMEOT OF HON, SAM GIBBONS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF FLORIDA 

Mr. Gibbons. Well, I am flattered. 

Mr. Chairman, thank you for opening this subject matter. It is 
something that this Committee should have examined years ago, 
and I want to apologize to all my colleagues on the Committee for 
having harassed them for a number of years. 

Most recently, I spent a long time harassing the Members at the 
Austin, Tex. retreat 2 years ago when I finally got some time to 
explain what I thought ought to replace the current revenue sys- 
tem. 

Let me make it clear that I speak only for Sam Gibbons. I do not 
speak as a spokesman for the Democratic Party or the Democrats 
on this Committee or the Democrats anywhere. It is not that they 
have told me they are opposed to this, it is just that I have not 
tried to seek any specific endorsements from them or from anyone 
else. 

I think we need a discussion, a national discussion, about the sit- 
uation we are in, and I think we need a solution, and it can only 
come about if we develop a national consensus. In developing that 
national consensus, I think we ought to keep our attention focused 
on some principles. 

The first principle I would like to mention is that we ought to 
seek revenue neutrality in all of this. We should not allow this to 
become a debate over how big government should be or how much 
government should spend, and so we ought to hit the test for neu- 
trality. There is a time for that debate, but this is not the time. 
We are talking about process here. 

Second, amongst the fundamental principles of neutrality of reve- 
nue is neutrality of burden. In my testimony you will find there on 
page 4, and I wish you would turn to that page and look at the cur- 
rent tax distribution burden table there. Only with great deference 
should we attempt to change that burden table. I say that because 
for about the last 30 years the tax burden amongst Americans as 
far as income categories is concerned has been approximately that 
shown on page 4. You will find on page 5 what the burden has 
been over the last 20 years in those same categories. 

You will see there has been very little fluctuation in the burden. 
Now, I am not saying that the burden that is there exhibited in 
those Congressional Budget Office tables is magic, but it is the best 
measure we have of tax burden that I know of. Essentially there 
are three different versions of this table; One put out by Treasury, 
one put out by Joint Committee, and one put out by Congressional 
Budget Office. They are slightly different, but only slightly dif- 
ferent, and that is the best I nave been able to determine what the 
current burden is. So we should be neutral on that burden. 

Third, we ought to try to make our tax system much more sim- 
ple, and I think the system I am about to describe to you is the 
ultimate in simplicity. 
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Fourth, we ought to be coiupetitive in the international market- 
place. 

Our current system — and anybody that advocates an income tax- 
based system is walking right into this trap — is penalizing America 
heavily. Let me give you a simple illustration. 

Take this pair of eyeglasses that I am wearing. If you manufac- 
ture them in the United States and you try to export them, here 
is the burden you run into: These glasses, when they leave the 
United States, will carry the full cost of government, and that is 
a substantial part of the cost of these glasses. 

When they get to a foreign country, almost any foreig^n country 
with the exception of Australia, they will stop them at the border 
and they will add their cost of government to these glasses. As a 
result, these glasses now have the U.S. cost and the foreign govern- 
ment cost. When they are sold to the consumer in the foreign coun- 
try, they carry those two costs of government. If you manufacture 
these glasses in any other country other than Australia, any indus- 
trialized country, when it gets to their border, they strike out prac- 
tically all of their cost of government in these glasses, and when 
these glasses arrive at the U.S. border, we have nothing that will 
intercept these glasses and place the cost of government on them. 

So these glasses when sold in a foreign counti^ manufactured in 
the United States have two costs of government in them. When you 
manufacture them in a foreign country and put them back in the 
United States for sale to the consumer, they have got no cost of 
government in them. 

Where are you going to manufacture these glasses? You are not 
going to manufacture them in the United States. 

And the same applies to every product and every service that we 
create in the United States. That is because since 1947, the world 
trade agreement, the General Agreement on Tariffs and Trade has 
said you cannot adjust an income tax at the international border. 
Lord, we have tried. 

Mr. Archer and a lot of the rest of us here have tried to adiust 
that international burden at the border, the U.S. burden at the bor- 
der, and we have been struck down every time by it. You can’t do 
it. It is impossible. 

So anybody that comes to you and says we can reform the tax 
system and make it a lot simpler is overlooking one key factor, and 
that is you are going to lose jobs in the United States if you stick 
to an income tax-based system, and you are going to gain competi- 
tive opportunity if you go to a consumption tax. 

Everybody on Earth understands that except the United States. 
Let me drive that home again. 

Everybody on the Earth understands that except the United 
States, and the travesty is we put it in the General A^eement on 
Tariffs and Trade in 1947. We are stuck with it. We might as well 
adjust to it. 

Now, let me describe the system I have proposed. Let me just 
show you in my testimony in front of you, the most important page 
of the whole statement is the VAT form. That is all you need to 
collect the necessary amount of revenue. 

Now, there are essentially three steps that I would like to see us 
carry out. 
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First, I want to repeal the income tax, the personal income tax 
and the corporate income tax, and then I want to go further. 

Second, I want to repeal the FICA tax, and that is a whale of 
a lot of repealing. That is most of the revenue in the United States. 
I don’t want to start a debate about excise taxes, estate taxes and 
things like that. We can — that is not a lot of money, we can attack 
that at another period of time in the history of this Committee. 

But we ought to repeal the income tax, the personal and cor- 
porate, and we ought to repeal the FICA tax, and we ought to re- 
place it with a consumption-type tax, and we can do that without 
changing the tax burden and without increasing or decreasing the 
revenue that we collect. We ought to do it cold turkey. 

There is going to be a little blood on the table when we do it cold 
turkey, but there will be a lot more blood on the table if we have 
to try to phase all this in. On January 1, 199x or 200 jc, we ought 
to bite the bullet and get it done. We can. It is just going to take 
understanding; it is going to take cooperation; and it is going to 
take debate. 

Now, the third step in all of this is that we would have adjusted 
it, as far as American taxpayers are concerned, we would have slid 
the burden of taxation down if we go to a straight consumption tax. 
We are going to have to have some kind of burden adjuster in the 
system. 

There are many ways we can do it, but we should not do it with- 
in the value-added tax that I advocate because it will make the 
value-added tax very, very complicated and impossible to admin- 
ister. 

We are essentially going to have to give back to some very low 
income — go to page 4 and look at the problem we face there. I 
would imagine that we would for all practical purposes probably 
have a value-added tax rate, if we repeal all the taxes I have 
talked about, of around 20 percent. 

Now, we could have a lower rate than that if we don’t repeal as 
many taxes, but if we repeal all the taxes I have talked about, the 
value-added tax rate would be around 20 percent. Just look on that 
table and see where the tax burden falls above and below 20 per- 
cent. 

Look down at the bottom and you’ll see the current effective tax 
rate is 23.9 percent, so we are going to have to do some adjusting. 
We can do that very simply by using perhaps, but this is not an 
exclusive method, the earned income credit, we could have a lower 
earned income. We could have an increased income credit for the 
low-income individuals and we could have a higher income credit 
or negative income credit for the upper income people. We could do 
it all in one short piece of paper, and just do it that way, very sim- 
ply. There are lots of other ways we could do it, but we should not 
do it within the structure of the value-added tax. 

Now, how do you collect the value-added tax? 

First of all, only businesses would be involved in collecting the 
tax. The consumer would pay the tax, the consumer pays the tax 
today. 

Anybody who tells you the consumer doesn’t pay the tax today 
doesn’t understand how the system works, but the consumer would 
pay the tax and the business would collect it. 
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What would the business do? 

The business at the end of the tax paying period would simply 
add up all of its sales, everything it sold that nad been used in its 
business, whether it sold a piece of its — what we now call capital 
equipment, or whether it sold its consumer goods, but just add 
them all up, and from that they would subtract all of the value of 
the goods that they exported. 

Bang, there goes your cost of government on these glasses right 
there. We become much more competitive by that simple step. 

If you export goods, you subtract it from the total amount of 
goods that you report as income. And then you subtract from all 
of that the total purchases that your business made during the 
same tax paying period, and you then multiply that times the tax 
rate. 

If you had more sales than you did purchases, you pay a tax. If 
you had less sales than you do purchases, you get a check back 
from the government. 

I know that is going to shock some of you, but that is the way 
all other value-added taxes in the world work. If the purchases ex- 
ceed the sales, the taxpayer gets back a check. That is all there is 
to it. Individuals, nonbusinesses, individuals would not be involved 
in this at all. 

We now harass through the IRS about 130 million Americans 
every year. If you go to the value-added tax you would be harassing 
something less than 12 million businesses, and you would only har- 
ass them with this very short and very simple mrm. Anybody could 
fill this out. 

My 8-year-old CTandson could fill out this form. He could read it 
and he could do tne mathematics on it, and he could fill it out, and 
that is all of the intervention that we would have to do to raise the 
amount of money of the taxes that I think we ought to repeal. 

We ought to repeal the personal income tax, the co^orate income 
tax, and all of the FICA tax. That would make America competitive 
internationally, we would begin to save jobs in America and rebuild 
our worker employment here. 

We would have a little unemployment based in the tax indus- 
try— and those are fine people, and I want to say they are fine peo- 
ple and well educated people who are spending most of their life 
now making substantial livings. We had a tax expert here with us 
yesterday that did that, manipulating the income tax. That is one 
of the finest paying jobs. One of the best trained work forces in 
America tries to figure out how do you manipulate, get out of pay- 
ing this cotton pickin' income tax we have got now. Those people 
are smart enough, they would find other employment. 

But Americans by and large would profit by this. We would save. 

You know, we are now spending at least $300 billion a year to 
collect the $1.4 trillion we spend. We are probably spending as 
much as $6 billion — $600 billion a year. I would imagine that on 
the foreign tax provisions alone, we now spend more money trying 
to collect the tax than we collect in revenue. 

On the income tax we are probably spending 50 percent of what 
we collect, just to collect the tax. On the personal income tax, it is 
less than that, and on the FICA tax it is a steal. It is the greatest 
ripoff that we nave ever done as far as collecting. 
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It is real simple. Everything except the nanny tax, that is the 
most complicated thing that we ever imposed on the world. At least 
it was up until I thii^ we corrected it last year, but — so that is 
what I advocate. In principle, I don't want to change the amount 
of revenue we collect. I don’t want to change the tax burden that 
we collect from, and we ought to get on with it and we ought to 
do it cold turkey, 

[The prepared statement and attachments follow:] 
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ON 

REPLACING THE FEDERAL INCOME TAX 
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Mr. Chairman and my colleagues/ 

In my 26 years on this esteemed Committee and during my 
tenure as Acting Chairman and now as Ranking Democratic Member of 
the Committee, I have thought a great deal about the best way for 
our government to raise the revenue it needs and about the impact 
of the various alternatives on taxpayers, on our national 
economy, on our competitive position worldwide, and on our 
future. I am very pleased that Chairman Archer is committed to 
taking a serious look at alternatives to our revenue system. 

More than a decade ago, I came to the conclusion that the 
current system should be replaced and that one particular 
alternative is preferable to others. As most of you know, I have 
developed and refined over the years my version of a single -rate 
subtraction-method value-added tax as a replacement for our 
current personal and corporate income taxes as well as most of 
our payroll taxes. 

I have attached to my testimony and submit for the record a 
description of my value-added tax proposal. I have designed a 
sample tax form, which, as you can see, is the cover sheet of 
this testimony. I will take you through this form line by line. 

I am gratified that national attention is now focused on the tax 
system that I have worked so hard on for so many years. 

Major Change in Our Federal Revenue System 

First, I want to take this opportunity to talk with you 
about why I think fundamental tax reform is important . The current 
income tax should be repealed. It has become a maze of 
complexity. It is widely perceived as unfair. It has not kept 
pace with the economic realities of the modern global 
marketplace. It creates economic distortions, thus interfering 
with economic efficiency and growth. It does not reach the huge 
underground economy. It has become burdensome to many taxpayers, 
particularly small businesses who must struggle through a pile of 
Federal tax forms every quarter. 

My proposal represents a major change in our revenue system. 
There are three basic steps : 

Step 1. Repeal of _the_ individual _a nd corporate, income, taxes and 
most payroll taxes . Wage -earners would no longer be 
subject to FICA (social security) taxes on their first 
dollar of earnings. They would not see their gross 
paychecks shrink, as they do today because income and 
FICA taxes are withheld today. Their net paychecks 
would equal their gross earnings. Businesses would no 
longer pay the corporate income tax. 

Step 2 . Impositio n of a single- rate, subtract ion- method. value - 

a_dded_tax on busin esses^. Thi9 wQvld bg 

the business level only . Every incorporated and 
unincorporated business would be subject to this 
system. 

The rate would be set to raise only sufficient revenue 
to replace the current income and payroll taxes. 
Businesses only would collect and remit the tax, as I 
illustrate in the attached "Description of Value-Added 
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Tax Form" beginning on page 8 . Most of these 
calculations required would be made anyway in the 
ordinary course of their businesses. 

It is important to point out that this system is not a 
national retail sales tax. A sales tax is applied as a 
set percentage of the retail price of goods and 
services. On the other hand, a value-added tax is 
levied at each stage of production only on a firm's net 
value-added. 

Step 3 . AdiustnienLs J;o_ the resulting tax bur.den^ would _be 

nec_easa_rY_to maintain the current distribution of the 
Federal tauc system . Any new tax system should result 
in the same tax burden on each income group as the 
current tax system imposes. The distribution of the 
current tax burden is presented in Table 1, and the 
historical stability of the tax burden over the last 
two decades is presented in bar-graph form (see pages 4 
and 5) . 

Fundamental Principles 

This week's hearings focus on several different consumption 
tax alternatives. These differ in design, in administration, and 
in impact. I believe that they and any other alternative must 
satisfy four fundamental criteria. I am unwilling to entertain 
proposals that violate these principles. 

Revenue Neutrality . The debate about the best method by 
which the government raises revenue should not be confused with 
the issue of how much revenue the government should raise. As we 
did in 1986, we should maintain a standard of revenue neutrality. 
This is not the debate about how large our government should be, 
about what the proper role of goverament in society is, or about 
what the priorities of government spending should be. All those 
issues can be and should be discussed, but not in the context of 
tax restructuring. 

Fairness . Equitable distribution of the tax burden is of 
paramount importance. I believe in a progressive taoc system- I 
believe in some relief for the least well-off among us. I 
believe in a society that worries about all of its citizens, not 
just the successful ones. I will not advocate any alternative 
revenue system that fails to address the question of fairness by 
including measures to maintain the current distribution of the 
tax burden. 

Simplicity . Both individuals and businesses resent and 
complain about the level of complexity of the current tax system. 
Taxpayers worry that they are being unfairly taxed and that 
others have found ways to avoid the tax. Extensive and lucrative 
industries of lawyers, accountants, and tax preparers spend 
countless hours and unbounded energy helping taxpayers through 
the maze of complexity to minimize their tax liobilities. A 
simpler tax system would free up these resources to engage in 
more productive economic enterprises. A simpler system would be 
better understood by the average citizen and, thus, would avoid 
the ill will and skepticism generated by the current system. A 
simpler system would improve compliance and streamline 
administration. 

Many alternative tax systems purport to be simple, but a 
close examination of the details belies that claim. One of the 
reasons I believe my proposal is preferable to others is that it 
has almost no special exemptions or deductions and it has only 
one rate. This is very important to achieving the simplicity for 
which we all hope. 
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Economic Efficiency . A good revenue system should minimize 
interference in economic markets. It should result in the least 
amount of distortion auid bias, should encourage economic growth, 
and should promote the vigor and competitiveness of American 
companies. Complying with a good revenue system should be 
straightforward and not too costly. A simpler, less burdensome, 
more neutral tax system would provide opportunities for more 
efficient use of our Nation's resources. That would be to the 
benefit of all Americans and would improve the future standards 
of living of our children and grandchildren. In our examination 
of alternative tax systems, we must keep this goal in the 
forefront and make sure that every decision we make along the way 
furthers this goal . 

International Competitiveness . The current income tax is an 
impediment to maximum competitiveness of American companies in 
international markets. The income tax simply has not kept up 
with the many changes that have occurred in the global 
marketplace. The current system penalizes exports because under 
the rules of the World Trade Organization (WTO) , formerly the 
General Agreement on Tariffs and Trade (GATT) , only indirect 
taxes, such as a VAT, can be adjusted at the border. Income 
taxes Coumot be removed from the price of goods when they cross 
the border to be exported. I believe that a border-adjustable 
tax system would promote the competitiveness of American 
companies and invigorate American exports. 

Conclusion 

I believe that we must be open-minded when we consider 
alternative revenue systems. There are many competing ideas. 

No proposal has the inside track. 

Any final decision about restructuring our tax system is a 
long way off. I agree with Chairman Archer that none of these 
alternatives is going to become law in this Congress. The effort 
to reform the tax system will take time. It should be the 
subject of much careful thought and planning. It cannot happen 
without exhaustive study by this Committee and its Senate 
counterpart . 

The implications of replacing large elements of our current 
system must be understood and dealt with. We need to educate 
ourselves and the public about the advantages and disadvantages 
of our current system and of the many alternatives. We need to 
hear expert opinions and openly and objectively debate the 
issues. The public must understand the choices and knowingly 
signal its readiness to embrace a new system. As with all 
successful legislation, a new revenue system must evolve from an 
deliberate, ongoing exercise in education and serious thought. 

It cannot be a flash- in- the -pan solution -- if it is, it won't 
work . 


I encourage thorough review of the issues. I am sure that 
my colleagues, who care about the TUnerican people just as I do, 
will see the wisdom of the four principles I have outlined here. 

I believe that each alternative proposal must be assessed against 
these criteria - 

After years of study and review, I have come to the 
conclusion that my single-rate subtraction-method value-added tax 
is the best way to satisfy these criteria. I welcome the 
discussion in the coming months about fundamental tax reform. I 
hope that the research and thought I have devoted to this issue 
over many years will help to further the discussion and will be 
of use to my colleagues. A description of my proposal begins on 
page 6 . 
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TABLE 1 

DISTRIBUTION OF THE CURRENT FEDERAL TAX BURDEN 
(1996 INCOME LEVELS) 


INCOME RANGE 

NUMBER OF 
FAMILIES 
(in millions) 

AVERAGE 
INCOME 
(in doll^&l 

EFFECTIVE 
TAX RATE 
(in percent) 

Less than $10,000 

14.6 

$6,009 

6 . 7 

$10,000 

- 20,000 

18.5 

$14,794 

10.4 

$20,000 

- 30,000 

16.6 

$24,941 

16.5 

$30,000 

- 40,000 

13.5 

$34,841 

19.4 

$40,000 

- 50,000 

10.8 

$44,808 

21.7 

$50,000 

- 75,000 

17.7 

$61,278 

23.6 

$75,000 

- 100,000 

8.6 

$85,637 

25.4 

$100,000 - 200,000 

7.0 

$129,788 

26.7 

$200,00 

or more 

1.9 

$486,031 

32.0 


ALL 

110.8 

$48,165 

23.9 


SOURCE: Congressional Budget Office, January 1995. 


Effective Total Federal Tax Rates, by Income 
Quintile, Selected Years 1977-1994 (in percent) 


469 





470 


PI5C5SgI0K BRArr_OF_^_NgW RBVKNUB SYSTEM ; 
A YALUR^-APPE? TAX 


The centerpiece of a comprehensive program to reform the 
Federal Government's revenue system should be a broadly based and 
uniformly applied value-added tax (VAT) . The following is an 
outline of the principal features of a potential tax system: 

• BUSINESSES ARE TAXPAYERS 

Businesses (i.e. , corporations, partnerships, and sole 
proprietorships) would be required to collect the tcuc. 

The business itself would be responsible for filing 
periodic returns and remitting the tax. For sole 
proprietorships, the individual owner would be 
responsible. Other individuals would not be subject to 
collecting or remitting the VAT. 

• ONE TAX RATE 

There would be a single tax rate applied to all 
businesses (including government businesses). The rate 
would be a function of the desired revenue level to 
replace the repealed taxes. 

• BROAD TAXABLE .BASE 

The taxable amount for each business would be its 
economic "value-added,” which equals the excess (if any) 
of its receipts from sales of goods and services over its 
payments for purchases of goods and services from other 
businesses. Sales of all goods and services by 
businesses would be included in the system (except 
exports, as discussed below) , including all professional 
services, financial services, food and beverages, medical 
services and products, new houses, and rental housing. 

No businesses would be "exempted" from the system. 

• SUBTJUVCTION METHOD 0F_CQMPUT1NG_TAX LIABILITY 

The tax would be computed using the subtraction method. 
Gross receipts from sales of goods and services would be 
the tentative taxable amount. Gross costs for purchases 
of goods and services would be deducted from that amount . 
The balance would be the business' value-added base, 
which would be multiplied by the teoc rate to determine 
the tax liability. If the balance is negative because 
purchases exceeded sales for that period, the business 
would receive a refund equal to the balance multiplied by 
the tax rate. 

• BORDER ADJUSTMENTS 

Imports ■ The tax would apply to sales of imported goods 
and services. This should be done in a manner which 
imposes the least administrative costs while assuring the 
highest rate of compliance. For goods, the options 
include : 

(1) payment by the seller or purchaser when goods 
enter the country at customs locations, with a 
subsequent deduction by the purchaser for the cost of 
the goods, or 

(2) denial of a deduction by the purchaser for the 
cost of the goods. 
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For imported services (with the possible exception of 
transportation services for imported goods) , the only 
workable option probably is (2) above. 

Exports . The tax would not apply to sales of goods or 
services for export. A business which sells goods for 
delivery outside the U.S. (or, in general, services for 
use outside the U.S.) would exclude such sales when 
computing its taxable base while still deducting all 
purchases . 

• TREATMENT OF PARTICULAR BUSINESSES 

Housing Sectors . Sales of houses by businesses such as 
builders, developers, renovators, etc. , would be included 
in the system, just like sales of all other goods by 
businesses. Renovation and remodelling services would 
also be included. Rentals by landlords would be 
included. Resales of houses by homeowners would not be 
subject to the tax. 

Financial Intermediaries . The fin«mcial intermediation 
services of businesses such as banks and insurance 
companies would be included in the system, just like all 
other services. In general, their gross sales of 
services would be limited to the "spread" between the sum 
of interest , premiums, and investment income received 
{from borrowers, insureds, and investments) and the sum 
of interest and claims paid (to depositors and insureds) , 
plus identif iad^le fees for specific services and other 
sales receipts. 

Governments . Sales of goods and services to governments 
wouUd be included in the system. Governments should not 
be exempt from the tax for their sales of goods and 
services . 

Non-Profit Entities . Sales to non-profit entities would 
be included in the system. These entitles should not be 
exempt from the teuc for their sales of goods and 
services . 

Agricultural Enterprises . Agricultural enterprises would 
be included in the system. 

Leasing Companies . Receipts of businesses which lease 
and rent goods would be included in the system. 

• TREATMENT OF PARTICULAR GOODS AND SERVICES 

Used Property . The receipts from sales of used 
machinery, equipment, and other property that has been 
previously deducted by a business would be included in 
that business' gross sales receipts. 

Leased Property . Payments for leased property would be 
deductible by the lessee business. 

Intangible Assets . The receipts from sales of intangible 
assets such as patents, copyrights, trademarks, etc., 
would be included in gross sales receipts. Purchases of 
such intangibles would be deductible by the purchasing 
business . 
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DESCRIPTION OF 
VALUE-ADDED TAX FORM 


The value-added tax that I am outlining today would be an 
extraordinarily simple tax form for businesses to fill out. The 
VAT would be collected and remitted only by businesses and would 
require fewer than a half dozen simple computations, many of which 
would be made whether or not there was a value-added tax. 

First, on line 1, the business would be required to compute 
its gross business sales. It is impossible to conceive of a 
business that wouldn't make this computation, whether or not it 
was subject to a value-added tax. In determining this amount, the 
business would only have to take into account the following 
amounts : 

• Sales of goods and services produced or sold in the 
course of its business; 

• Amounts (such as rents or royalties) received for 
granting the right to use property (whether tangible or 
intangible) ; emd 

• Amounts received from sale of assets which were used in 
the business. 

From the amount of the gross business sales, a business would 
subtract the following amounts: 

• The amount of returns and allowances made during the 
taxcd>le period and the amount previously included in 
gross sales that becomes uncollectible during the t^oc^d>le 
period; and 

• On line 2 , the portion of the gross business sales 
received for export of property or services. 

The subtraction for exports is the simple way of making the 
value-added tax adjustable at the border for American exports. 

After' computing its net business sales, a business would have 
to compute its total business purchases on line 4. Again, the 
computation would be quite simple, and it is a mirror image of its 
computation of gross business sales. It would consist of the 
gross amount spent for the following amounts: 

• Goods and services to be used or sold in the business; 

• Rente and royalties for the right to use property, 
whether tangible or intangible, in the business; and 

• Acquisitions of property to be used in the business. 

The only adjustment to the gross amount of business purchases 
would be made on line 5: a reduction for the amount of purchases 
of property or services imported by the business. This is a very 
simple adjustment to carry out the policy of having the value- 
added tooc adjustable at the border. 

Finally, the tax on line 6 would equal a specified percentage 
of the excess of the net business sales over business purchases. 

If the business purchases exceed the net business sales, the 
business would be entitled to a refund equal to such percentage of 
that difference. This again carries out the policy of having the 
tax adjustadsle at the border. In all cases, businesses would be 
entitled to a refund of the value-added tax imbedded in their 
business purchases used in producing exported property . 
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It is far easier for me to set forth what a business must do 
to comply with my proposed value-added tax than to enumerate the 
many things required under existing law that businesses would no 
longer be required to do. 

Many companies file consolidated income tax returns for 
purposes of the existing corporate tax. This involves elaborate 
record keeping for inter-company trcuisactions . Complex rules 
govern the extent to which the losses of a subsidiary can be used 
to offset income of the other members of the group. Under my 
value-added tax, the only computations on a consolidated basis 
would be computations of gross sales and business purchases. This 
could simply be accomplished by not taking into account sales and 
purchases between members of the group . 

Under existing law, many companies are required to maintain 
inventories . They must keep records of amounts in inventory and 
allocate expenses between amounts that have to be capitalized as 
part of inventory and those that can be expensed as overhead. In 
addition, companies using the LIFO method must maintain elaborate 
records as to the various layers of its inventory. None of this 
is required under my proposed value-added tax. 

Under existing law, businesses are required to capitalize and 
then depreciate acquisitions of plant and equipment . They are 
required to distinguish between items such as repairs, which can 
be immediately expensed, and other items which are betterments or 
improvements and must therefore be capitalized and depreciated. 
They must maintain records as to the depreciadile basis of each 
asset. None of this would be required \inder the value-added tax. 
All amounts for acquisitions or improvements of property would be 
immediately expensed. 

All of the enormous complexity involving the foreign tax 
credit would be eliminated. 
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A Revenue System for America's Future 


Fonn VAT 

US. Value - Added Tax Return 

/ For Businesses \ 

V For taxable period begnning / 

1995 

Qieck if a 

- 

Every Buainess in USA 

Business ID# 

consolidated I j 

return (attach 

schedule) ' 

A4*nm 1234 Main Street 


cjiy.iuu.nr Anytown, USA 12345 

1. Gross Recasts from Sales Net of Returns 


2 Less Receints fiomexDOTts 


3. Total tanble receipts . . 

. . . subtract line 2 from line 1 




4. S 


5. Less impoit purchases 

5. fS 

j 

6 Total business purchases . . subtract line Sfrvm line 4 

6 J . _ 

— 

7. Total value-added subtract line 6 fix>m line S 

8 . Totaltax (?7%xline7) 

9. Tax due if line 7 positive - Refund due if line 7n^ative 

I_i 

LJ 

9, S 



Please 

Sign 

Here 


1 dedart mhovt it^na mnd eompku. 

X 


Signature ofOMcer 


Date 


Title 
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Mr. Gibbons. Senator? 

I am ready for questions about it. What do you say, Mr. Chair- 
man, do you want to go through the question session now? 

Chairman Archer. Sam, if it is OK with you, I would like for 
you to stay where you are and if Senator Specter would grace us 
with his statement, maybe we could release him and send him back 
to other things. I know you must have a few other things to do. 
We would be pleased to hear from you, and then we will inquire 
of Congressman Gibbons. 

Senator Specter. 

STATEMENT OF HON. ARLEN SPECTER, A U.S. SENATOR FROM 
THE STATE OF PENNSYLVANIA 

Senator Specter. Thank you very much, Mr. Chairman. I very 
much appreciate the opportunity to testify before this very distin- 
guished Committee in this very beautiful room. This is the first 
time I have ever had a chance to testify here, and we don’t have 
one to match it on the Senate side, so I am delighted to be here. 

I very much appreciated an opportunity to listen to Congressman 
Gibbons’ testimony, and there is one unifying feature which I be- 
lieve is emerging from all corners. That is that we need a reform 
of the current tax system, and I saw you, Mr. Chairman, on tele- 
vision on Tuesday evening to the same effect, and the question is 
where we go from here to achieve such reform. 

When Congressman Gibbons testifies about the intrusiveness of 
the current tax system on 130 million Americans, I think he per- 
haps even understates a bit to the extent that the statistics snow 
that we spend 5.4 trillion hours on tax returns, and so many of us 
have received these computer printouts saying we owe $111.17. 

It takes a tremendous amount of time to fi^re out that the gov- 
ernment is wrong, and that the computer is inaccurate, and so we 
desperately need a change. 

My own view is that the best system is the flat tax, and I say 
that because of its tremendous progrowth capabilities and its sim- 
plicity and its fairness. The legislation which I have introduced in 
the Senate, S. 488, is modeled after a program designed by two dis- 
tinguished professors at Stanford — Hall and Rabushka. They have 
worked on it for a long time. 

Their first publication was put out in 1981, and they have re- 
vised it since, and it is a hard matter to get a comprehensive han- 
dle to see to it that it turns out to be tax neutral, revenue neutral, 
and also turns out to be fair. 

V^en we talk about a balanced budget, we are talking about a 
long overdue objective of government, but that is one side of the 
economic coin. The other side is stimulus in order to have 
progrowth. And the Hall-Rabushka projections show an increase in 
the gross national product of $2 trillion within 7 years and a lower- 
ing of the interest rate by 2 percent, which is very, very substan- 
tial. 

The tax rate which Hall and Rabushka propose is a 19 percent 
flat tax which is tax neutral. The Majority Leader, Con^essman 
Dick Armey, has modeled his legislation after Hall-Rabushka. 

He has it slightly different than I do. He projects 20 percent to 
start and down to 17 percent, but there may be an issue about rev- 
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enue neutrality with Congressman Armey’s plan. I have added one 
point to the 19 percent flat tax of Hall-!^bushka, and I do so be- 
cause I believe there needs to be just a little bit of deductibility to 
have a practical alternative to get the legislation passed. 

I leave very limited deductions for interest on home mortgages, 
up to $100,000 in borrowing, and deductibility on charitable con- 
tributions limited to $2500. Congressman Souder, who is listed as 
a witness later today, has advised me that he intends to introduce 
a companion bill to mine with one modification. He does not want 
to limit charitable contributions. 

I think that it is difficult to have a tax which is entirely flat, but 
I think that these two concessions still leave it reasonably flat, and 
I see the intermediate light is on, so I would come to a close here 
by showing the tax return under my tax proposal. I hope you won’t 
mind if I defer to C-SPAN to show the return. 

It is a postcard tax, can be filled out in 15 or 20 minutes, would 
save tremendous amounts of time, and I agree totally with what 
Congressman Gibbons has said and what you have said, Mr. Chair- 
man, and others have said about the need for a national consensus, 
and I will confess to having done quite a bit of traveling recently, 
and wherever I go I am never without my American Express or my 
flat tax postcard, and I show it on all the television interviews and 
perhaps one of the best tests is that invariably the cameraman 
wants a copy. 

There is a lot of interest in the flat tax, a tremendous amount 
of interest, and I compliment you, Chairman Archer, for these 
hearings. I have had the pleasure to appear with Congressman 
Armey on three other hearings; on the Senate side, the House side, 
and the Joint Economic Committee, and I believe when there is 
sufficient public understanding that there will be a demand, an av- 
alanche on the Congress to change the system. And I am prepared 
to listen to Congressman Gibbons or to variations of Congressman 
Armey or other proposals, but I think debate is very healthy and 
after a lot of analysis I have come down in favor of the flat tax. 

I thank you very much, Mr. Chairman, and Members of the Com- 
mittee. 

[The prepared statement and attachments follow:] 
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Testimony of Senator Arlen Specter 
House Ways & Means Committee 
Flat Tax Hearing 
June 8, 1995 


Mr. Chairman, I appreciate this opportunity to appear before the House Ways & Means 
Committee to testify regarding flat tax legislation and my bill, the Flat Tax Act of 1995, S.488. 1 
am also pleased to recognize the efforts of Congressmen Mark Souder and Gerold Solomon who 
are introducing companion legislation to S 488 in the House of Representatives today. 

Over the past several weeks, Congressman Armey and 1 have testified before the Senate 
Finance Committee, the House Small Business Subcommittee on Tax and Finance and the Joint 
Economic Committee regarding the incredible complexity of the tax code and the fact that very 
few people understand our tax laws, much less the implications of a dramatic reform of these 
laws. I firmly, believe, however, that the more Americans learn about the flat tax, the more they 
like it. A recent poll by Newsweek magazine demonstrates the breadth of this support already, 
with 61% of the respondents indicating they favor a flat tax and a majority of these supporters 
expressing their preference for my flat tax plan, S.488. 

This groundswell of support has extended to the halls of Congress, as more and more 
Members of the Senate and the House of Representatives are expressing their interest in the flat 
tax. This support has increased after our recent Easter and Memorial Day recesses, when many 
Members of Congress travelled to their home states and districts and heard first-hand the 
demands of their constituents for simplification and reform. 

The tax system that we use in America today is a national disgrace, with a dedicated 
deduction for every interest group and a loophole for every lobbyist Our current system is 
bizarre, burdensome, and biased against growth The flat tax will give the American people a 
system which is simple, fair and pro-growth. 
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My flat tax bill would scrap the vast majority of IRS rules and regulations, with the 
myriad rates, deductions and instructions, and replace them with a 20% flat tax under which 
Americans could file their tax returns on a simple 10-line postcard. Thus, instead of spending 
billions of dollars every year on high-priced tax attorneys or accountants who are a virtual 
necessity for anyone seeking to All out tax returns, and billions of hours, Americans could 
devote their energies to more productive pursuits. 

The basic model for my legislation comes from a plan created by Professors Robert Hall 
and Alvin Rabushka of the Hoover Institute and a flat tax bill introduced in the House of 
Representatives by Majority Leader Richard Armey. These other plans, however, would 
eliminate all deductions. 

1 have included limited deductions for home mortgage interest on up to $100,000 in 
borrowing and charitable contributions up to $2,500. While these modifications limit the purity 
of the flat tax principle, I believe that those two deductions are so deeply ingrained in the 
financial planning of American families that they should be retained as a matter of fairness — 
and also political practicality With those two deductions maintained, passage of a modified flat 
tax will be difficult; but without them, probably impossible 

For example, I have had several meetings with representatives of the real estate industry, 
including the National Association of Realtors, and they have expressed their strong opposition 
to an outright repeal of a deduction which many low and middle income Americans desperately 
need in order to afford the homes they live in or to maintain the hope of eventual home 
ownership. According to the Congressional Research Service, however, my flat tax will 
accommodate over 80% of taxpayers who have home mortgages under $100,000 and the 
remaining taxpayers will reap the benefits of lower borrowing costs by a drop in interest rates of 
up to two points 

In this Congress, we have been concerned with the work of reducing the size and cost of 
government, and this is work which is vitally important. But the work of downsizing 
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govemnient is only one side of the coin. What we must do at the same time, and with as much 
energy and care, is to promote economic growth As we reform the welfare programs and 
government bureaucracies of past administrations, we must replace those programs with a 
prosperity that extends to all segments of American society through private investment and job 
creation — which can have the additional benefit of producing even lower taxes for Americans as 
economic expansion adds to federal revenues. Just as Americans need a tax code that is fair and 
simple, they also are entitled to tax laws designed to foster rather than retard economic growth. 

Under my tax plan, individuals would be taxed at a flat rate of 20% on all income they 
earn from wages, pensions and salaries. Individuals would qqI be taxed on any capital gains, 
interest on savings, or dividends The flat tax will also eliminate all but two of the deductions 
and exemptions currently contained within the tax code. Instead, taxpayers will be entitled to 
"personal allowances" for themselves and their children; $9,500 for a single taxpayer, $14,000 
for a single head of household and $16,500 for a married couple filing jointly; and $4,500 per 
child or dependent. These personal allowances would be adjusted annually for inflation. Thus, a 
family of four would be entitled to $25,500 in tax-free income before any taxes were assessed on 
their wages. 

Businesses would also be taxed at a fiat rate of 20%. My legislation would eliminate the 
intricate scheme of depreciation schedules, deductions, credits, and other complexities. Instead, 
businesses would only deduct wages, direct expenses and purchases. Businesses would be 
allowed to expense 1 00% of the cost of capital formation, including purchases of capital 
equipment, structures and land, and to do so in the year in which the investments are made . 

The key advantages of this flat tax plan are three-fold: First, it will dramatically simplify 
the payment of taxes. Second, it will remove much of the IRS regulatory morass now imposed 
on individual and corporate taxpayers, and allow those taxpayers to devote more of their 
energies to productive pursuits Third, since it is a plan which rewards savings and investment, 
the flat tax will spur economic growth in all sectors of the economy as more money flows into 
investments and savings accounts, and as interest rates drop. By contrast, there will be a 
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contraction of the IRS if this proposal is enacted. 

Simplicity 

The first major advantage to this fiat tax is simplicity According to reliable studies, 
Americans spend approximately 5 .4 billion hours each year filling out tax forms. Much of this 
time is spent burrowing through IRS laws and regulations, which, according to the Tax 
Foundation, have grown fi'om 744,000 words in 1955 to 5 6 million words in 1994 Even those 
IRS forms which are intended to be simple are not The IRS notes proudly that it should take 
taxpayers ”only" 2 hours and 54 minutes to complete and file the 1040EZ form, which is 
supposedly the most simple tax form available. 

Whenever the government gets involved in any aspect of our lives, it can convert the 
most simple goal or task into a tangled array of complexity, frustration and ineflficiency. By way 
of example, most Americans have become familiar with the absurdities of the government's 
military procurement programs. If these programs have taught us anything, it is how a simple 
purchase order for a hammer or a toilet seat can mushroom into thousands of words of 
regulations and restrictions when the government gets involved The Internal Revenue Service is 
certainly no exception. Indeed, it has become a distressingly common experience for taxpayers 
to receive computerized print-outs claiming that additional taxes are due, which require repeated 
exchanges of correspondence or personal visits before it is determined, as it so often is, that the 
taxpayer was right in the first place. 

My plan would eliminate these kinds of fhistrations for millions of taxpayers This fiat 
tax would enable us to scrap the great majority of the IRS rules, regulations and instructions and 
delete literally millions of words fi'om the Internal Revenue Code Instead of billions of hours of 
non-productive time spent in compliance with (or avoidance of) the tax code, taxpayers would 
spend only the small amount of time necessary to fill out a postcard-sized form. Both business 
and individual taxpayers would thus find valuable hours fi'eed up to engage in productive 
business activity, or for more time with their families, instead of poring over tax tables, 
schedules and regulations. 
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The flat tax 1 have proposed can be calculated just by filling out a small postcard which 
requires a taxpayer only to answer a few easy questions. The postcard would look like this; 


Form 1 Individual Wage Tax 

1995 

Your fint nime uid initia] (if joint rdum. alao give spouse's name and initial) 

Your social security number 

Home atkfress (number and street includiiig apartment mimhcr or rural route) 

Spouse's social security number 

City, town, or poet office, state, and ZIP code 

1 . 

Wages, salary, pension and letiranent benefits 

1 

2. 

Posonal allowance (enter only one) 



" $ 1 6,500 for married filing jointly 



$9,500 for single 



- $ 1 4,000 for single bead of household 

2 

3. 

Number of dependents, not including spouse, multiplied by $4500 

3 

4. 

Mortgage interest on debt up to $ 100,000 for owner-occupied home 

4 

5. 

Cash or equivalent charitable (xmtributions (up to $2,500) 

5 

6 . 

Total allowances and deductions Qincs 2, 3, 4 and 5) 

6 

7. 

Taxable (xxnpeosatifHi (line 1 less line 6, if positive; otherwise zero) 

7 

8. 

Tax (20% of line 7) 

8 

9 

Tax withheld by employer 

9 

10. 

Tax or refund due (differoice between lines 8 and 9) 

10 


Filing a tax return would become a manageable chore, not a seemingly endless 
nightmare, for most taxpayers. 


Slash the IRS 

Along with the advantage of simplicity, enactment of this flat tax bill will help to remove 
the burden of costly and unnecessary government regulation, bureaucracy and red tape from our 
everyday lives. The heavy hand of government bureaucracy is particularly onerous in the case of 
the Internal Revenue Service, which has been able to extend its influence into so many aspects of 
our lives. 
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In 1994, the IRS employed over 1 10,000 people, spread out over 650 offices across the 
United States. Its budget was in excess of $13 billion, with some $7. 1 billion spent annually just 
to administer the tax laws, and another $4 billion for enforcement. By simplifying the tax code 
and eliminating most of the IRS’ vast array of rules and regulations, the flat tax would enable us 
to cut a significant portion of the IRS budget, including the bulk of the funding now needed for 
enforcement and administration. 

In addition, a flat tax would allow taxpayers to redirect their time, energies and money 
away from the yearly morass of tax compliance. According to the Tax Foundation, in 1994, 
businesses spent approximately $127 billion in compliance with the federal tax laws, and 
individuals spent an additional $65 billion, for a total of $192 billion Monies spent by 
businesses and investors in creating tax shelters and finding loopholes could be instead directed 
to productive and job-creating economic activity. With the adoption of a flat tax, the 
opportunities for fraud and cheating would also be vastly reduced, allowing the government to 
collect, according to some estimates, over $120 billion annually. 

Economic Growth 

Another major advantage to a flat tax is that it will be a tremendous spur to economic 
growth. Recently, Congressman Armey and I testified before the Joint Economic Committee, 
along with two of the fathers of the flat tax, Jack Kemp and professor Alvin Rabushka, on how 
the flat tax will unleash up to $2 trillion in new economic growth and a drop in interest rates by 
as much as two points. 

The economic principles are fairly straightforward. Our current tax system is inefficient; 
it is biased toward too little savings and too much consumption. The flat tax creates substantial 
incentives for savings and investment by eliminating taxation on interest, dividends and capital 
gains — and tax policies which promote capital formation and investment are the best vehicle for 
creation of new and high paying jobs, and for a greater prosperity for all Americans 
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It is well recognized that to promote future economic growth, we need not only to 
eliminate the federal government's reliance on deficits and borrowed money, but to restore and 
expand the base of private savings and investment that has been the real engine driving 
American prosperity throughout our history. These concepts are interrelated, for the federal 
budget deficit soaks up much of what we have saved, leaving less for businesses to borrow for 
investments. 

It is the sum total of savings by all aspects of the U.S. economy that represents the pool 
of all capital available for investment in training, education, research, machinery, physical 
plant, etc. -- and that constitutes the real seed of future prosperity. The statistics here are 
daunting. In the 1960s, the net U.S. national savings rate was 8.2 percent, but it has fallen to a 
dismal 1.5 percent. In recent international comparisons, the U.S. has the lowest savings rate of 
any of the G>7 countries. We save at only one-tenth the rate of the Japanese, and only one-fifth 
the rate of the Germans, which is clearly reflected in the comparative growth rates of our 
economies over the last three decades. 

An analysis of the components of U.S. savings patterns shows that although the federal 
budget deficit is the largest cause of "dissavings," both personal and business savings rates have 
declined significantly over the past three decades. Thus, to recreate the pool of capital stock that 
is critical to future U.S growth and prosperity, we have to do more than just get rid of the 
deficit. We have to very materially raise our levels of private savings and investment. And we 
have to do so in a way that will not cause additional deficits. 

The less money people save, the less money is available for business investment and 
growth The current tax system discourages savings and investment, because it taxes the interest 
we earn firom our savings accounts, the dividends we receive firom investing in the stock market, 
and the capital gains we earn from successful investments in our homes and the financial 
markets. Indeed, under the current law these rewards for saving and investment are not only 
taxed, they are overtaxed -- since gains due solely to inflation, which represent no real increase 
in value, are taxed as if they were really profit. 
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With the limited exceptions of retirement plans and tax free municipal bonds, our current 
tax code does virtually nothing to encourage personal savings and investment, or to reward it 
over consumption. As William Schreyer wrote recently in the Harvard Business Review , "the 
budget deficit is only one part of a larger national problem: the US. saving deficit " 

S.488 will change this system, and address this problem. The proposed legislation 
reverses the current skewed incentives by promoting savings and investment by individuals and 
by businesses. Individuals would be able to invest and save their money tax-free and reap the 
benefits of the accumulated value of those investments without paying a capital gains tax upon 
the sale of these investments. Businesses would also invest more as the flat tax allowed them to 
expense fully all sums invested in new equipment and technology in the year the expense was 
incurred, rather than dragging out the tax benefits for these investments through complicated 
depreciation schedules. With greater investment and a larger pool of savings available, interest 
rates and the costs of investment would also drop, spurring even further economic growth 

Critics of the flat tax have argued that we cannot afford the revenue losses associated 
with the tremendous savings and investment incentives the bill affords to businesses and 
individuals. Those critics are wrong . Not only is this bill intended to be revenue neutral, but 
historically we have seen that when taxes are cut, revenues actually increase, as more taxpayers 
work harder for a larger share of their take-home pay, and investors are more willing to take 
risks in pursuit of rewards that will not get eaten up in taxes. As one example, under President 
Kennedy individual tax rates were lowered, investment incentives including the investment tax 
credit were created and then expanded, depreciation rates were accelerated, and yet between 
1962 and 1967 gross annual federal tax receipts went from $99 7 billion to $148 billion — an 
increase of nearly 50%. More recently under President Reagan, after his tax cuts in the early 
1980’s, government tax revenues rose from just under $600 billion in 1981 to nearly $1 trillion 
in 1989. In fact, the Reagan tax cut program helped to bring about the longest peacetime 
expansion of the U.S. economy in history. There is every reason to believe that the flat tax 
proposed here can do far more — and by maintaining revenue neutrality in this flat tax proposal, 
as we have, we can avoid any increases in annual deficits and the national debt. 
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As Professors Hall and Rabushka state it, the growth case for a flat tax is compelling 
It is even more compelling in the case of a tax revision that is simple and demonstrably fair 

Fairness 

In addition to increasing federal revenues by fostering economic growth, the flat tax can 
also add to federal revenues without increasing taxes by closing tax loopholes. Personal income 
in the United States totals about $5 trillion. Of this amount, however, only $2.4 trillion is 
reported as taxable income. Thus, over 50% of personal income is sheltered by legal loopholes, 
deductions, credits, exemptions or outright Iraud. Under a flat tax system, all tax shelters will 
disappear and all income will be subject to taxation. With a broader tax base, we can then lower 
tax rates and ensure that all Americans pay their fur share of taxes. 

The flat tax also promotes fairness by lessening the tax burden on working families. By 
eliminating loopholes and thus broadening the tax base, my legislation will force many higher 
income taxpayers to pay their fair share of taxes and it will allow us to lower the taxes paid by 
lower and middle income families. IRS statistics indicate that in 1994, over 50% of all tax 
returns were filed by taxpayers earning less than $30,000. The vast majority of these taxpayers 
would pay little or no taxes under my flat tax, because of the $25,500 income exclusion for a 
family of four and the continuation of limited deductions for home mortgage interest and 
charitable contributions. 

Mr. Chairman, no one likes to pay taxes, and no one likes the billions of dollars in 
additional hidden taxes and costs they incur every year simply seeking to comprehend and 
comply with the tax code My 20% Flat Tax Act will dramatically restructure the IRS by 
eliminating most of its rules and regulations and firing most of its employees, and, as a result, it 
will change the way Americans feel about the tax code. I believe that all Americans would be 
willing to pay their share of taxes under a system that they believe is fair, a system that they can 
understand, and a system that they recognize promotes rather than prevents growth and 
prosperity. My 20% flat tax bill aifords Americans such a tax system. 
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The flat tax is an idea whose time has come. 1 am committed to working with Majority 
Leader Richard Armey, Congressmen Mark Souder and Gerold Solomon, and others to ensure 
continued progress in the flat tax debate, both in Congress and throughout this country. In this 
regard, I am also encouraged by the formation of the Dole-Gingrich Flat Tax Commission, to be 
headed by Jack Kemp, which will work toward promoting passage of flat tax reform. 

Therefore, I urge this Committee to bring the flat tax to the floor of the House of 
Representatives at the earliest possible moment so that all congressmen may be allowed to 
express their support for this fundamental reform I look forward to working with you in this 
endeavor. 

Thank you Mr. Chairman and members of the Committee 



ADVANTAGES TO FLAT TAX PLAN 


SIMPLICITY 


CUTS GOVERNMENT 


PROMOTES ECONOMIC 
GROWTH 


INCREASES EFFICIENCY 


REDUCES INTEREST 
RATES 

LOWERS COMPLIANCE 
COSTS 

DECREASES FRAUD 

REDUCES IRS COSTS 


A 1 0-line postcard filing would replace the myriad forms 
and attachments currently required, thus saving Americans 
up to 5.4 billion hours they currently spend every year in 
tax compliance. 

The flat tax would eliminate the lion's share of IRS rules, 
regulations and requirements, which take up 12,000 pages, 
and have grown from 744,000 words in 1955 to 5.6 million 
words in 1994 It would also allow us to slash the 
mammoth IRS bureaucracy of 1 10,000 employees spread 
out over 650 offices nationwide. 

Economists estimate a growth of over $2 trillion in national 
wealth over seven years, representing an increase of $1900 
in personal income for every man, woman and child in 
America. 

Investment decisions would be made on the basis of 
productivity rather than simply for tax avoidance, thus 
leading to even greater economic expansion. 

Economic forecasts indicate that interest rates would fall 
substantially, by as much as two points, as the flat tax 
removes many of the current disincentives to savings. 

Americans would be able to save up to $192 billion they 
currently spend every year in tax compliance. 

As tax loopholes are eliminated and the tax code is 
simplified, there will be far less opportunity for tax 
avoidance and fraud, which now amounts to over $120 
billion in uncollected revenue annually. 

Simplification of the tax code will allow us to save 
significantly on the $13 billion annual budget currently 
allocated to the Internal Revenue Service. 
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Income 

Taxes 

Owed 

Effective 

Rate 

Taxes 

Owed 

Effective 

Rate 

<$25,500 

$1,105 

4.5% 

None 

0% 

$30,000 

$2,018 

6.7% 

None 

0% 

$40,000 

$3,300 

8.3% 

$1,300 

3.3% 

$50,000 

$4,500 

9.0% 

$2,900 

5.8% 

$60,000 

$5,700 

9.5% 

$4,860 

8.1% 

$70,000 

$7,810 

11.1% 

$6,820 

9.7% 

$80,000 

$10,050 

12.6% 

$8,780 

11% 

$90,000 

$12,290 

13.7% 

$10,740 

11.9% 

$100,000 

$14,530 

14.5% 

$12,700 

12.7% 

$125,000 

$20,217 

16.2% 

$17,600 

14.1% 

$150,000 

$26,531 

17.7% 

$22,600 

15.1% 

$200,000 

$40,708 

20.4% 

$32,600 

16.3% 

$250,000 

$57,088 

22.8% 

$42,600 

17.0% 

$500,000 

$138,666 

27.7% 

$92,600 

18.5% 

$1,000,000 

$303,006 

30.3% 

$192,600 

19.3% 
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Chairman Archer. Senator Specter, thank you for your presen- 
tation. I certainly agree with you that we have got to generate a 
consensus throughout this country, and all of this debate is 
healthy, even though there may be some smaller disagreements or 
differences between us. 

Your colleague from Pennsylvania, Mr. English, would like to in- 
quire. 

Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Senator Specter, welcome, and we very much appreciate your ad- 
vocacy on this issue. 

I want to say I particularly appreciate the fact that as an advo- 
cate for the flat tax you have also been an advocate for retaining 
the mortgage interest deduction. As you know, home ownership has 
been a key cultural value in America, and has certainly been one 
of the central tenets of the Republican Party going back to the six- 
ties in the Homestead Act. I would like your sense of how high a 
priority it is to retain the mortgage interest deduction in an alter- 
nate tax system. 

Senator Specter. Thank you very much for the question. Con- 
gressman English. And it is a great pleasure to sit across this 
panel and see you in the House of Representatives, having worked 
with you, for you, and with your parents for many years. You have 
done an outstanding job representing the area in northwestern 
Pennsylvania. 

To the point, I think it is important to retain the home mortgage 
interest deduction to a modest extent. I think we are going to have 
a hard time passing tax reform and if we have the homeowners of 
America against us, it is a block that we cannot win without. 

There is controversy as to what the amount ought to be. When 
I was in Los Angeles a week ago Monday, everybody told me it was 
too little. In Beverly Hills you have to put an extra zero behind the 
$100,000 before you can buy anything, but I have pegged it at 
$100,000 because I think that addresses middle America, and I 
think it is a high priority. 

Mr. English. Thank you. Senator. 

One last question. I know your time is limited here. 

Your system provides for radically simplif 3 nng the income tax 
system in America. And I was wondering what do you anticipate 
will be the savings and compliance cost for these changes? And do 
you anticipate that given that 60 percent of filers currently need 
help when they prepare their tax return, we are going to be able 
to dramatically lower that under your tax system? 

Senator Specter. The estimate of some leading economists is 
$200 billion. The estimate in the current issue of Fortune magazine 
is $595 billion. 

I think it is very hard to really gauge what the compliance sav- 
ings will be. I think in psychic savings, it is limitless not to have 
to fill out the tax return. 

I do fill out mine so that I have an understanding as to what we 
are imposing on the American people, and it is an ungodly mess 
every year. Every year I take out last year’s return, I go over all 
the forms. They are invariably changed. 
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I don’t care what the circumstance is, that nothing has been done 
from the Congress, the form has been changed, there are different 
formulas, and you really need to hire a second Philadelphia lawyer 
to begin to start with the compliance. 

Mr. English. Well, thank you, Senator. You are a powerful advo- 
cate for change, and we appreciate your being here today. 

Thank you, Mr. Chairman. 

Chairman Archer. Are there any additional questions for Sen- 
ator Specter? 

Senator, I know you have other things to do, and again thank 
you for coming and appearing before our Committee. 

Senator Specter. Thank you very much, Mr. Chairman. It is a 
great pleasure being here. 

I thank you for your courtesy in expediting my appearance. 
Thank you. 

Chairman Archer. OK, Bill Thomas, do you have questions for 
Congressman Gibbons? 

Mr. Thomas. Mr. Chairman, I don’t know that I have a question 
other than just to indicate to Sam that I think as we listen to these 
other models and attempts to explain away the international trade 
competitive aspect, that somehow the circular flow of economic ac- 
tivity doesn't go through goods and services purchased and that 
there aren’t adjustments, I believe his arguments are the most 
compelling, and that regardless of the change in system, his belief 
that we have to go cold turkey in a new tax system is absolutely, 
I believe, correct. 

It is interesting that advocates of flat tax are already beginning 
to talk about carve-outs for mortgage deductions as the Senator 
just did and others. The term I dearly love is a modified flat tax 
because it depends on which end of the telescope you are looking 
through. Our current tax system could be argued to be a modified 
flat tax, and so given the years that the gentleman from Florida 
has spent looking at alternative models and attempts to make 
change, I come down finding myself virtually totally in agreement 
with him. The only possible downside — and perhaps you might 
want to talk to this a little bit because I think it is more in theory 
that every system slips — is the argument that the value-added tax 
is somewhat insidious as a tax because it is invisible and it is easy 
to increase and so people won’t appreciate the ability of govern- 
ment in the shadows and at night out of view to increase the reve- 
nue that it extracts from the American people. 

My brief response would be that if you are going to repeal the 
income tax, both personal and corporate, and you are going to re- 
peal the FICA tax, I will take the other side as a possible negative. 

But, Sam, how would you respond to it? 

Mr. Gibbons. I have thought a lot about what you put forward 
there, and about how it would be handled in this Committee. 

Essentially, if the Congress wanted to increase or decrease the 
amount of revenue with the system that I have advocated, there 
would be one very straightforward debate. You have got to either 
increase the rate or decrease the rate. You know when we change 
the amount of money we collect from Americans on this Committee, 
you get the most convoluted debate about all of those ramifications 
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of the change of the Code, and when you get all through we have 
done a hoodwink job on America. 

We have either increased their taxes by gobbledygook that we 
talk about around here or we have decreased their taxes with the 
same kind of gobbledygook talk, but the talk on the Committee 
when we want to increase the amount of revenue under a value- 
added tax that I have advocated here is going to be very direct. We 
are going to have to either vote to increase the rate or decrease the 
rate Decause we should not try to tinker with the tax. 

It is going to be very obvious. It is going to be almost impossible 
to tinker with the base of the tax under the system that I advocate. 
We would be debating rates, and that is what we ought to be de- 
bating here in the Ways and Means Committee. 

Very clearly, the American public ought to know whether we 
stand for raising more money or returning more money to them, 
and believe me, under the current system we have got around here 
now, you get a very mixed message, and I think that we ought to 
avoid that. 

Mr. Thomas, Just let me say also that the Chairman's argument 
that if we are going to deal with the income tax, we have to pull 
it out by its roots, clearly you are doing that with your proposal. 
To me, the idea of going to a flat tax or a modified flat tax is analo- 
gous to going to a block grant in terms of a Federal program be- 
cause inevit^ly what has happened to virtually every one of us is 
that they erode back to categorical programs over time. 

We inevitably give into the pressure of making adjustments in a 
Tax Code that can be adjusted, and a flat tax is kind of regrouping 
and going back to a more fundamental Income Tax Code, which in 
my opinion starts the process all over again. 

Is that one of the reasons that you decided to talk about going 
cold turkey? 

Mr. Gibbons. Absolutely. You know, the transition rules, if you 
tried to work out transition rules, you could spend the rest of your 
life trying to work out transition rules from the current system to 
the future system. There is going to be a little blood on the table 
when we get through with going cold turkey, but there will be a 
lot more blood on the table if we try to go through transition rules. 

All of you who served on this Committee know the terrible time 
we have with transition rules. So, you know, we just have to do 
rough justice as best we can by the taxpayer and by the govern- 
ment, but going cold turkey, frankly, is the only way to go in this. 

Don't let anybody hoodwink you. There will be a lot of lobbyists 
out there who will make a fortune out of transition rules. They will 
come to your office and plead with you that we have got to have 
these kind of transition rules or not, but I would advocate, based 
on my experience, going cold turkey on the first day of January of 
some year in the future. 

Mr. Thomas. I want to thank you very much for your contribu- 
tion. 

I believe, as I said, you have got the structure that is the correct 
one with the approach that is the correct one. I happen to think 
the American people, when you lay out the options and you are 
honest with them, will a^ee with us and I appreciate very much 
the contribution that you nave made, and I can only say that I will 
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contrast your presentation with the administration's, and I hope 
that we do not get into a partisan discussion, that we should talk 
about the key four principles that you talked about because it is 
a Tax Code for the American people, not Republicans or Democrats, 
and I want to thank you for your contribution. 

Mr. Gibbons. Thank you. 

Chairman Archer. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Mr. Gibbons, I want to congratulate you for your testimony, for 
your efforts for many, many years in trying to simplify our Tax 
Code. 

I want you to know that I agree with you that I think we should 
be replacing the income tax with a VAT tax, and I particularly ap- 
preciate the two standards that you mentioned and underscored: 
That we are talking about revenue neutrality so that we can talk 
about the most efficient and fair way to raise the revenues that we 
need for government and not to get into an argument as to how 
much revenue should be raised. 

We should equate with the current revenues the substitute plan, 
and second — and here I think you have stood alone in the proposals 
that have been brought forward, and that is that we don’t ad- 
versely affect middle- and low-income Americans in the distribu- 
tional effect of any tax proposal and the impact that a tax change 
may have. 

One of my deep concerns about the flat tax proposals that have 
been made is that I find it very difficult to understand how they 
can be implemented without imposing additional tax burdens on 
middle- and low-income taxpayers. No proposals have been brought 
forward that compensate for tne distributional impact. 

I must tell you, I don’t agree with everything you have said. The 
transitional problems are very, very severe. If we don’t have transi- 
tion rules, we need to take a look at the impact we are going to 
have on various sectors. 

Let me just mention one — State and local governments in the fi- 
nancing of their infrastructure. The cold turkey approach would 
have a dramatic impact on the ability of local governments to fi- 
nance their projects, and it is something that we need to under- 
stand before we act, and we are going to need to take some com- 
pensatory action in order not to adversely affect the ability of our 
local governments to move forward with their infrastructure needs. 

Let me just focus on one point. In order to achieve the distribu- 
tional effects that you want under your value-added tax and which 
I want out of the value-added tax, it seems to me that you are 
going to have to have some relationship to income. You have men- 
tioned it as perhaps an earned income tax credit or a negative 
earned income tax credit. 

So we are going to still need to impose some form of income ad- 
justment to the consumption tax in order to be able to achieve 
these levels. If I understand your testimony, your plea is don’t 
make the value-added tax complex by trying to adjust which prod- 
ucts are subject to the tax, let’s work on it based upon the tax- 
payers’ ability to pay and make adjustments for low- and middle- 
income taxpayers as well as for the wealthier taxpayers. 

Is that what I understand you to be saying? 
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Mr. Gibbons. Absolutely. You know, you can*t escape the pure 
fact that for 30 years we have imposed upon classes of taxpayers 
different burdens of taxation in the United States, and page 5 
shows you clearly and unequivocally for 20 years what the burden 
has been. These are CBO figures, not Sam Gibbons' figures. 

That is what the burden has been. You can see what little 
change we made in it in 20 or 30 years, and that has taken on 
some kind of aura of respectability. 

I am not saying it is perfect, I am not saying that if we actually 
voted on a burden sharing table we would come up with this table, 
but that is what we have done for 30 years. Now, I give you a snap- 
shot on page 4 of what the burdens actually are. 

That includes the burdens of all Federal taxes, all Federal taxes. 
You can’t think of one Federal tax that is not included in that, and 
that is the CBO figures again about that, and there is nothing sa- 
cred about those figures, but we have got to look at them realisti- 
cally and say politically can we change that burden table without — 
can we walk away from that, and when you go to flat tax, flat in- 
come tax you are going to shift that burden down. 

If you go to the value-added tax without making some kind of ad- 
justments outside of the tax for that, you are going to shift the bur- 
den down. I don't want to do that. I don't think this Committee will 
want to do it. That is the debate we ought to be having here in the 
Committee and in the Congress and in Uie Nation really. 

Mr. Cardin. Mr. Gibbons, very quickly, also on the issue such as 
State financing, I saw you shaking your head affirmatively. I take 
it you would also be amenable to considering changes to help State 
governments as long as we don't make the Tax Code more complex? 

Mr. Gibbons. That is correct. We ought to do it outside of the 
value-added tax. It can be done. 

Mr. Cardin. I thank you for your testimony. 

Thank you, Mr. Chairman. 

Mr. Thomas [presiding]. The gentleman from Florida, Mr. Shaw. 

Mr. Shaw. Thank you, Mr. Chairman. 

I would like to voice my praise to you, Mr. Gibbons, along with 
Mr. Thomas and the others. 

You have been, I know for the last 14 years, sort of a voice in 
the wilderness with regard to this because I don't think this Com- 
mittee has really seriously considered alternative tax systems since 
Mr. Ullman left these halls. 

Obviously, it is something we have to approach quite carefully. 
It is revolutionary — the income tax has certainly been built up 
throughout the years. Senator Specter was talking about how dif- 
ficult and complicated the existing income tax level is. 

I have to confess, unlike the Chairman of this Committee, I do 
not prepare my own tax return. I have a master's degree in ac- 
counting, I am a CPA, I am a lawyer, and I am on the Taxwriting 
Committee, and I hire a CPA to file my tax return. 

That has got to tell you there is something drastically wrong 
with either me or the Code or perhaps both, but I think that when 
we look at these tables that you have produced for us, when we 
look through the massive tables that we require the citizens of this 
country to fill out, we lose so much of our income, so much of it 
is not reported, so much of it is in an underground economy where 
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there is cheating going on, and those of us who are conscientious 
about paying our full share quite frankly resent what is going on 
for those that do not pay their share. 

The simplicity of the process of the VAT tax, once we get to know 
what it is, I think, would be far, far preferable and I think, as you 
very eloquently put forth, would certainly make us much more 
competitive abroad. How this is finally going to break down, how 
many people are going to come out to this Committee, how many 
industries are going to be affected by it, are things that we are 
going to have to wade through, and quite obviously the whole 
mindset of the way we do business, the way we give to charities, 
the way we pay taxes, the way we take out mortgages, all of those 
things are going to be affected by such a revolutionary change, and 
quite frankly before this Committee makes a decision and before I 
as a Member make a decision to support a value-added tax, it is 
necessary for us to have exhaustive and extensive hearings, and 
the Chairman has begun that process. 

As to the flat tax, Congressman Thomas made reference to the 
fact that we did in fact put in a modified flat tax some years ago, 
and the question is if you are going to have a pure flat tax, that 
is one thing. However, as we get through the hearings and as we 
heard from Senator Specter, that process is going to begin to col- 
lapse. 

In addition to praising you for your work on this, I ask for this 
time to have one simple question, and that is what would you do 
with the Constitution if we were to do away with the income tax? 
Would you leave the constitutional amendment in place that origi- 
nally authorized the Federal Government to go forward with an in- 
come tax or would you repeal it? 

Mr. Gibbons. When I was talking to Chairman Archer a few 
days ago, one of my many conversations I have had with him, he 
asked me the same question, and I asked him to let me think about 
it a while. 

I would like to get rid of all indicia of the income tax because 
I think it is a 17th or 18th century idea that we put the death 
knell to it in 1947 when we agreed to the General Agreement on 
Tariffs and Trade — we actually put in the GATT that you couldn’t 
adjust the income tax at the border, but you could adjust a con- 
sumption or indirect t£ix at the border. 

That signed the death knell for the income tax. I would like to 
get rid of it. If we had a good value-added tax system in place and 
working and if we had been able to maintain something closely ap- 
proaching the burden table that we have got here in place, then I 
would be willing to sign on and abolish the 16th amendment, too, 
but I think I want to put some caveats in there. We have got a lot 
of steps to take along this road, and I want to get rid of it. 

I believe history has already signed its death knell on the income 
tax. 

Mr. Shaw. I believe that if we fail to do that, the American peo- 
ple would be suspicious of the value-added tax as simply an addi- 
tion to the other tax. 

Mr. Gibbons. I agree with you. I agree with you. 

Mr. Shaw. Thank you. 

Thank you, Mr, Chairman. 
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Mr. Thomas, The gentleman from Kentucky, Mr. Banning. 

Mr. Bunning. Thank you. Sam, I appreciate your testimony and 
couldn’t agree with you more that if we don’t do something we are 
going to lose the respect and the confidence that the American peo- 
ple nave in the Congress of the United States to do something 
about a problem when it presents itself. 

I think the quicker we can get it done, the better off we will all 
be. I think I worry more about compliance, and if they lose con- 
fidence in the system, the compliance numbers seems to me that 
they will be dropping quicker and quicker, and I wonder if you feel 
that same way? 

Mr. Gibbons. Yes, sir. Mr. Bunning, that is a good point. I am 
glad you brought it up. 

I think one of the things that has poisoned the well of American 
opinion about their government is the fact that they don’t believe 
we have got enough sense to collect the revenue right. You know, 
this very intrusive tax system that we have, horribly complicated, 
everybody looks at their neighbor and says they are getting some 
break that I am not getting, it is not fair, it is too complicated, I 
don’t understand it, I think that has poisoned the well. 

This is a huge operation. Twenty-three percent of everything 
Americans do goes to taxes, goes to Federal taxes, just on an aver- 
age, and the fact that the system is so unfair and so misunderstood 
and so unable to be understood has poisoned the well about our 
ability to govern. 

Mr. Bunning. I thank you for vour contribution and look forward 
to working with you to get sometning done fast. 

Mr. Thomas. TTie gentlewoman from Connecticut, Mrs. Kennelly. 

Mrs. Kennelly. No questions, Mr. Chairman. 

I have had the good fortune to discuss this with the Ranking 
Member, Mr. Gibbons, and I salute him on his testimony. 

Mr. Thomas. I thank the gentlelady. 

The gentleman from New Jersey, Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. I would like to focus on 
exactly how you would keep the distribution of the incidence of tax- 
ation the same under your proposed tax. Would individuals have 
to file a return to establish their eligibility for an earned income 
tax credit or their liability for an assessment on excess income? 

Mr. Gibbons. That is a good question, and let me say I would 
welcome any input you can have in this, I just point out that on 
page 4 that is the current version, and I point out on page 5 that 
is about what we have been doing for the last 20 or 30 years, so 
we have got to face that issue as to how to do it. 

The Canadians in their tax have an adjuster for burden sharing, 
and we could follow their system. I just hit upon the idea that, you 
know, in adjusting the burden we could go to the earned income 
credit system and say for low-income people you get the same 
earned income credit you get today to bring you into this place and 
for the upper-income people you would get a negative earned in- 
come credit for that, so there would be the necessity of filing some- 
thing every year to show what your income is. 

We are going to have to do that anyway unless we make radical 
changes in the Social Security system. We are going to have to 
know what people earned in income so that we will know what 
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benefits to pay them in the Social Security system. I preserve the 
Social Security system just by making a permanent appropriation 
in the legislation to the Social Security Trust Fund. 

That is the same way we pay the interest on the national debt 
today. It has to be appropriated. It is a permanent appropriation, 
and we would just appropriate through the Social Security Trust 
Fund that amount of money. 

So you would have to have some system in which people annu- 
ally reported their total income or we couldn’t operate the Social 
Security system because we wouldn't know how much to pay the 
beneficiaries, so we are going to have to have that anyway. 

Mr. Zimmer. Mr. Gibbons, I can understand why you would want 
to do that, but it sort of undercuts much of the appeal of the value- 
added tax in the first instance. An accountant in my district gave 
me this button which says, “Simplify,” which I intend to keep. By 
adding an income component you are essentially requiring tax- 
payers, individual citizens, to file a tax return every year. 

I don’t know how the Canadians do it, but it sounds to me like 
you are going to get into all the complexities of what defines “in- 
come,” what deductions there are from income and the like, and I 
think it would make it impossible to repeal the 16th amendment 
because based at least on what Congressman Cox, a former law 
professor, told us yesterday, if you try to have a modified consump- 
tion tax based on income, that would not work without the 16th 
amendment or a new amendment to the Constitution that would 
make it possible. 

Mr. Gibbons. Mr. Zimmer, nobody ever said this was going to be 
easy, and I am sure you recognize that. But you have to face the 
fact that since the beginning of the income tax, there has been a 
tax burden imposed upon the American people — probably since the 
beginning of the country. I am just trying to show you here histori- 
cally what the burden has been over the last 20 or 30 years. 

Politically, and we are all in the political arena, we are going to 
have to either change the burden or we are going to have to adopt 
some mechanism for keeping the burden approximately the same. 
I don’t say that this burden table is perfect, but it is the best I can 
find in exploring around. And we want to — as I say, we want to 
have revenue neutrality, we want to dismiss that argument right 
now, and I think we had better dismiss the burden neutrality thing 
unless we want to take on full scale political warfare about how 
you do it. 

My admonition is, don’t try to adjust the burden within the 
mechanism that is collecting 95 percent of the money in this sys- 
tem. If you do, you are going to end up with the same complex sys- 
tem that we now have for the income tax. 

Mr. Zimmer. On that point, I think we agree. 

Mr. Gibbons. We could do it. There is a way to adjust the bur- 
den, and I don’t claim to be the final answer on that. 

I think I am the final answer on the basic kind of tax we ought 
to have though. 

Mr. Zimmer. Thank you. 

Mr. Thomas. The gentleman from Texas, Mr. Johnson. 

The gentleman from Massachusetts, Mr. Neal. 
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Mr. Neal. Thank you. I have no specific questions, but let me 
ask you this. No matter what we do, aren't there going to be win- 
ners and losers in this debate? 

Mr. Gibbons, As far as individuals are concerned, no, because we 
are going to come right back to the same burden that we have now. 

Mr. Neal. Isn't the point that Mr. Thomas made essential when 
he said to Senator Specter on his proposal that we exclude mort- 
gage deductions? Isn't that the point of this? 

I remember the cheer across the country in 1986 that we were 
going to change the system once and for all. People got their bills 
the following year, and they were off the wall about it. 

Mr. Gibbons. Within the burden adjuster, we would take that 
into consideration. The last column on page 4, you can manipulate 
that any way you want to. I would point out on the home mortgage 
adjustment — and I don't want to make the homebuilders mad and 
the realtors — Mr. English, you ought to step across the border into 
Canada, right across Lake Erie — that is a big step 

Mr. English. I do occasionally. 

Mr. Gibbons. They have pretty good housing and most look bet- 
ter than houses in the United States, 

You know, the Canadians think we are nuts. They have never 
had a home mortgage interest deduction in the history of Canada, 
and they have got the same incidence of home ownership that we 
have in the United States. I am no economist, but I think the home 
mortgage deduction has had one ultimate impact. I have a home 
mortgage interest deduction even today, so I am in love with it. It 
has driven up the price of raw land. 

I will give you a personal illustration. I bought the lot on which 
I have lived for 45 years in Tampa for $1,500. That same lot is now 
worth over $200,000. What has driven it up? All the stimulus that 
we have put into real estate on this Committee for the 30 years 
that I have been around here. We have stimulated real estate val- 
ues, and it has run up the price of raw land and has made it im- 
possible for a young family to buy a lot. For $1,500, I bought the 
same lot and it is worth $200,000; it is worth more than the house 
that is on it. That is what has happened with all these crazy stim- 
uli. 

I am in love with the home mortgage deduction. If you want to 
preserve that, I will go along. 

It comes down to the right hand column on page 4, that is the 
burdens, and every time you mess around with it, you have to come 
back to it. It all comes back to that. 

Mr. Neal. How many votes do you think there would be in the 
House tomorrow to eliminate the home mortgage deduction? 

Mr. Gibbons. I don't know. I don't know. I think once Americans 
stop and think about it, they will realize — we could do it in the in- 
come adjuster. Only 30 percent of the people who file income tax 
returns even file a long form, so there are not a lot of people that 
take home mortgage interest deductions. Most of our crowd, you 
and I are in that last column, the bottom figure, the $100,000 to 
$200,000. We are in that category, and our friends have home 
mortgage interest deductions so we hear a lot from them. But 70 
percent of the taxpayers don't even claim a home mortgage interest 
deduction because they don’t file a form on which you can claim it. 
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So it is a big political issue around our set, but you can look right 
next door — as I pointed out to Mr. English, you can go to Canada, 
not far from Massachusetts, and look at their housing stock, look 
at the way they have done it; and they think we are nuts for hav- 
ing home mortgage deductions. They have never had one in Can- 
ada. 

I am not here advocating elimination of the home mortgage de- 
duction. That is a different debate. It will come out of the column 
on the right-hand side. I apologize to the homebuilders and the re- 
altors and all the people that are out there peddling home mort- 
gage interest deductions, but 

Mr. Thomas. The gentleman from Pennsylvania, Mr. English. 

Mr. English. Thank you. Really, it is an enormous asset to have 
someone of your long expertise on this issue on this panel at a time 
when it is considering this issue. 

I have a couple of questions and maybe a couple of concerns with 
the value-added tax. I think you can probably address them di- 
rectly. Mr. Thomas skirted one and that is the issue of visibility. 
I have noticed that, as the VAT advocates have been before this 
panel, they haven*t listed visibility as one of the virtues to be 
sought in a tax system. I am also aware many of the European 
countries that have adopted a VAT have experienced a growth in 
the size of government after adopting it, because it is a relatively 
easy tax to increase, it is so pervasive, it is an incredibly efficient 
revenue machine, and that gives me cause for concern. I would like 
your comments on those points and to the question, would you be 
supportive of a VAT if it included a provision that consumers see 
the price tag of the VAT at the point of sale? 

Mr. Gibbons. Sure. We could do that; that is simple. All we 
would require is that every sales receipt for everything you bought 
and all that business bought said, “This price contains a 20 percent 
value-added tax.” That makes it visible. Ever^ gasoline receipt you 
had, every meal receipt you had, every hospital bill you had, every 
bill that comes through your hands would have, This bill contains 
a 20 percent value-added tax. I use 20 percent because that is a 
good round figure. We could make it visible. 

Two, is it easier to increase taxes in the convoluted way we have 
been going about it here in this Committee — I have been 27 years 
on this thing — or is it easier to vote on a simple, I am going to in- 
crease the rate from 20 to 21 percent? I would say you would get 
a lot more heat on going up 1 or 2 or 5 percent than you do in this 
conversation that we carry on about all the ramifications of the in- 
come tax that obviously confuses everybody but the lobbyists out 
here. They know what we are talking about, but the public doesn't 
know what we are talking about when we go into tax reform forma- 
tion. 

I think it would be much more difficult to increase the rate than 
it is to increase it the way we currently do now, by limiting the de- 
ductions and limiting the credits and limiting all the other things 
that — depreciations and changing the depreciation schedule — we 
raise a lot of money by just a Tittle tinkering with LIFO and FIFO 
and things like that that only the audience in this room under- 
stands. The public on the other end of the camera doesn’t under- 
stand all that tax language we throw out there. 
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Mr. English. Do you feel that if we move to a VAT-like con- 
sumption tax it would increase our savings pool and have a positive 
effect on the economy? The reason I ask is, Secretary Samuels said 
something yesterday that sounded like the savings pool does not in- 
crease or doesn't change based on tax changes. Do you concur with 
that or do you think this could be a benefit to savings? 

Mr. Gibbons. I heard Secretary Samuels say that. I am not sure 
that I agree with him. I have looked at the savings rate of citizens. 
The first caveat is that we don't do a very good job measuring sav- 
ings rates. I would encourage you not to put too much faith in the 
statistical data you get on savings rates. 

Second, I don't think we really understand too well why people 
save or why they don't save. And I do think — this value-added tax 
system that I have does not tax savings. Savings do not get taxed 
in the value-added system, so if you don't spend it, you don’t get 
taxed. I believe that would increase the savings rate, but that is 
just an intuitive thought that I have. 

You certainly get rid of the double taxation on savings that you 
have now, or the triple taxation; you take away a lot of disincen- 
tives. But I am not sure I understand why Americans save. I imag- 
ine they do fail to save because of the disincentives now to save. 

Mr. English. I have great faith in your intuition, and I appre- 
ciate the opportunity to ask those questions. 

Chairman Archer [presiding]. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Gibbons, assuming revenue neutrality, what do you think 
would be the most important if we were to rank in order of one 
through four the areas of simplicity, efficiency, equity and adminis- 
tration? In your own personal opinion, what do you think is the 
most important of those four goals that we are trying to achieve 
with a new tax system for the American people? Whether it is a 
VAT or a flat or a standard consumption tax system, what do you 
think is the most important, one through four? 

Mr. Gibbons. I think we would all intangibly gain something 
from it, and that is that there would be a greater trust in govern- 
ment, in its ability to conduct its business so that people under- 
stand what is going on. Frankly, they don't understand what we 
are doing now, as far as taxes are concerned, and I think that poi- 
sons the well for any positive feelings that Americans have about 
government. 

As I go around the world, I find Americans distrust their govern- 
ment much more than, say, the Canadians distrust their govern- 
ment or the English distrust their government or the French dis- 
trust their government. There is nowhere in the world the level of 
hate that I have been able to measure toward government that is 
in this country. It goes back to the fundamental fact we have a con- 
voluted, impossible to understand revenue-raising system that is 
very intrusive and very burdensome to the average American. 

Mr. Christensen. I agree. 

Is simplicity number one, then? 

Mr. Gibbons. Simplicity and understanding of it. I think if 
Americans understand it, they can make the kinds of changes they 
need to make, but they do not understand this present system. 
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Mr. Christensen. So simplicity would be number one. I aCTee, 
I think simplicity is probably the number one thing that we have 
to fashion a new tax system around. 

Where would efficiency and equity fall? 

Mr. Gibbons. They are very important. I don’t think that the 
U.S. economy can continue to pay as much out in overhead to col- 
lect its revenue as we are now paying out, I used $300 billion; it 
is probably much higher, around $600 billion out of the $1.4 trillion 
we are now collecting. It is an extremely expensive as well as con- 
voluted, not understandable system. 

Mr. Christensen. In light of that, if simplicity would be number 
one of the four that we are after in ranking, I would think that the 
flat tax has an edge up on the VAT tax or maybe even the standard 
consumption tax because it is such a simple tax to understand, and 
the American people seem to be understanding the flat tax more 
than the consumption tax. 

Mr. Gibbons. The problem with any tax that classifies as an in- 
come tax is that you cannot adjust it at the international border. 
Remember these glasses that I wear. You can’t get around that. 
Unless we decide to get around that, we are going to denude the 
United States of good jobs. 

You know, I wish you to could get the AFL-CIO to understand 
that. Their love affair with the income tax is what is destroying 
their jobs. 

Mr. Christensen. When I am talking about a flat tax, I mean 
a pure flat tax. For example, when we talk about administration 
and elimination of the IRS, a consumption national sales tax, I 
think, has a leg up on a flat tax. 

Mr. Gibbons. No. A national sales tax is a national retail sales 
tax, and I am very experienced in that. My father drew up the first 
sales tax in Florida and I served on the lemslative committee for 
10 years that legislated on the thing. A retail sales tax is extremely 
complicated to administer because it depends upon identifying the 
last sale to the consumer, and when you get into that, that is a 
veiy complex thing. 

That is the reason why a value-added tax is much simpler to ad- 
minister. Every transaction carries with it the tax, but gives a 
credit for the tax that has already been paid. So it is spread 
through the whole system and you don’t have to identify each par- 
ticular sale. It is self-enforcing. 

Mr. Christensen. Thank you. I appreciate your testimony. I look 
forward to working with you on this truly historic issue. We are not 
trying to fix the old, but pull out the roots and start with a new 
program. 

I couldn’t agree more with the fact that we need to go cold tur- 
key, and this transitional phase, I think you are right on the mark 
when we talk about going cold turkey and starting over from the 
start. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Lewis. 

Mr. Lewis. Thank you, Mr. Chairman. 

Thank you, Mr. Gibbons, for being here. You have a long and 
rich history as a leader in support of reform of our present tax sys- 
tem. 
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I am concerned about whatever system that we are able to de- 
vise, that it is fair and it is revenue neutral. I would like for you 
to put on your thinking cap for a moment and be a person of vision 
like you are. 

Do you think that we have the ability, the capacity or the will 
as a body to devise a system that would be fair and at the same 
time revenue neutral and would be embraced by the American peo- 
ple? 

Mr. Gibbons. We haven't had that ability yet, but Mr. Lewis, I 
think we are developing that ability. The very fact that we are hav- 
ing these hearings and that we are earnestly discussing a change, 
I think the message ought to go out that we are sincere in examin- 
ing the mistakes of the past and going forward with the future 
with something not just because it is new, but because it is — we 
can make it just, we can make it understandable, and we can make 
it — and we can make it so people know what they are doing. 

They are suspicious of us and of their friends and neighbors and 
everybody else because of the current system, and we need to dis- 
pel that. 

You know, fairness, I can't tell vou whether this burden table 
that I have on pag:e 4 is what the burden table ought to be. I can 
only tell you that is what the burden table has been for 20 or 30 
years, and we should come back to that as the first point of discus- 
sion. We should not get the American public all upset that we are 
going to change the burden table on them, that we are going to 
slide the tax burden down to the low-income people or slide it up 
to the upper-income people. 

Let’s use as a point of departure, what we have been doing for 
30 years and say, that is kind of, de facto, accepted as to what is 
the appropriate burden, but we are not going to surreptitiously 
slide down to low-income people a heavier burden or slide up to 
high-income people a heavier burden. Start where we are and say, 
we can adjust it and have a debate about it. I think we could do 
it and far simpler than the current system. 

Mr. Lewis. We continue to discuss the need for reform of the tax 
system. I am concerned that we do not play into the hands of this 
mindset that we should downsize the National Government, the 
Federal Government, that something is bad and evil with the Fed- 
eral (^vernment and with the American society and that it must 
be overhauled from bottom up or from the top down. 

Mr. Gibbons. Yes. In taking on this really awesome burden that 
we are taking on here to change the revenue system, we ought to 
try to eliminate as many arguments from the overall argument as 
possible. 

You remember in the 1984-85-86 Tax Reform Act we adopted 
the principle of revenue neutrality, that we would not include in 
the debate we carried on then the debate about whether govern- 
ment was too big or too little. That debate ought to be carried on, 
but not in this framework. 

Page 2, the first thing I say, revenue neutrality. Let’s agree that 
neither side in this debate or all the sides in this debate, that we 
are not bringing in a lot of extraneous material. We are really try- 
ing to correct the revenue-gathering system right now. We can 
argue about the other things at other times. 



502 


Mr. Lewis. Thank you. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. McCrery. Mr. McCrery is not here. 

Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

Mr. Gibbons, you mentioned several taxes that would be elimi- 
nated — FICA, the personal income, corporate income. What about 
estate tax? 

Mr. Gibbons. I didn't tackle that. One, it is not a lot of money. 
I know it is important. 

Let me say that this Committee has not had a lot of experience 
on the estate tax. I have been on the Committee 27 years, and I 
think only one time in 27 years have we spent time on estate tax. 
I didn’t want to open up that argument at the time I opened up 
these other arguments. 

I realize this Committee ought to get to that subject and pay a 
lot of attention to it. It is only about $6 billion out of $1.4 trillion, 
and I didn’t want to throw that argument into this debate. That 
is the only reason I avoided that. 

Mr. Collins. Let’s go to the earned income tax credit. You spoke 
of that as adjust the burden? 

Mr. Gibbons. Well, if you have roughly a 20 percent value-added 
tax rate, bear in mind that most people, particularly people at the 
lower end of this chart I show you on page 4, every year they spend 
almost 100 percent of their income and so they would have roughly 
an effective tax rate of 20 percent. And if you look at that burden 
table that I showed you there, you will notice that the lowest in- 
come people really have an effective tax rate now of 6.7 percent. 

So that is — there is some makeup to be done there. We can’t in- 
crease their tax rate by 12, 13 percent without creating a whale of 
a political and social impact. Now I don’t know how far up this rev- 
enue-sharing thing you have to come, the revenue table, before peo- 
ple start saving, but most of those people at the lower end are 
spending all of their income, and all of their income would be 
taxed. So we have to do something about them. That is a political 
necessity that you and I face. 

I don’t say that my system of burden sharing adjustment is cor- 
rect, but somewhere along the line we have to in this Committee 
adopt something to make sure we are not just shooting the burden 
of taxation, the burden of government, down to those low-income 
people. 

Those are shocking figures when you see that from the less than 
10,000 people — there are 14 million families who have an average 
income of $6,000 a year. I am not sure I am psychologically pre- 
pared for that; and they have a current tax burden of 6.7 percent 
of their income. That includes FICA tax. 

Mr. Collins. The earned income tax 

Mr. Gibbons. The earned income tax credit is reflected in that 
6.7 percent. That figure — if you look on the next page, you will see 
that that figure has dropped remarkably. You know, that figure in 
1977 was 10 percent and look what it is in 1994. That is the same 
10 million families. That is the impact of the earned income tax 
credit. 
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Mr. Collins. The earned income tax credit was originally de- 
simed to offset the FICA tax. 

Mr. Gibbons. It really has down there, yes, sir; you can see it. 

Mr. Collins. One other question. You mentioned appropriations 
for Social Security. Some of this we do with a standing appropria- 
tion for interest. Would that not make the Social Security program 
a true social program rather than an intended pension program, as 
it was first designed? 

Mr. Gibbons. There are going to be people that will make that 
argument, and one of the ways that we could lower the VAT tax 
rate is not repeal the FICA tax. But the FICA tax is going to be 
embedded in these glasses if we don’t. I want to get the FICA tax 
out of these glasses. 

That FICA tax is big. I have the figures — it is almost as big as 
the personal income tax. It is a huge tax. And it is probably the 
most regressive tax that anybody on Earth ever invented. 

Mr. Collins. I understand. 

One of the things you mentioned 

Chairman Archer. The gentleman’s time is about to expire. 

Mr. Collins. There are two wells, one wet and one dry; the dry 
well is the one we keep pouring money into, 

Mr. Gibbons. I didn’t hear you. 

Chairman Archer. Sam, vou have done an outstanding job in 
your presentation today, and I don’t want to curtail the continued 
questioning. 

We committed to the Majority Leader that we would receive him 
at 11:15, and unless there is anybody else on the Committee that 
has not inquired, that feels absolutely constrained that they must 
inquire, I would hope that at least we should t^ to shorten this 
as much as possible so that we don’t keep the Majority Leader, who 
has arrived and is waiting. 

Mr. Gibbons. I don’t want to do that. He is a good friend of mine 
and there are many things on which we agree on this. The only ef- 
fect of his proposal is he can’t adjust it at the border and you will 
have trouble with burden. 

He has one fatal defect in his proposal; you can’t adjust it at the 
border, or you are going get slapped down as we have been slapped 
down before by the General Agreement on Tariffs and Trade. 

Chairman Archer. Mr. Rangel, do you have a very short in- 
quiry? 

Mr. Rangel. Yes, Mr. Chairman, and I am aware of the direction 
in which you would like the Members to go. 

My problem is that I don’t think that we are seeking to change 
the system this year or next year, but we are prepared to define 
the issues for the Presidential election. But notwithstanding that, 
I am going to try to be as nonpartisan and openminded as I can 
on this question. 

It seems to me if we are talking about flat taxes and consump- 
tion taxes and protecting savings, that basically what we are say- 
ing is that if you don’t spend it, it is not going to be t^ed. If you 
save it, or if you have income interest coming in, that is not going 
to be t^ed; it is only when you spend. 

I guess it is pretty well accepted that poor people and low-income 
people spend more of a percentage of their disposable income for 



504 


food, shelter, health care. But you are saying that even though you 
are not giving deductions and special treatments at one rate, that 
when it is all over between consumption tax and VAT tax, that you 
are now going to make adjustments so that we don't have a dispar- 
ity based on the facts of the different wavs we are going to do it, 
and so your tax will be flat in the middle, but when it comes to 
the poor folks that are out there that really don't come out ahead 
in this concept, that you make the necessary adjustment somehow 
so that they are not paying more of a percentage of what they are 
earning than the others who don't have to spend as much. 

Then you make this up by eliminating FICA taxes and other 
types of payroll taxes by taking a look at the upper end of the high- 
income people, which would indeed include those who have the in- 
terest income, and somehow you would do what to them to make 
up for the difference? 

Mr. Gibbons. I propose three steps. Step 1; Repeal the income 
tax, corporate and personal; repeal the FICA tax. That is step 1. 

Step 2: You impose a value-added tax, which is that form there, 
and only business would remit the tax. 

Mr. Rangel. I am with you. 

Mr. Gibbons. The third step, and that is the one you are talking 
about is table 1 on page 4 of my testimony. I want us to come out 
in the same way in the last column as we are today. I think that 
is what I want us to do. We can have a burden adjuster, that is — 
or any other thing, but it is essentially a burden adjuster. We have 
to do that, in my opinion. 

Mr. Rangel. Since all my colleagues over here have been com- 
plimenting you for your bipartisanship and the direction that you 
are going, I would like to join this group and ask my Chairman, 
do you agree in concept that the flat tax would be flat in the mid- 
dle, that we make adjustments for the low-income people that, we 
all agree, don't have that much to save; and where you find the 
high-income people, that we have something there to eliminate the 
disparity between the higher incomes and the low incomes? If you 
think that is — in principle, and we can work out the details later — 
that is where you want us to go, then you would want you to com- 
pliment me as you do Sam Gibbons. 

Chairman ARCHER. Charlie, I will be very happy to discuss this 
with you. Mr. Gibbons, as the witness, might like to respond. 

But in the constraints of time, I would say, Sam, thank you for 
your presentation. 

Mr. Gibbons. Thank you. 

I want to thank my fellow Committee Members for allowing me 
to do this. I have tried to do this individually with you for a Tong, 
long time; and I hogged the scene here today, so I apologize to you. 

I want to apologize to the Majority Leader, who I have kept wait- 
ing here. 

Chairman Archer. Sam, you have been paid the ultimate com- 
pliment by this Committee and that is that people have genuinely 
been interested in your presentation and have inquired in CTeat 
depth, because you know when we go before other committees mere 
are very few questions ever asked of us. We are sort of dismissed 
when we appear as witnesses. So I thank you very much. 

Mr. Gibbons. Thank you. 
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Chairman Archer. I see the Majority Leader is here. If the Ma- 
jority Leader would honor us by stepping up to the witness table 
and taking a chair at the witness table: Mr. Leader, welcome to our 
Committee. For some period of time, we know that you have done 
considerable work on trying to replace the currently nonproductive 
income tax system by which we collect revenue; and we are here 
to listen to all approaches that can be alternatives to the current 
system — ^not reforms. We have been through too many reforms, and 
I think you and I both ag^ee that the current income tax system 
is broken, it cannot be fixed, and we must replace it with some- 
thing else. 

We will be pleased to hear your testimony and you may proceed. 

STATEMENT OF HON. RICHARD K. ARMEY, MAJORITY LEADER 

AND A REPRESENTATIVE IN CONGRESS FROM THE STATE 

OF TTEXAS 

Mr. Armey. Thank you, Mr. Chairman. I want to thank the Com- 
mittee. Not only am I very pleased to see you holding these hear- 
ings, which I believe to be very timely, but it is a particular pleas- 
ure for me to follow Sam Gibbons. Of course, we all have enormous 
respect and admiration for Sam, so it is a privilege. 

You did not keep me waiting; you kept me entertained and in- 
formed, so it was a pleasure to listen to you. 

Mr. Chairman, I think it is clear there is no escaping an under- 
standing that for some time now the American people have been 
telegraphing us a message that they will no longer tolerate the Tax 
Code as we know it today. Their resolve, I think, has solidified in 
this Nation; and I have to say to our credit across this Congress, 
we have many good proposals by people who have read the resolve 
of the American people and have said, let me offer my alternative. 

Mr. Gibbons has just done a presentation on his value-added tax. 
We certainly can admire and respect the work that has been done 
by our colleagues in the Senate, Senators Nunn and Domenici. The 
Chairman, of course, has his proposal on a national consumption 
tax. Mr. Specter, who I understand was here earlier, offers a vari- 
ation of a flat tax, and I offer mine. 

Now, I must say that over a year ago when I began to read the 
will of the American people, I began to ask the question. What 
might I offer as a comprehensive tax reform that replaces the Tax 
Code as we know it? And I recall, my initial tenure, when there 
was during my campaign in 1984 and during the first couple of 
years of my tenure an enormous public debate about flat tax. So 
I took the time to go back and review that, as I reviewed others. 

One, I asked, what was it the country found attractive about the 
flat tax? Two, why did it not happen earlier, when I remember the 
debate seemed to have some vitality attached to it? Having re- 
searched past efforts, I came to some conclusions and wrote my 
own bill. 

In that process, of course, I rediscovered the works of Professors 
Hall and Rabushka and found that to be quite an inspiration to 
me. I managed to establish a contact with the professors, discov- 
ered them to be in the process of a reiteration of their work — it is, 
of course, now available to us — and in discussions with them and 
others created my variation on the flat tax. 



506 


I revealed my iteration of the flat tax on June 11, June 16 of last 
year, kicking it off with the editorial in the Wall Street Journal; 
other editorials followed. I had an interesting curiosity with respect 
to, how would the Nation respond to this offering? It was my view 
that if it is a good idea, it will be recognized and embraced by the 
American people and that will give it standing in the legislative 
process. I must say that I tried to encourage tneir understanding 
and acceptance of it by virtue of being on tarn radio shows, approxi- 
mately 15 a week for every week following June 16 up until mid- 
October last year when I became preoccupied with other matters. 

I dare say that we have had a bigger, broader, more enthusiastic 
acceptance of a flat tax by the American people at large than what 
anyone would have dared to hope for on June 11, And I have got- 
ten thousands of letters, phone calls, and had additional thousands 
of personal conversations with people as I have traveled across this 
country; and there is enormous enthusiasm. 

I thought what I would try to do today is distill for you my un- 
derstanding of what the American people have told me they have 
seen in the flat tax proposal that endears it to them. I should point 
out that there is a businesswriter in the Dallas Morning News 
named Scott Bums, for example, who wrote a single article on the 
flat tax. It was a syndicated article, and within 2 weeks Scott 
Burns received over 5,000 letters. He was quite impressed by that. 

On a personal note, earlier this year I happened to be on a tele- 
vision show with Sam Donaldson. Sam Donaldson expressed his 
reservations about the flat tax, and I saw him 1 week later and he 
said he had never received so many letters from people who wanted 
to straighten him out, I found that a gratifying experience and en- 
joyed sharing it with Sam. 

So I believe I have a great deal of testimony. 

Why do the American people, if I dare say, “love” the flat tax? 
One, they see it as fair. In that respect, they recognize that the flat 
tax collects every dime that is earned in the U.S. economy, brings 
it in the tax base and taxes it only one time with a simple flat rate 
applied to every dollar of earning in the economy. That they believe 
to be fair. 

The current Tax Code, as you know, exempts hundreds of billions 
of dollars from the tax base and compensates, of course, for the rev- 
enue shortage that arises from that exemption by double-taxing 
hundreds of billions of dollars' worth of income. That is patently 
unfair, especially if one takes it back to production theory and rec- 
ognizes that for production to take place, efficiency with increasing 
productivity, there must be vitality and change in the provision, in 
necessary coordinates of both capital and labor to the production 
process. 

It turns out that most of the income that is exempted from the 
tax base is income that derives from provision of labor; most that 
is double-taxed is income that derives from provision of capital, and 
that mves you an imbalance. 

I like to point with some pride to Congress that it was Senator 
Douglas that gave us the Cobb-Douglas production function, which 
always reminds us of the necessary combination of capital and 
labor and their cojoint need in production, so we end that kind of 
bias against capital provision. 



507 


One of my favorite stories on the question of fairness comes to 
me from a fellow who parks cars at one of the hotels in Dallas 
where I was going to give a speech one day. A person in charge of 
parking cars is not a person of extraordinary income. He is an ordi- 
nary American wage earner with a family. As I parked my car 1 
day, he said, Congressman, I love your flat tax. He said, the reason 
I love your flat tax is because it treats everybody the same. There 
is one rate for everybody and I don’t have to listen to this class 
warfare baloney that I keep hearing. 

I found that a gratifying observation. And I believe he spoke for 
a great deal of America. This is very important to me. 

I believe that America today and in the 1996 Presidential cam- 
paign will give expression to the uniquely American definition of 
fairness; that is, fairness is when everybody is treated exactly the 
same as everybody else. I think the embrace of the flat tax reflects 
that definition of fairness which I happen to think is admirable in 
the American people. 

The other thing that is often recognized and cited is, a flat tax 
will generate growth in the American economy. A flat tax, of 
course, does give a reduction in the marginal tax rate to most 
Americans and, of course, we know already that reducing the mar- 
ginal tax rate provides an incentive to work more. 

Jack Kemp illustrates that by saying, if in fact on Monday you 
paid a 20 percent tax rate, on Tuesday a 30, on Wednesday a 40, 
on Thursday a 50, and on Friday a 60, which day of the week 
would you not work? It is very clear the marginal day with the 
marginal rate is the day you take, and I frankly would take fridays 
off. 

The other thing that helps us with growth is the treatment of in- 
vestment, that in the flat tax, as I propose it, investment is imme- 
diately written off, that the time you put a machine online, you 
write that off as an immediate expensing. 

We have a unique encouragement to savings in that interest 
earnings are not taxed to the individual, which will encourage more 
savings; and we end the estate tax, which on the incentive side, I 
think is another boon. The fact of the matter is that when you talk 
about the marginal years that I will work in my life, the marginal 
effort I will make to build my business stronger if I happen to own 
a comer drugstore, to build my estate larger if I happen to have 
a wage job, knowing that when I die, should I have something left, 
it will go to my children, gives me greater incentive to work longer 
and harder and build greater and larger than if 1 am afraid the 
government will run off with half of it. Given a choice of working 
to support my government and working to support my grand- 
children, I will vote for my grandchildren, and I think the Amer- 
ican people will; and they will make the extra effort for their 
grandchildren they will never make for the government. 

Another thing often cited in letters I receive is neutrality. The 
flat tax, as I have written it, is completely neutral with respect to 
consumption, savings and investment. People understand they are 
a better judge of how to allocate their expenditure between these 
three activities; and within these activities, how I will consume, 
where I will invest and in which manner I will save is a decision 
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better made by me than one prompted by government tax treat- 
ment. 

Simplification, of course, is adored by the American people and 
there is no doubt the poster child for tax simplification is the post- 
card size simple flat tax form with 10 lines, and that pretty well 
speaks for itself 

Also the flat tax promises honesty, visibility and directness. I 
take this as far as I can go with my proposal, which is to end with- 
holding. First of all, I argue, and I will tell you as a matter of fact, 
all taxes are paid by people and all taxes are paid out of current 
income flows, so the most direct way you can show them what their 
tax bill is is the way to make them most aware of what the cost 
of big government is in their lives and will most prompt them to 
ask the question, am I getting my money's worth, so they will be 
more judicious in what it is they vote for. 

In my proposal, I give them an opportunity which, in my vision, 
would afford them the opportunity at the first day of every month 
as they sit down at their kitchen table to write their bills for their 
rent, or their house payment, to the Penney store, wherever, that 
they will also write a bill and send a check to Washington. And 
each month I am sure they will realize that I have just sent a 
check to Washington which is more than I just wrote out for food, 
shelter and clothing combined, and I wonder if am I getting my 
money's worth, and there will be no doubt about it. 

Furthermore, in addition to the insight that people get who pay 
their taxes, which incidentally I am prompted by my observation, 
the only thing that is worse than a nation that loves the IRS is a 
nation — I am sorry, the only thing that is worse than a nation that 
hates the IRS is a nation that loves the IRS — and in the current 
withholding system all too many people feel some misinformed 
sense of gratification when at the end of the whole process they get 
a check back without any realization of what they paid. 

My final point is, if I could speak for every average man and 
woman, it is my money. I earned it. Why should the government 
preempt my right to take my own paycheck and make my own dis- 
bursements commensurate with my obligations? Some will say, if 
you give people that right, they won't honor that. But I would offer 
this. The enforcement power of J.C. Penney is considerably less 
than the enforcement power of the government. If people in their 
ordinary course of business and their ordinary life willfully pay 
their Penney's bill, I think we can dare risk that they will willfully 
pay their tax bill; and I have no doubt. 

A flat tax, in summary, is a tax that bets on the goodness of the 
American people, not the guile of the Federal Government; and I 
think that is a bet that we ought to make. 

I thank you. I ask that you put my formal statement in the 
record. 

Chairman Archer. Without objection, your complete statement 
will be put into the record. 

[The prepared statement follows:] 
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STATEMENT BY CONGRESSMAN DICK ARMEY 
HOUSE WAYS AND MEANS COMMITTEE 

June 8, 1995 


Mr. Chairman and Members of the Committee, 

Thank you for this opportunity to discuss the issue of tax reform. I would like to begin by 
complementing you, Mr. Chairman, for holding these hearings this week. I couldn’t agree with 
you more that the current tax system needs to be replaced. 

The hearings this week reveal more, however, than a recognition on your part of how 
counterproductive our current tax system is. These hearings also illustrate that you, Mr. 
Chairman, are a refreshing change, particularly for those who study Public Choice. Public 
Choice is a school of economics that seeks to explain the political process. A key premise in 
Public Choice theory is that politicians maximize votes by securing benefits to small segments of 
the electorate, the cost of which are largely lost on the population at large. 

Public Choice theory tells us that a chairman of the Ways and Means Committee might 
use his position to disburse favors to narrow interests. We are here today, however, because this 
Chairman is committed to a neutral tax system which will advance the broader public interest. 
The tax reforms being discussed this week would give average Americans far more, and elected 
officials far less, control over resources in our economy. Make no mistake about it, the proposals 
before this Committee would expand freedom and opportunity for the American people. I want 
to take this opportunity to commend the Chairman for his eagerness to place the public interest 
over any other consideration. 

Mr. Chairman, when you announced this week’s hearings, you stated that any tax reform 
proposal should meet four goals. I agree with those goals, and my testimony today will focus on 
them. Before I explain why the flat tax meets those goals, let me begin by briefly outlining how 
my proposal would work. 


How it Works 

My plan, which is based on a 1981 proposal by Hoover Institution fellows Robert Hall 
and Alvin Rabushka, would scrap the existing tax code entirely. Instead, all income would be 
taxed once and only once at the single low rate of 17 percent. To minimize revenue loss, the rate 
would initially be set at 20 percent, then drop to 17 percent in year three. Income is defined as 
the total of wages, salary, and pensions. There would be no credits or deductions, although each 
taxpayer would receive a generous family allowance. Beginning in year three of the plan, this 
allowance, which is indexed for inflation, would be $13,100 for an individual, $26,200 for a 
married couple, and $5,300 for each child. A family of four would have to earn $36,800 before it 
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owed a penny of federal income tax. 

Business income would be handled with equal simplicity. A corporation would simply 
subtract expenses from revenues and pay 17 percent on the remainder. Revenues are defined as 
corporate, partnership, professional, farm, and rental income. The base is gross revenue less 
purchases of goods and services, capital equipment, structures, land, and wage and pension 
contributions to employees. 

Goal No. 1 " Simplicity 

Like you, Mr. Chairman, I believe the first goal of tax reform should make the tax code 
easy to comply with and reduce the role of the federal government in the American people’s 
lives. Unfortunately, the current tax code is complex and intrusive. Each year Americans spend 
5.4 billion man-hours preparing their taxes for the government. That’s more time than it takes to 
build every car, truck, and van manufactured in the United States. The IRS now sends out eight 
billion pages of forms and instructions each year. Laid end to end, they would stretch 28 times 
the circumference of the earth. After seven decades of amendments, revisions, exemptions, 
loopholes and extensions, the code has become an incoherent mess. 

Does the flat tax make this system more simple and less burdensome? It certainly does. 
By eliminating the various credits, deductions and loopholes, the flat tax makes the tax system so 
simple Americans could file their taxes on a form the size of a postcard. Not only would this 
dramatically reduce the time and resources devoted to complying with the tax code, it would also 
make the federal government far less intrusive. Americans would need to reveal far less 
information to the Internal Revenue Service, and under much less duress, than the current 
system. 


Goal No. 2 “ Promote Saving 

Tax reform should encourage greater saving and investment. Perhaps the worst feature of 
today’s tax code is its discriminatory treatment of saving. Consider how the present tax code 
treats saving and investment. Today, we double tax business earnings, which places a strong bias 
against saving and investment. For example, we tax business earnings through the corporate 
income tax and then tax dividends - which are, in fact, after-tax payments. This double taxation 
of the same stream of income creates a strong bias against saving and investing. Obviously, this 
makes saving and investing much less attractive relative to consumption. And the nation is 
poorer as a result. 

Capital is the lifeblood of an economy. Without capital, workers cannot enhance their 
productivity and their wages stagnate. Today’s double and even triple taxation of income 
discourages saving, reduces the pool of capital available to entrepreneurs and workers, slows 
productivity and wage growth, lowers living standards, and, as a side effect, reduces revenue to 
the Treasury. 
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Like the other alternatives the committee is considering this week, the tax base of the flat 
tax is consumption. By eliminating the double taxation of saving and providing for the full 
expensing of capital investment, the flat tax functions as a kind of consumption tax, much 
favored by economists. In this sense, the Domenici-Nunn proposal for a consumed income tax 
and my flat tax are trying to accomplish the same thing. They are blood brothers in spirit. This 
goal would be achieved, as well, by a national retail sales tax, or even a European-style value- 
added tax. All of these plans can lay claim to the title of “consumption lax.” 

Goal No. 3 - Improve Competitiveness 

Mr. Chairman, the third goal for tax reform you mentioned is to improve the international 
competitiveness of American workers and businesses. The flat tax would make the U.S. the 
most attractive nation in the world for investment, produce a higher economic growth rate and 
raise living standards. It would liberate America’s businesses to be more efficient, replacing 
today’s maze of politically targeted tax breaks with a system that is perfectly neutral as between 
types and sizes of business, between economic sectors, and between types of investment. 
America’s entrepreneurs could make decisions based on what makes the best economic sense, 
rather than diverting talent and resources for tax avoidance strategies. 

In other words, the flat tax would relieve the economy from what economists call “dead 
weight” or social welfare loss. According to James L. Payne, just the compliance costs of 
today’s tax code add up to $232 billion. When other costs of the current system — such as tax 
distortions which shift resources away from their most efficient use, thus lowering output -- are 
included, the cost to the economy is well into the hundreds of billions of dollars. These costs are 
pure waste and directly lower the standard of living of the American people. The flat tax would 
eliminate the vast majority of these costs and dramatically improve the performance of the 
economy. 

The flat tax would also lower the burden currently placed on work, saving, and 
investment. It rewards work by lowering the top marginal income-tax rate from 40 percent to 17 
percent. It rewards saving by ending the current double taxation of saving, sweeping away the 
estate tax, the capital gains tax, and the double tax on dividends. And it rewards investment by 
permitting businesses to immediately deduct all expenses, plant, and equipment. Thus, the flat 
tax would produce higher productivity and economic growth, leading to higher employment and 
wages. 


When adding the effects of more work effort, a higher capital stock, and improved 
incentives for entrepreneurial effort. Professors Hall and Rabushka estimate that a flat tax would 
increase per capita income by $1,900 by the year 2002. In other words, a typical family of four in 
America would see its income increase $7,600 more than if we preserve the tax system we have 
today. Let me emphasize that while this is a truly astonishing number, it is based on the 
consensus of the economic literature and is a mainstream estimate. Many studies suggest the 
number would be even higher. 
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Border Adjustability 

Some have suggested that our tax system should tax imports and not tax exports as a way 
of making U S. businesses more competitive in the world market. Congress should make the tax 
code “border adjustable,” as tax policy people put it. The sales tax, VAT, and the Domenici- 
Nunn USA Tax are all border adjustable, but the flat tax I have proposed is not. 

Supporters of a border adjustable system say that it would increase U.S. competitiveness 
by taxing imports and not taxing exports. This way, American firms receive an advantage over 
foreign firms and that will favorably alter the balance of trade. 

In my view, a border adjustable tax will not be effective in reducing the trade deficit. It’s 
an immutable law of economics which says that trade surpluses and deficits are linked to the 
amount a nation lends or borrows. When saving is low, the trade deficit must be high. A tax on 
imports which is merely a substitute for another tax will not effect the amount Americans save. 
That means the trade deficit not only will stay the same, it must stay the same, as a basic 
principle of economics. 

Economists might explain it this way: If there is more investing happening in our 
economy than can be financed by our saving, then foreign investors must be accounting for the 
difference. In effect, they are taking the money we give them for their cars and VCRs and using 
it to buy our stocks and bonds, thus supplying the investment capital that we don’t supply 
ourselves. This difference is the “trade deficit.” 

The only way to change the deficit, then, is to change our savings rate. If we increase our 
saving relative to our domestic investment, we have less need for foreign cash. The trade deficit 
will then drop, as we spend relatively less money buying foreign goods and relatively more 
investing at home. 

But anything we do to tax incoming foreign goods-including putting a sales tax on them- 
-will have no effect on the amount of money Americans are putting into domestic stocks and 
bonds or even their own bank accounts. There is simply no relationship between them. 

What will happen instead is this; Our exports will increase at first because of the new tax 
advantage. But since our saving will remain the same, the dollar will be artificially strengthened. 
This will make our exports more expensive and imports cheaper, and the original balance of 
trade will be gradually restored—along with the trade deficit. The policy will be self-defeating. 

Even if a border adjustment were to work, 1 still believe it would be unwise. It would 
make goods Americans buy— whether produced here in America or abroad-more expensive, 
while foreigners could purchase American-made goods cheaper. It’s hard to see how Americans 
benefit from paying higher prices than foreigners do to purchase American products. 
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Adam Smith makes a relevant point in The Wealth of Nations. Smith reminds us, 
“Consumption is the sole end and purpose of all production; and the interests of the producer 
ought to be attended to, only so far as it may be necessary for promoting that of the consumer.” 

In a border adjustable system, however, to borrow from Smith again, “the interest of the 
consumer is almost constantly sacrificed to that of the producer; and it seems to consider 
production, and not consumption, as the ultimate end and object of all industry and commerce.” 

Goal No. 4 - Diminish the Underground Economy 

Your final goal, Mr. Chairman, is to increase revenue from the underground economy and 
others who currently do not comply with the tax laws. While by its very nature it is difficult to 
measure, the underground economy is estimated to be in the hundreds of billions of dollars. Of 
course, much of the underground economy is trade in illegal activities such as drugs and 
prostitution. This income will never be taxed under any tax system. However, most of the 
underground economy is trade in legal goods and services that goes unreported. Taxing this 
portion of the underground economy should be an important goal of any tax reform. 

The issue of the underground economy is a very serious one because the computer 
revolution is fundamentally transforming our economy in a way that will make it much more 
difficult for the federal government to collect revenue. Personal computers, modems and fax 
machines have made it possible for greater numbers of people to work out of their homes instead 
of at large businesses. Many of these small businesses can avoid paying taxes far more easily 
than large companies because they can operate invisibly. The geometric growth of on-line 
services such as the Internet portends an era when more goods and services will be traded 
without a paper trail, making it more difficult for the IRS to audit. As these trends accelerate, our 
tax system is truly becoming more voluntary everyday. That’s why it’s especially important to 
develop a tax code for the 21st Century that Americans are willing to voluntarily comply with. 

I am confident the flat tax would shrink the underground economy because it eliminates 
the three primary excuses for noncompliance. These are, first, the current system’s maddening 
complexity; second, the low likelihood of getting caught; and third, the feeling that today’s 
system is somehow rigged to favor special interests “at my expense” - which, for the most part, 

It is. Stripped of these rationales for noncompliance, the great majority of taxpayers will find it 
much easier to pay their taxes and they will be more willing to do so because they will perceive 
the system as fair. Even for those who still wish to cheat, they will find it much harder to elude 
detection in a simple system. Therefore, the underground economy will actually shrink. After 
all, if you give the American people a tax system that is honest, direct, simple, low, and fair — 
something they have not had in decades - does it not stand to reason they would be more 
inclined to pay their fair share? 

I should point out that many advocates of a sales tax have argued that it would more ^ 
effectively tax the underground economy. The neighborhood drug dealer almost always serves as 
the illustration. Since the drug dealer declines to file a 1040 form, the argument runs, maybe we 
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would could at least recoup some of his income through a sales tax. The government may have 
no record that he exists, but when he buy a sports car, the government will collect tax from him. 

That sounds compelling at first, but it doesn’t hold together. The reason is this: Both 
systems will equally fail to tax the drug trade for the simple reason that the drug dealer will not 
play along in either one. If there is an income tax in place, he won’t report his income. If there’s 
a sales tax in place, he won’t collect tax from his customers. Either way, the government loses 
exactly the same amount of money. 

Consider the following example. Suppose there is a drug dealer and a drug consumer 
who each earns $50,000. Thus, the total income in the economy is-^and the tax base should be- 
$100,000. Under an income tax system, we wish to tax the income of both people, while under a 
sales tax we wish to tax the purchases of both people. Under an income tax, we tax the income 
of the drug consumer (assuming he is law-abiding citizens besides his use of illegal drugs), but 
we don’t tax the income of a drug dealer. Total tax base: $50,(XX). While under the sales tax we 
tax the purchases of the drug dealer, we don’t tax the purchases of the drug consumer. Total tax 
base: $50,000. It has to be the case that neither system taxes the value of the drug trade because 
the amount people spend on drugs must equal the income of the drug dealer. And since the drug 
dealer will not report sales or income tax, neither system will capture the value of the drug trade. 

The same would hold true for the underground economy in legal goods and services as 
well—which of course is much larger. The proverbial plumber who doesn’t report his house call 
for income tax purposes today would not report it for sales tax purposes either. At best, it would 
be a wash. That assumes that the sales tax would not encourage more economic activity to move 
underground, which I believe it would. Historical experience demonstrates that a national sales 
tax of 20 percent would cause the underground economy to explode. 

A Final Goal: Fairness 

Let me briefly discuss another virtue of the flat tax that I believe is important. The flat 
lax is fair because everyone pays the same rate, with no special breaks going to politically 
favored groups. The plan 1 have proposed is true to the idea of fairness we all learned in grade 
school; Everyone should be treated the same. 

At the same lime, it is progressive, thanks to the generous family allowance. The plan is 
progressive because the family allowance is worth more the less you make. For example, a 
family of four making $36,000 would pay zero percent of its income in income tax, a family 
making $50,000 would pay 5 percent of its income, and a family making $200,000 would pay 14 
percent of its income. 1 estimate the plan takes about ten million low-income taxpayers off the 
rolls entirely. This is the definition of progressive. 
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Conclusion 

Mr. Chairman, as you have often pointed out, the current lax system is broken and must 
be replaced. 1 commend you for your leadership in holding these hearings and for outlining a set 
of criteria for the lax reform debate. I am proud to say that the flat tax meets each of your 
criteria. It would raise revenue efficiently with as little duress and paperwork as possible. It 
would end the discriminatory treatment of saving and investment and promote growth in the 
economy. It would make American businesses the most competitive in the world, creating jobs, 
boosting wages, and raising living standards. It holds the greatest promise for shrinking the 
underground economy by causing taxpayers to be more willing and able to comply with the tax 
system. And it is neutral--it would treat everybody the same. 

For all these reasons, Mr. Chairman, I hope you will give the flat lax the close and 
thoughtful examination this increasingly popular idea deserves. 

Thank you. 
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Chairman Archer. Thank you very much for your presentation. 

Mr. Gibbons will inquire. 

Mr. Gibbons. I thank you, too, Mr, Armey for your presentation, 

I made some flat calculations as you were talking here. The 260 
million people in America, they break down into 110 million fami- 
lies. As I calculate the impact of your flat tax, you would increase 
the taxes on 63 million families and lower the taxes on 46 million 
families — that is not quite 110, but that is as close as I can cal- 
culate on the back of an envelope here. 

I don't know whether we can get away with that politically, and 
I am not sure that there is justice in that because you increase the 
tax on lower income families and you lower the tax on upper-in- 
come families. That is one of the problems. 

The second problem, as we have discussed, I think we are in 
agreement that we both understand that you can’t adjust your tax 
at the international border. So those are really the only two faults 
I have with your proposal. But I want to commend you for what 
you have done. You have started a good debate over what we ought 
to do for America's revenue system in the future. As I say, my only 
two faults with it are, one, you have shifted the burden downward 
to 63 million families while you have lowered it on 46 million other 
families, and two, we still have the problem of not being able to ad- 
just it at the border. 

Thank you. 

Mr. Armey. First of all, knowing, of course, that the Gettysburg 
Address was written on the back of an envelope, I don’t want to 
quickly discourage anything that was done on the back of an enve- 
lope. 

Mr. Gibbons. Well, thank you. 

Mr. Armey. But to have a full understanding of the distribu- 
tional impact will be a much more elaborate and difficult process, 
so I hope you will forgive me if I don't accept your back-of-the-enve- 
lope conclusions. 

Mr. Gibbons. I understand. 

Mr. Armey. It is an important question. We are concerned with 
distributional impacts. The fairness issue is very much a para- 
mount issue, and we are seeking additional distributional studies, 
and we are not insensitive to that point. 

The question of border adjustability is, I think, a big question. 
There are many people who think it is necessary and desirable to 
have a new tax system that accommodates to a desired border 
adjustability. I am not one of those people. 

There are two fundamental reasons why I don’t share an enthu- 
siasm for border adjustability. One, on the practical side, I don't 
think it will work; and my view that efforts at border adjustability 
to the Tax Code will not work are shared by a great many econo- 
mists, not the least of whom are Dale Jorgensen, chairman of the 
Harvard department who testified before this Committee, and Mi- 
chael Boskin at Stanford, who convened a discussion on this sub- 
ject by a great many economists, in which they made that agree- 
ment. That, I think, is a question we will have to address in terms 
of its feasibility. 

My other reason for not sharing the enthusiasm for border 
adjustability is, I don’t think it is the right thing to do. I don’t be- 
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lieve it is necessary, I don’t believe it is right, and I don’t believe 
it will work anyway. 

Why do I think it is not the right thing to do? Because I don’t 
think it is appropriate to make American-made products less ex- 
pensive to foreigners than to American consumers, I am driven in 
my understanding of government policy; my concept of the public 
interest is given to me by Adam Smith in his great book ‘The 
Wealth of Nations,” where he says consumption is the sole purpose 
of all economic activity, and to the extent that government attends 
to the affairs of the producer, it should only do so on behalf of the 
consumer. I believe that border adjustability doesn’t comply with 
that definition of public interest. 

And finally, I have to say in all candor, border adjustability 
smacks to me as dumping through the Tax Code, and I am not sure 
it is within the spirit of a free or even, for that matter, fair trade. 
So this is going to be a lively discussion. There are sincere, well- 
intentioned feelings on both sides, but I feel it is only right for me 
to be candid. 

Mr. Gibbons. Let me address border adjustability with you for 
1 minute. 

I realize it is controversial, but every industrial nation adjusts at 
the border except us and Australia. And for the life of me, I can’t 
get through my skull the fact that if we remain out of step with 
everybody else that we are going to suffer from it by the loss of jobs 
and job opportunities and markets; and I made the same argument 
that you made, sitting almost in the same place you are sitting, 25 
years ago about the fairness to American taxpayers of the goods 
that they are exporting should carry with them the full cost of gov- 
ernment. 

In that 25 years, I have examined over and over my argument 
for that. I still wish the world were organized that way, but unfor- 
tunately, as you and I know, the world is not organized that way. 
And unless we are prepared to pay the huge economic price in jobs 
and job opportunities and wages and all those things, we are going 
to have to get in step with the rest of the world. 

Mr. Armey. I understand. This is a position that you have come 
to through a long time. Two observations: One, I would compare 
the growth rate of the U.S. economy and Australia with any of 
these nations across the globe that have, in practice, border 
adjustability, and I feel confident of what I would discover. 

And two, insofar as we talk about we need do this because other 
nations do it, I would first say, yes, Germany for example wants 
to increase taxes on their citizens in order to give tax breaks to 
Americans; I would say as long as the German people let them get 
away with it, I want to encourage them to do so. Insofar as I 
should do it because they do — in an attempt to be humorous, I 
tried that line on my mama once, and she said — so we will debate 
this further, and I hope you will not think I am being just frivo- 
lous. 

Mr. Gibbons. I understand. Thank you. 

Chairman Archer. Mr. Running, 

Mr. Running. Thank you, Mr. Chairman. 
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Mr. Armey, you quoted some other economists that happen to 
agree with you about the flat tax. I probably could line up 10 
economists here and get 20 different opinions. 

Let me ask you the question that I worry about on a flat tax. 
How do we try to capture the cash economy with a flat tax? 

It seems to me that we have an economy in the United States 
that caters to those who may not comply with the laws, and some- 
times there is an awful lot of bartering and trading done and direct 
cash that never appears as income and therefore is not taxed. 

Mr. Armey. There is no doubt about it. 

Mr. Bunneng. How do we get to that? 

Mr. Armey. There are basically two types of cash transactions 
that we would like to try to capture. One, of course, is the illegal 
transaction, a perfect example being the drug dealer, and, of 
course, people who are criminals simply don’t pay taxes. 

Now, it is argued that if in fact you have a national sales tax, 
the drug dealer will pay taxes because that money he earns is 
spent for Cadillacs or automobiles whatever, and they pay the tax 
then, but every dime a drug dealer earns is a resultant dime from 
the purchase of drugs by somebody else. So the sales tax does not 
apply in the sale of the drugs, only in the purchase. 

So in either case, if you have two people at $50,000 under an in- 
come tax, the person who buys the drugs pays taxes on $50,000, 
the person that sells the drugs does not. If you have a national 
sales tax, the person that sells the drugs pays $50,000 on income, 
the person who buys the drugs or those people who buy the drugs 
do not, so you don’t do a better job one way or the other. 

Now, the question is, how can you diminish the underground 
economy that is not criminal, if I may, that are not engaged in ille- 
gal activities, the plumber? 

Mr. Running. Well, I would say to my friend from Texas, even 
those are criminal. 

Mr, Armey. Let me say a normal, everyday, law-abiding person 
that goes out and does a job on Saturday and takes cash payment, 
you know, he is not 

Mr. Running. Doesn’t claim the cash payment? 

Mr. Armey. That is 

Mr. Running. That is criminal. 

Mr. Armey. That is criminal, I understand, but this is a person 
who is not criminal in the ordinary course of his life. 

Let’s say the plumber that does a weekend job on Saturday col- 
lects $1,500 from taxes. The fact of the matter is, again, the person 
that paid him the $1,500 under sales tax is not paying taxes on 
that; he is not going to collect the $1,500 to report $1,500 in sales, 
and submit the taxes. 

So now the question is, I believe that most Americans want to 
obey the tax laws, but mven the Tax Code as we know it today, 
believe this is a Tax Code that has a break in it for everybody but 
me, so I will give myself a break, and they go do that extra week- 
end job. Furthermore, they believe that the Tax Code is so complex 
and the IRS must track so many billions of data points they 
couldn’t catch me anyway. 

Now, most of us if we think we can do something that we are 
justified in doing and won’t get caught doing it are probably going 
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to do it. Now, in the flat tax they know with a dead certain under- 
standing, Hey, I am being treated fair, there is no break for some- 
body else that I am not getting, we are all getting the same breaks, 
so I have no justification, plus the fact that the IRS has so few data 
points to track, they would probably catch me anyway. And I am 
willing to argue flat tax will do more to eliminate the underground 
economy than anything. 

We know by real experience that in the 21 nations that have put 
in the sales tax that tax evasion has become a national pastime, 
and that enforcement has become such a frustrating experience 
that in 20 of the 21 cases the sales tax has evolved into a value- 
added tax. 

Mr. Running. Well, Mr. Majority Leader, I am not going to get 
into the philosophic compliance or noncompliance and all that, but 
the fact of the matter is that the flat tax does not reach the under- 
ground economy. 

Mr. Armey. Nor does a national sales tax. 

Mr. Running. I didn't say it did. We were talking about your 
specific proposal, and it does not get to the underground economy 
any better than any of the others. 

Mr. Armey. Other than the fact that it takes away any incentive 
for doing so. 

Mr. Running. Thank you for your testimony. 

Mr. Armey. Thank you. 

Chairman Archer. Mr. Hancock is not here. Mr. Camp, Mr. Zim- 
mer, Mr. Johnson. 

Mr. Johnson. Thank you, Mr. Chairman. 

Mr. Armey, would your flat tax be based on cash or accrual-type 
method of accounting? 

Mr. Armey. Cash accounting. It is my judgment that the Federal 
Government is and should be on cash accounting. I think the sum- 
mary statement, all taxes are paid by people and paid out of cur- 
rent income flows is a cash accounting. 

Mr. Johnson. So that would cause some restructuring of current 
data collection systems? 

Mr. Armey. Well, it simplifies that. For example, a business sim- 
ply writes down its inventory at the time it purchases it, when it 
expenses capital at the time it purchases, and for business report- 
ing basis, they could go more to a cash accounting basis and less 
to an accrual accounting basis. 

Mr. Johnson. OK. I understand that. 

What would be the estimated loss to American business from the 
absence of any transition relief relating to net operating loss carry- 
over or carryover of previously unutilized foreign tax credits, AMT 
credits or other general business credits? 

Mr. Armey. Can I preface my remarks by saying. Wow? The 
transition is, I think 

Mr. Johnson. I didn’t want them to think I was going easy on 
a Texan. 

Mr. Armey. No, I do understand. The transition as we know, es- 
pecially from the 1986 experience where in fact the transition 
spawned a very wonderfully useful book called “Showdown at Gucci 
Gulch,” transition irrespective of what change we make, and I am 
convinced a change will be made, is critically important. In recogni- 
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tion of that iinportance, I have put together a transition task force 
to study exactly these kinds of questions. 

We must understand and we must premeditate the transition. It 
is not something that I think that can be left at the impulses of 
the moment in a workout session. It must be pretty well premedi- 
tated, worked out ahead of time, and I have a transition task force. 

I cannot answer your question now, but I can tell you that is ex- 
actly the kind of questions we need to work out ahead of time. 

Mr. Johnson. I am glad you don’t know the answer, either. I 
don’t, either. 

Mr. Armey. You are obviously not a good lawyer, then. 

Mr. Johnson. Do you intend to have other taxes along with your 
flat tax, that is, excise taxes? 

Mr. Armey. No, I do not. 

Mr. Johnson. So you would repeal everything? 

Mr. Armey. At the Federal level there would be for general reve- 
nues a simple, flat, direct, honest, fair, lovable flat tax, and only 
that, and then of course we do not change payroll taxes, so they 
would remain in existence as they are. 

Mr. Johnson. OK. Thank you very much. I appreciate your testi- 
mony. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Rangel. 

Mr. Armey. Speaking of lov^le. 

Mr. Rangel. Thank you. 

Under this fair, honest, lovable proposal that you have, if my 
friend Sam Gibbons is right with his statistics that the way it ends 
up, not because you intended to do that, is that the low-income peo- 
ple find themselves paying more because they have to consume 
more of their disposable income than the more blessed people that 
have more money to save, what adjustments are you prepared to 
make, if that is true, to make it more fair and honest and equi- 
table? 

Mr. Armey. Let me just say we have worked very hard on the 
whole question of distributional impact. It is a matter we have 
been concerned about. The first thing I will say again, I don’t think 
Mr. Gibbons is right, but we must study this. 

Now, as I have written the flat tax, as we think we understand 
the distributional impact, first of all, you can make an observation 
that approximately 10 million low-income people are taken off the 
tax rolls. With the generous family allowance we give, a family of 
four must make over $36,800 before they incur any income tax li- 
ability at all. If you take that same family of four, then they pay 
zero tax at $36,800, they would pay about 4 percent of their total 
income in taxes at $50,000 a year, they would pay about 14 percent 
of their total income in taxes at $150,000, and they would pay 
about 16 percent at $200,000, so that 

Mr. Rangel. Is that how you make up for the taxes that are lost 
by dropping the $36,000 people? 

Mr. Armey. Well, with respect to, as it were, the total tax take, 
we think by broadening the base as we do, where in fact after the 
flat tax a greater share of total taxes will be borne by the business 
sector as opposed to the individual sector, that we can get within 
about $40 billion of the current tax rate on the first year. 
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Now, this is again a number that is being contested. My own 
view is we get that close, we can make up the diflFerence with 
spending redfuctions out of a $1.5 trillion and growing Federal 
budget. 

The other area that we need to better understand is, where can 
we utilize savings from compliance costs and enforcement costs in 
helping with the revenue enhancement? And finally, if we are not 
at the right number that makes it revenue neutral, we have got 
two points of adjustment, either the rate or the family adjustment. 

Mr. Rangel. How would you treat the charitable organizations, 
the not-for-profits? 

Mr. Armey. In the flat tax there are neither itemized nor stand- 
ard deductions. That playingfield is simply removed from the Tax 
Code, and of course along that, charitable deductions go as well as 
any other itemized deduction. 

Mr. Rangel. Well, how is that justified if it is agreed that the 
Federal Government should not be involved in providing too much 
assistance in terms of health and welfare and that those closer to 
the problem should have better answers, like mayors and Grov- 
ernors, and then if we don't mandate that they do it because that 
would be unconstitutional, I think ultimately we say that the peo- 
ple who don't get the services, that is what charitable organizations 
are for. I think that is where it ends up in the Contract. 

Now, if the charitable organizations already feel and have sub- 
stantial evidence and support that they are carrying a heavy bur- 
den as it is now, and if Mr. Gingrich is right that people want to 
take care of those who are truly needy by making contributions to 
them as traditionally we have, why would you not make it easier 
for people to contribute money to tne last safety net that would be 
out there under your Contract? 

Mr. Armey. Let me say, first of all, we studied on this. This was 
a very important question. We were worried about it a great deal. 
We have discovered a couple of things. 

One, less than 50 percent of charitable contributions made in 
America today are declared on tax returns. That surprised us. 

Two, during the eighties when the tax value of a charitable con- 
tribution was substantially reduced and understanding what the 
tax regulations related to it was severely confounded to the point 
where I am now in a position for the first time in my life to make 
a significant charitable deduction through the royalties of a book 
I have just written, all of which are pledged to charity, but I can't 
yet understand under the tax law how I can make those charitable 
deductions without paying taxes on those charitable deductions. I 
am working on it, I can assure you. But during the eighties, in 
fact 

Mr. Rangel. You are working on trying to get a tax deduction 
for making a charitable contribution now? 

Mr. Armey. You know, with all due respect, I don’t mind giving 
away the money that I will earn on the book. I don’t think I want 
to pay taxes out of my meager earnings elsewhere on that money. 

Mr. Rangel. You think this is a good thing to do, to encourage? 

Mr. Armey. Under current tax law, I could do that. Of course I 
think it is a good thing to do. But the wonderful thing about the 
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eighties is that during the eighties charitable giving more than 
doubled even while the tax value of a charitable gift was reduced. 

Now, I said earlier 

Mr. Rangel. But in the eighties because — and I know that light 
is on so I have got to get out of here — but in the eighties we were 
providing all of these New Deal socialistic-type of programs as they 
do in Europe, and now that type of thing will not be existing on 
the Federal level, as it relates to my city and State, less than that. 
So that safety net is going to be really needed. 

Mr. Armey. Well, let me again say, first of all, you are absolutely 
right, during a period of time when the Nation might have per- 
ceived less need for charitable giving because of the massive expan- 
sion of social services of the government, the charity in the heart 
of the American people still expanded by more than double. 

Now, I would say given the nature and character of the American 
people as I know them, during the decades of the first 10 years, 
the first decade of the next century after we enact this tax, in a 
growing economy you are going to see that expansion of charitable 
giving even more so, if in fact there is a need for it. 

If you are concerned that there is going to be a reduction in so- 
cial services through government expenditure in the next decade, 
then obviously we would be concerned to have that Tax Code which 
would most encourage increased charitable giving. I think the flat 
tax is that Tax Code. 

Chairman Archer. The gentleman’s time has expired, 

Mr. McCrery. 

Mr. McCrery. Thank you, Mr. Chairman, 

And thank you, Mr. Leader, for joining us today. You really have, 
I think, a well-thought-out plan — much better thought out than 
most critics would give you credit for. 

The flat tax sounds simple, and it is in many respects, but the 
depth to which you have gone to explain how this is similar to a 
consumption tax and how it promotes economic growth are things 
that Members of this Committee are going to be vitally concerned 
with. So we appreciate very much your coming and explaining 
those things to us. 

I would like to give you an opportunity to explain a little further, 
though, how this would impact on the economy, because, after all, 
if we are concerned about low-income people, if we are concerned 
about the poor, many of us believe the best way to address those 
concerns is to grow the economy and to create more and better- 
paying jobs in this country. Mr. Gibbons has talked about that 
today as one of his concerns. Would you explain to us how your flat 
tax would impact the economy? 

Mr. Armey. Yes, and it is very important part of — Professors 
Hall and Rabushka, for example, estimate that under the flat tax 
the income of the typical American family would be $7,600 higher 
by the year 2002. 

How would that happen? It seems to me one of the most impor- 
tant things we do, obviously we provide incentive for savings and 
investment, but one of the very critically important things we do 
is the expensing of capital purchases. Our most high-growth, dy- 
namic areas of the American economy are in these rather mysteri- 
ous worlds of electronics and computers where the rate of techno- 
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logical innovation is just mindboggling. To expense capital would 
make it more possible for more often a person to keep pace with 
the march of technology, knowing that they are putting on line ma- 
chinery that in 2 years may be obsolete, but they expense it today, 
they can recover in time to keep that pace. 

The fact of the matter is economic growth is born out of an ex- 
pansion of capacity through capital accumulation, but more impor- 
tantly, out of an expanding of the capacity of the capital through 
productivity increases, which is the growth of scientific and engi- 
neering knowledge as innovated in the capital which then brings 
the labor along. As the labor enjoys greater productivity, their 
wages go up, we get greater total output, national income goes up, 
and of course there accrues to the State greater tax revenues. 

So this is very much savings-and-capital-accumulation friendly, 
and now, in addition to that, there are the incentive factors that 
we have in that. There is a greater encouragement on the part of 
the individual to save and to make investments and to continue to 
nurture investments because of the end of the estate tax, which I 
think is an incentive factor that I think should not be overlooked. 

Many of us work all our life and just when we get to those areas 
where our productivity and our gains and our ability to push a $1 
million concern to the $2 or $3 million level, we accept the tradeoff, 
we will quit now because if I do build this bigger, it will just go 
to the government. If, in fact, we are at that point, we say should 
we go on, and the answer is, Well, it will all go to our grand- 
children, I think there will be an important incentive to cap off 
your work life with that growth thrust at the end. 

Mr. McCrery. Will you very eloquently explain how your pro- 
posal would increase productivity? In the next century this is cer- 
tainly going to be important as we compete with China and the Eu- 
ropean Community, and others. 

Mr. Armey, My own view, incidentally, is that increased produc- 
tivity and the ability to keep pace at a faster rate will do more to 
improve the balance of payments than border adjustability will. 

Mr. McCrery. I think the support that you have among the eco- 
nomic community is substantial, more so than Mr. Running might 
have intimated. 

One thing you left out in your analysis, though, is that we need 
more workers in the work force if we are going to compete in the 
next century. The only way to get more workers in the work force 
is to create more jobs. I think you have already stated that your 
proposal has the potential to create many more jobs in our econ- 
omy. 

One last question, would you, as briefly as you can, explain how 
your flat tax proposal is similar to the Nunn-Domenici proposal 
and similar to a consumption tax? 

Mr. Armey. I believe that the one thing that I would congratu- 
late all the proposals for is that they do a much more inclusive job 
of capturing the entire income flow of America in the tax base, and 
I think every proposal should be commended for that. 

I think the Nunn-Domenici proposal is clearly pointed at encour- 
aging savings. My own view is that we do that more directly, more 
effectively in the flat tax, but I think there is a similarity. 
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I think other than the similarity of the tax base that there is a 
fundamental difference between the income tax, flat tax, and the 
sales tax. I try to characterize that difference this way. 

The flat tax is a tax that is levied on incomes generated from the 
production process. The sales tax is a tax that is levied on produc- 
tion outcomes, and I think they are remarkably different ap- 
proaches to the Tax Code, so I dare say I see little similarity be- 
tween the sales tax and the flat tax. 

Mr. McCrery. But 

Chairman Archer. The gentleman’s time 

Mr. McCrery. But Nunn-Domenici and yours 

Mr, Armey. In the sense that we are both very much interested 
in encouraging savings. Nunn-Domenici I don’t think taps into the 
essential anger of the American people, which is “I don’t like this 
Tax Code.” 

Chairman Archer. The Chair would like to be able to conclude 
the Majority Leader’s presentation by the time that we leave for 
this vote because the Minority Leader is due to come very shortly. 
I don’t want to cut anybody off, but we do have to move along, 

Mrs. Kennelly, we will recognize you hopefully for a short inquiry 
and short answers, and then we will see where we are, whether we 
need to go to vote at that time and release the Majority Leader. 

Mrs. Kennelly. Thank you, and welcome, Mr. Majority Leader. 

Mr. Leader, when I look at your proposal or as much as I have 
been able to see of your proposal, I see there are no deductions for 
State and local taxes. Now, I look at my own State of Connecticut 
which has high taxes, has a State income tax and has high prop- 
erty taxes, then I look at your State of Texas. It is well known that 
it is fortunate and doesn’t have a State income tax, but you do get 
a great deal of revenue from oil and gas royalties. 

In your flat tax, how would we avoid having a shift of resources 
to Texas from places like Connecticut or Massachusetts or New 
York? Is there a transition in your proposal that I haven’t seen, or 
how do you address this that this won’t happen? 

Mr. Armey. Well, I don’t really know what you can do to save 
any State from the construction of its own Tax Code, but I would 
say if I can, the State of Connecticut is a State that is going to be 
much better off as a State and as a people within the State if they 
are living in a growing, dynamic flat tax world than they will be 
if they live in the static, complex tax world we have today. 

It strikes me that the manner in which the various States fi- 
nance their State governments will always be a function of the re- 
sources available to that State to draw upon, and I am not sure 
how you can change that. 

Now, if you are talking about the movement of people between 
States, there are many impulses that cause people to move from 
one State or another. For example, a right-to-work State is likely 
to attract business and industry from a State that doesn’t do that. 
So I do think regional differences will have to be worked out by 
States as they pursue their most prosperous State configuration to 
meet their desires. 

Mrs. Kenn>:lly. Thank you. 
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I think my point was there is no way we can figure out how we 
can get natural assets like oil and gas, and we woriy ahK>ut this 
as a flat tax comes. 

One quick last one, Mr, Leader, since you are the Majority Lead- 
er and vou have so much influence, when do you think we will be 
seeing this come up before us? 

Mr. Armey. Again, the Committee will march at its own pace, 
there is no doubt. Certainly the same is true of the Finance Com- 
mittee. Whatever is done in tax reform will be done through the 
normal workings of the committees of jurisdiction who have in fact 
not only the jurisdictional right and obligation but the expertise. So 
that my own personal prediction is that a major tax reform will 
probably be completed sometime in 1997 at the latest. That is just 
my guess. 

Mr. Rangel. Is that after the election? 

Mr. Armey. Again, that is my best guess, I don't know. I mean, 
if the Committee decides to march to a faster drummer, certainly 
I will do my best to try to keep up. 

Mrs. Kennelly. Thank you. 

Chairman Archer. We have time for one brief question from the 
gentleman from California, Mr. Merger. 

Mr. Merger. Thank you very much, Mr. Chairman. 

Again, Mr, Leader, I want to thank you, I just have concluded 
a series of townhall meetings and again the enthusiasm at the 
thought of actually completely restructuring our tax system has a 
tremendous amount of support out in the heartland of America. 

My question to you would be, would you consider — as I under- 
stand your plan, the flat tax, everyone is paying the same rate. 
There really isn't any incentive for someone to go out at a time 
when we are purposely moving away from the welfare state and at- 
tempting to encourage our people to donate more to charities, to go 
out and put his extra dollars into a luxu^ car or to, say, donate 
to his tithing or donate to some other charities. 

Would you consider perhaps changing your plan to have a deduc- 
tion for charitable contributions to encourage charitable deductions 
as opposed to buying a luxury car? 

Mr. Armey. The short answer is I would not. The flat tax, you 
either — if you allow one exception, you have built the best excuse 
for the next exception. 

Let me just say, finally, I profoundly believe that charity is found 
in the hearts and the sense of well-being of the American people, 
and if we give them a growing, prosperous economy, charity will 
flow at a much greater rate than it can ever be made to flow by 
tax incentives. 

Chairman Archer. The Leader is excused. The Committee will 
stand in recess until after this vote. We will come back imme- 
diately and reconvene. 

[Recess.] 

Chairman Archer. The Committee will come to order. 

Mr. Minority Leader, we apologize to you for not being able to 
take you earlier this morning as was originally expected. We have, 
obviously, a lot of Members who want to ask a lot of questions, and 
it has been difficult to move the process along, but we welcome you 
to the Committee. We are pleased that you could adjust your sched- 
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ule and come back and be with us, and we are delighted that you 
are going to present to us your ideas of what we ought to do to, 
what welike to call, replace this current income tax system. So you 
may proceed. 

STATEMENT OF HON. RICHARD A. GEPHARDT, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF MISSOURI 

Mr. Gephardt. Thank you, Mr. Chairman. I fully understand the 
problems in a Committee like this. I served on the Committee, and 
I know that everyone wants to ask questions, and they should, and 
this is a very important issue, and I commend you and the Mem- 
bers of the Committee for taking on this big task, along with all 
the other big assignments that this Committee has right now. 

I would like to offer my testimony. I may not say every word 
here, and if I don't, I would be happy if you would take my testi- 
mony as it is written. 

Chairman Archer. Without objection, your entire testimony will 
be inserted in the record. 

Mr. Gephardt. I thank the Chairman. 

Mr. Chairman, Members of the Committee, I believe and have 
believed for a long time that we have a need to completely rebuild 
a very complex, a very confusing, and confounding tax system that 
is not serving the needs of average, hardworking Americans. We 
need to do it in a way that preserves the cornerstone not just of 
our tax system but of a decent, civil society, that those who have 
prospered the most have an obligation to shoulder more of society's 
burdens. It is a progressive principle that I believe is as old as the 
Bible itself 

As you all know, I am not a stranger to tax reform. Since my 
very first term in Congress, as a Member of this Committee, I have 
worked to make our Tax Code simpler and fairer, to end the sea 
of redtape that swamps our economy, overwhelms our taxpayers, 
and takes a veritable team of lasers and accountants to navigate. 

Without many of the people in this room, including the Chair- 
man, the Ranking Member, and others, working in a broad, biparti- 
san fashion, we never would have succeeded in passing the 1986 
Tax Reform Act, which at least tried — didn't succeed entirely — but 
it tried to make our system more accountable, more reasonable, 
and more understandable. But we have a long way to go and much 
yet to accomplish. 

That is why I am grateful for this hearing and for the leadership 
of Chairman Archer, who is using Congress' oldest Committee to 
advance this Congress’ most important new idea. We may disagree 
on certain principles and on certain details of the tax system that 
we want for this country, but we all agree that today's system is 
indefensible and unacceptable. By starting this debate, you are say- 
ing to the entire country that we can do a lot better, and I am con- 
fident that we will. 

Let me be very clear about my purpose today. I believe we need 
a simpler and fairer tax system, and I believe we need to desi^ 
that system to help average, hardworking families, not just the 
privileged and powerful corporations or special interests. The fact 
is, if you don’t have a team of experts on your side, it is pretty hard 
to find your way through the maze that is known as our Tax Code. 
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Today, an astonishing 49 percent of Americans are forced to hire 
professionals to help prepare their returns. Nearly 1 million Ameri- 
cans using the 1-page EZ form feel they need professional help to 
fill out that supposedly simple form. 

If you ask me, that is the most damning statistic about our tax 
system. For many people, even the EZ form is far from easy. 

But if you look beyond the percentages, it is the perceptions of 
our tax system that are the most damaging. When I go door to door 
in my district in St. Louis, when I talk to the people who are work- 
ing two or three jobs and extra part-time jobs to pay their bills, I 
find a deep anger and resentment at a system that favors the tax 
experts and insiders at the expense of average families. And I have 
to admit that I find that to be a legitimate anger. 

Our tax system was intended to collect tax dollars fairly, simply, 
and broadly, to pay for crucial public purposes. Today it is a test 
of legal brain power, an accountant's decathlon, a treasure hunt for 
hidden deductions and arcane tax breaks. 

We need a tax system that works for ordinary people. We need 
a tax system that doesn't require a CPA to fill out the forms, and 
we need a tax system that doesn't have so many inducements, in- 
centives and restrictions that it tries to micromanage the economy 
to a point where I think it creates a drag on economic growth. And 
for all the problems with the current system, we need to make this 
a debate not about bashing government but about improving it. 

Quite frankly, we are not going to achieve those goals by toying 
and tinkering at the margins, in my opinion, as we have done 
sometimes in the past. I think it is time for massive, radical change 
of our tax system. 

Next month I will be offering a detailed proposal for a fundamen- 
tal overhaul of our entire Tax Code so that we have fewer rates, 
fewer loopholes, less paperwork, and lower tax rates for all Ameri- 
cans. I look forward to comparing it with proposals such as yours, 
Mr. Chairman, and Mr. Armey's Hat tax, and Mr, Gibbons’ tax pro- 
posal. 

We need an open and vigorous debate. As that dialog begins, let 
me simply focus, in closing, on a few broad principles that are 
shaping my plan because they differ in important ways from some 
of the principles behind the Republican plans that have been ad- 
vanced. 

The basic difference is this. My tax plan will be progressive, not 
regressive. My tax plan will maintain a longstanding tax tradition 
that those who have the most in our society, those who have pros- 
pered more than anyone else should pay a little more. 

Given the choice between maintaining a balance where million- 
aires pay a little more in taxes or asking strutting families to pay 
more, I believe we should continue to ask the millionaires to shoul- 
der their fair share of the burden. 

Mind you, I am not talking about raising taxes on anyone, just 
maintaining the progressive principle that has always been at the 
heart of our tax system. That is my basic problem with the main 
Republican tax reform proposals. They do a lot to simplify the tax 
system, and that is good. But in the process, they offer a large tax 
break to the wealthiest Americans, making the overwhelming ma- 
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jority of Americans pay more taxes than they should, certainly 
more than they would under my and other plans. 

With due respect, let me suggest that the flat tax proposed by 
Republican Leader Armey is actually an army of perks for the priv- 
ileged. It doesn’t tax what we call unearned income, which can 
amount to untold millions in dividends and capital gains. And by 
offering only one tax rate, 17 percent of earned income, it gives a 
huge break to the wealthiest Americans. 

The only way to pay for this kind of tax break is to raise the 
taxes for working families and the middle class, or to significantly 
increase the deficit, both of which I think are unacceptable. 

I feel that this approach is wrong. I think the tax breaks should 
go to people who need them: Working families and the middle-in- 
come people. And the notion that the benefits of this kind of tax 
giveaway will trickle down to the rest of the people has been so 
thoroughly discredited and disregarded by economic opinion that it 
is simply not a sound basis for public policy. 

I have a similar problem with Chairman Archer’s notion of a na- 
tional sales tax, a tax on spending as opposed to earning. By defini- 
tion, it taxes far less of the income of those who have the most and 
far more of the income of working families and the middle class be- 
cause they spend a higher proportion of their total earnings to get 
through each week and each month. And Chairman Archer’s plan, 
in my view, has none of the redeeming features of Congressman 
Gibbons’ consumption tax, which shares the commitment to a pro- 
gressive tax system and one which does not redistribute income 
among the various income classes. 

We cannot go back and should not go back to a tax system that 
echoes the 19th century. I think we need a 21st century progressive 
tax. This is the central guiding principle of my plan. It will be 
staunchly and unapologetically progressive. 

My plan will be dramatically simpler and easier than today’s tax 
system. It will focus on collecting more of the taxes that are due 
because today’s system, with its mind-numbing complexities, en- 
courages tax evasion. It will not exempt unearned income because 
most Americans would agree there is no reason stock dividends 
should go untaxed while hourly wages are fully taxed. 

It will be a plan that promotes economic growth and lets hard- 
working families keep more of what they earn without the kind of 
micromanagement and complex incentives that only take away 
more deductions from the marketplace and put them in the hands 
of the government. 

It will be a plan that does not change the deficit, explode the def- 
icit, increase the deficit, unlike some of the proposals that are on 
the table. This is an issue that we ought to discuss in every budget, 
but it should not be confused with a discussion of tax reform. 

It will be a plan that does not redistribute income from the mid- 
dle class to the wealthy or vice versa. My plan is not designed to 
raise taxes on any income group, period, but it will not give a large 
tax giveaway to the wealthy. 

Finally, in my view, families will save more when they have 
more. If you are barely making ends meet and if you are saddled 
with debt such as loans, student loans, car loans, and a home mort- 
gage, you can’t save, no matter what the incentive. But by focusing 
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on letting these families keep more of what they earn, I believe we 
can do more to increase savings than any tax loophole or tax in- 
ducement. 

In closing, I just want to leave one thought. We can and must 
work toward a bipartisan consensus on tax reform. We m^ begin 
in different places. We are certainly going to have some differences 
in our plans, but we must seek a common ground defined, in mv 
view, by principles similar to those that we have outlined whicn 
can give us a Tax Code that is simpler and fairer. We don’t have 
to choose between these goals. We have to pursue both. 

To do that, we have got to educate the American people about 
the real consequences of each and every proposal that is on the 
table. When we do, I believe we will find an astonishing amount 
of support for a tax system that is flatter but not flattening for 
working families, a tax system that doesn’t submerge its fun- 
damental fairness for the sake of oversimplification instead of sim- 
plification, a tax system that takes what is needed to educate our 
children, pave our roads and care for our elderly and other essen- 
tial public purposes that we can agree on, but leaves the rest right 
where it belongs, in the hands of the American people who earned 
the wealth. 

I thank you for listening. I admire your Committee for again tak- 
ing on this mgantic task. I remember how hard it was in 1986. It 
was a bear, out we did make the Code I think better, but we need 
to do more, and I am convinced this Committee and this Congress 
has the capability to do that. 

[The prepared statement follows:] 
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TESTIMONY BY HOUSE DEMOCRATIC LEADER RICHARD A. GEPHARDT 
COMMITTEE ON WAYS AND MEANS 
IpARING ON TAX REFORM, 1 100 LONGWORTH H.O.B. 


Chairman Archer and members of the Committee: 

1 thank you for the opportunity to testify this nx>nung, to talk about one of the most 
crucial issues before this or any other Congress — 

The need to rebuild a tax system that is simply too complex, too confusing, too 
confounding to serve the needs of average hard-working Americans — 

And the need to do it in a way that preserves the very cornerstone not just of our tax 
system, but of a decent, civil society — that those who have prospered the most have an almost 
sacred obligation to shoulder more of society's burdens. It's a progressive principle that is as old 
as the Bible itself. 

As you all know, I’m no stranger to tax reform. Since my very first term in Congress — as 
a member of this very committee — Tve worked to make our tax code simpler and fairer — to end 
the sea of red tape that swamps our economy, overwhelms too many taxpayers, and often takes a 
veritable team of lawyers and accountants to navigate. 

Without many of the people in this room — working in a broad, bipartisan fashion - we 
would never have succeeded in passing the 1986 Tax Reform Act, which at least tried to make 
our tax system more reasonable and more understandable. But it left us with a long way to go, 
and too much yet to accomplish. 

That's why I am grateful for this hearing, and for the leadership of Chairman Archer, who 
is using Congress's oldest committee to advance this Congress’s most important new idea. We 
may disagree on certain principles or details of the tax system we want for this country, but we all 
agree that today's system is unacceptable and indefensible. By starting this debate, you are saying 
to this entire country that we can do a lot better. And I'm confident that we will. 

Let me be very clear about my purpose here today: I believe we need a sin^ler and fairer 
tax system. And I believe we need to design that system to help average, hard-working families — 
not the privileged and powerful corporations or special interests. 
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The fact is, if you don't have a team of experts on your side, it's pretty hard to find your 
way through the maze of our tax code. Today, an astonishing 49 percent of Americans are forced 
to hire professionals to prepare their taxes. Nearly a million Americans using the one-page "EZ” 
form feel they need professional help. 

If you ask me, that’s a damning statistic. For many people, even the “EZ" form is far from 

easy. 


But if you look beyond the percentages, it’s the perceptions of our tax system that are the 
most damaging. When I go door to door in my town of St. Louis -- when I talk to the people 
who are working two or three jobs, and extra part-time jobs just to pay the rent and put food on 
the table — 1 find a deep anger and resentment at a system that favors the tax experts and insiders 
at the expense of average families. And 1 have to admit that 1 find a lot of that anger legitimate. 

Our tax system was intended to collect tax dollars fairly, simply, and broadly, to pay for 
crucial public purposes. Today it is a test of legal brainpower, an accountants’ decathlon, a 
treasure hunt for hidden deductions and arcane tax breaks. 

We need a tax system that works for working people. We need a tax system that doesn’t 
require a C.P.A. just to fill out the forms and get a fair shake. 

We need a tax system that doesn’t have so many inducements, incentives, and restrictions 
that it tries to micromanage our economy, to the point that it creates a drag on economic growth. 

And for all the problems with the current system, we need to make this a debate not about 
bashing government, but about in y roving it. 

Quite frankly, we’re not going to achieve these goals by toying and tinkering at the 
margins, as we have done so often in the past. It’s time for massive, radical change. Next month, 
I will be offering my own proposal for a fundamental overhaul of our entire tax code — so that we 
have fewer rates, fewer loopholes, less paperwork, and lower tax rates for all Americans. 

1 look forward to comparing it with proposals such as yours, Mr. Chairman, and Mr. 
Armey’s Flat Tax.” We need an open and vigorous debate. As that dialogue begins, let me focus 
today on the broad principles that are shaping my plan, because they differ in important ways fixtm 
the principles behind every Republican plan that has been advanced. 

The basic difference is this: my tax plan will be progressive, not regressive. 

My tax plan will n^aintain a longstanding tax tradition in this country: that those who have 
the most in our society, those who have profited and prospered more than anyone else, should 
have to pay a little more. 
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Given the choice between maintaining a baJance where millionaires pay a little more in 
taxes, or asking struggling families to pay more, I believe we should continue to ask the 
millionaires to shoulder more of the burden. 

Mind you, I’m not talking about raising taxes on anyone -- just maintaining' the 
progressive principle that has always been at the heart of our tax system. 

This is my basic problem with the main Republican tax reform proposals. They do a lot to 
simplily the tax system -- and that’s a good thing. 

But in the process, they offer most of the breaks to the wealthiest Americans, making the 
overwhelming majority of Americans pay more taxes than they should -- certainly more than they 
would under my plan. 

With all due respect, let me suggest that the Flat Tax proposed by Republican Leader Dick 
Armey is actually an army of perks for the privileged. It doesn’t tax what we call “unearned 
income” -- which can amount to untold millions in stock dividends and capital gains. 

And by offering only one tax rate — seventeen percent of earned income -- it gives a huge 
tax break to the wealthiest Americans. The only way to pay for this kind of upper-income tax 
break is to raise taxes for working families and the middle class, or to significantly increase the 
deficit - both of which are completely unacceptable. 

I feel strongly that this approach is wrong. I think the tax breaks should go primarily to 
the people who really need them — working families and the middle class. My guess is that -most 
Americans don’t even realize that the Armey Flat Tax is actually a major tax giveaway for the 
wealthy. 

And the notion that the benefits of this kind of tax giveaway will somehow “trickle-down” 
to the rest of us has been so thoroughly discredited — so completely disregarded by mainstream 
economic opinion — that it is simply not a sound basis for any public policy. 

1 have the same problem with Chairman Archer’s notion of a national sales tax -- a tax on 
spending, as opposed to earning. By definition, it taxes far less of the income of those who have 
the most, and far more of the income of working families and the middle class, because they have 
to spend a higher portion of their total earnings to get through each week. 

And Chairman Archer’s plan has none of the redeeming features of Congressman 
Gibbons’s consumption tax, which shares the Democratic commitment to a progressive tax 
system, and one which does not redistribute income among the different income classes. 

America cannot go back and should not go back to a regressive tax system that echoes the 
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19th Century. Instead, we need a new 21st Century progressive tax. 

That is the essential guiding principle of my plan. It will be staunchly and unapologetically 
progressive. 

My plan will be dramatically simpler and easier than today’s tax system. 

It will focus on collecting more of the taxes that are due, because today's system, with its 
mind-numbing complexities, almost encourages tax evasion. 

It will noi exempt unearned income, because most Americans would agree that there is no 
reason stock dividends should go untaxed, while hourly wages ate fully taxed. 

It will be a plan that promotes economic growth, and lets hard-working families keep 
nK>re of what they earn — without the kind of micromanagement and complex incentives that only 
take more decisions away from the marketplace, and put them in the hands of government. 

It will be a plan that does not explode the deficit — unlike some of the proposals that are 
currently on the table. 

It will be a plan that does not redistribute income from the middle class to the wealthy, or 
vice versa. My plan is not designed to raise taxes on any income group, period. But it will not 
give a large and unaffordable tax giveaway to the wealthy, as several Republican plans would. 

Finally, in my view, families will save more when they have more. If you’re barely making 
ends meet — and if you’re saddled with debt, such as student loans, and car loans, and a home 
mortgage — you often cannot save, no matter what the incentive. By focussing on letting these 
families keep more of what they earn, I believe we can do more to increase savings than any tax 
inducement or loophole. 

In closing, 1 want to be very clear about one thing: we can and must work toward a 
bipartisan consensus on tax reform. We may begin in different places, but we must seek a 
common ground defined, in my view, by principles similar to those I have outlined — which can 
give us a tax code that is both simpler and fairer. We don’t have to choose between these goals; 
we have to pursue both . 

But to do that, we have to educate the American people about the real consequences of 
each and every proposal that is on the table. 

When we do, I believe we will find an astonishing level of support for a tax system that is 
flatter, but not flattening for working families -- 

A tax system that doesn’t submerge its fundamental fEumess for the sake of 
oversimplification, instead of simplification - 

A tax system that takes what is needed to educate our children, and pave our roads, and 
care for our elderly, and other essential public purposes — but leaves the rest right where it 
belongs: in the hands of the American people. 

I thank you for listening — and now I'm happy to take your questions. 


# # # 
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Chairman AiiCHER, Mr, Leader, thank you for your presentation. 
I want to compliment you on a number of counts. First, I want to 
compliment you for laying to rest any question whatsoever that 
might be in the minds of historians that this is the oldest Commit- 
tee in the Congress of the United States. I am grateful. 

Mr. Gephardt. The Members are not the oldest, the Committee 
is the oldest. 

Chairman ARCHER. And second, I sincerely and genuinely want 
to compliment you for coming to us and saying that you will have 
a specific proposal that can be made a part of the mix, that you 
will be engaged in the process, because my sincere hope is that it 
can be bipartisan. I think it is too important to every American as 
to what we do with the method by which we raise the taxes to pay 
the government's bills. 

There are many, many parts of your statement where you and 
I are in complete agreement, and I think we should build on the 
areas of agreement and see if we can't come out with something 
that will truly benefit America and give us a chance to see Ameri- 
cans have the opportunity to realize their hope and dream, which 
is greater real family income, and the opportunity for their children 
to do even better than they have done. 

I think the way we tax can have a mmor impact on that, particu- 
larly in the next century, and as Sam Gibbons has so well articu- 
lated, in our ability to compete in a commercial global marketplace, 
because I am convinced that if we don't give ourselves the greatest 
opportunity to do that and to win that battle that we will see our 
standard of living decline in the next century for Americans. So we 
need to all roll up our sleeves and attempt to reach that halcyon 
position for this country. 

Having said that, I would take just minor exception to your com- 
ment that I have endorsed a national sales tax. I have endorsed 
some form of tax on goods and services rather than a tax on in- 
come, and it may be that something similar to what Sam Gibbons 
has proposed could be the vehicle to accomplish that, but I want 
to look at all of the suggestions, and that is the purpose of these 
hearings. 

Having said all that, I again am pleased that you, as Minority 
Leader, will be engaged. I was very disappointed that the adrninis- 
tration does not wish to be engaged in this process by submitting 
a proposal, and I believe that it is veiy important, in our bifurcated 
form of government, that the President also be a participant with 
the Congress in something that is this important to the future of 
this country. 

So I don't really have any questions to ask of you, and I would 
yield to the Ranking Minority Member, Mr. Gibbons, for any state- 
ment that he would like to make or question that he would like to 
ask. 

Mr, Gibbons. Well, I would like to make a little statement. 

First of all, Mr. Chairman, Mr. Gephardt, I welcome you here, 
I remember your distinguished service on this Committee. You 
have joined a whole rank of distinguished alumni of this Commit- 
tee, Presidents, Vice Presidents, Speakers, Chief Justices, and we 
are proud of you. Right now you are the oldest, most distinguished 
active alumnus that we have, and you are not very old, but of all 
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the people still in active political life, you are the most distin- 
guished alumnus we have. We are proud of you. 

Second, I want to express my personal appreciation for your hav- 
ing put our Democratic Party firmly in the position of wanting 
change in the system. I am sorry that that didn^t come forward in 
the testimony of the Treasury yesterday, but we Democrats do 
stand for change. We are not aefending the old status quo in this 
tax system. We are for change that is under the outlines that you 
presented. 

I am glad that you are entering into the fray again, as you have 
always been in the fray in putting forward proposals. You have 
never been ashamed to put forward a proposal and you usually 
have well-thought-out proposals. So I look forward to that. 

I think the thing that distinguishes your position from Mr. 
Armey's position is that I made some rapid calculations on Mr. 
Armey's position when he was here, and he disagrees with me, so 
I may be wrong. But I figured there are 110 million families in 
America, a little more, a little less. His proposal, and I am trying 
to be conservative now, raises the taxes on the lowest 63 million 
families, but lowers the taxes on the highest 46 million families. I 
don't know whether he intended to do that, but that is my rough 
calculation of what his does. 

Now, yesterday, embedded in the Treasury’s testimony, and they 
had gobbles of it, that is an analysis of it, their figures of Mr. 
Armey’s proposal versus the status quo was even worse, but I don’t 
remember those exactly. I think that unless we recognize that for 
the last 20 or 30 years we have sort of de facto established a bur- 
den sharing, that seems to be accepted as reasonable in the Amer- 
ican system that any proposal that changes that is going to kick 
off one terrific debate about who we are requiring to pay for a 
greater share of government, and I think that we have to be careful 
about that. 

I am not sure that the burden table that I have presented in 
mine is exactly right. I have presented the best that I could get my 
hands on. It may be wrong, but I think we have got to be careful 
as we enter that debate. We are dealing with a lot of people, a lot 
of families, and we are going to need the best guidance we can 
have. 

As I see it right now, the principal defect of Mr. Armey’s proposal 
is one that is not adjustable at the international border. There is 
no argument about that. And, two, it seems to shift the burden 
down markedly on low-income families. 

Mr. Gephardt. Let me say that we all have, and you especially 
have two big, tough threshold questions that we have got to deal 
with as we talk about tax reform. The first one is, what activity 
or event to tax, and that is probably the first decision you have got 
to make. And obviously Mr. Archer and Mr. Gibbons you are think- 
ing about, talking about, trying to intellectually deal with the idea 
of coming off of the income tax at least to some extent and moving 
to taxing other activity somewhere in the economy, and that is a 
very legitimate idea, one that we need to really think through. 

The second tough question is, whichever way we go on that, is 
there a differing burden on people according to their means, and 
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that is a question that goes to the very existence of our tax system 
and has been debated and redebated through the years. 

So you understand where I come from, I strongly believe that 
whichever way we go on the events that we tax, it ought to be ac- 
cording to means, at least to the extent we do it today. I am ad- 
dressing the income tax in my proposal. 

I am trying to get as close as I can to taking all the exceptions 
out, increasing the base to the greatest extent possible, and getting 
the rates as low as humanly possible for everybody, but having dif- 
ferent rates for at least some people. And I am probably headed to- 
ward three rates as opposed to where we are today, and I would 
like to get those rates in every case as low as I can possibly get 
them. 

Mr. Gibbons. Well, may I add just one more caveat here, Mr. 
Chairman. 

Chairman Archer. Certainly. 

Mr. Gibbons. The FICA tax, every economist that has ever testi- 
fied before this Committee tells us that the FICA tax, although it 
appears to be paid half by the employer and half by the employee, 
all comes out of the employee's wages. So the FICA tax is borne 
entirely by the employee, and all of the tables we have about tax 
burden distribution distribute the FICA tax to the employee. 

That means that when you deal only with the income tax in any 
of your calculations, you are overlooking a 15 percent tax on the 
first dollar earned by every person, 15 percent, and the earned in- 
come credit was designed to take away some of the burden of the 
FICA tax on the first dollar. So all calculations that you make in 
changing the tax system have in some way got to impact upon the 
FICA tax as well as the income tax because we are now collecting 
almost half, we are collecting almost as much in FICA tax as we 
are in personal income taxes. 

That is just one of the characteristics of the very complex equa- 
tion we have to solve here, and so I just throw that out as sort of 
an observation of the dilemma we face and the problem we face. 
We have got to take that into consideration as we try to distribute 
the burden equitably and fairly to the American public. 

Mr. Gephardt. I agree. 

Chairman Archer. Dick, can you mve us some idea of the time- 
frame in which you will be able to submit your proposal so that we 
can begin to consider it in the mix here? 

Mr. Gephardt. I am shooting to have it ready in the next 30, 35 
days. That is what I would like to be able to do. 

Chairman Archer. Excellent. Excellent. 

Mr. Hancock. 

Mr. Hancock. Thank you very much, Mr. Chairman. 

That was the first question I had on my mind, is when we could 
anticipate some specifics. We have had specifics from Senator 
Nunn and Senator Domenici. Mr. Gibbons has given us a lot of spe- 
cifics. Actually the value-added is in some foreign countries now so 
therefore we can kind of take a look and see what history has done 
on that. 

Any plan that we do, I think you will a^ee, is going to have to 
have a lot of stroking and massaging, whether it is yours or wheth- 
er it is a value-added or whatever we finally come up with. I am 
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even asking some of the people that are presenting to come up with 
a flow chart showing us where that money would be taxed, who 
would be paying it and that type of thing. 

I do think, though, Dick, you and I have known each other real 
well, I think it would be beneficial to all of us to look at everybody’s 
proposal since none of it is in concrete now, and not criticize trie 
other personas proposal. I think for us to say that what somebody 
else is going to do before it has been stroked and massaged and 
worked around is unproductive. I don’t think it benefits anything, 
anybody, but creates confusion on the part of a lot of people. 

I don’t know that I could support your plan, but I am not going 
to criticize your plan until I see it, and I just believe as a sugges- 
tion that we would all be better off if we got away from trying to 
talk about the rich and the poor and what have you and who is 
going to benefit under any plan and said, look, let’s look at every 
possible option, yours included, Dick Armey’s, Sam Gibbons’, and 
get away from this class warfare type of approach. 

I understand exactly where we are coming from. I also under- 
stand that the people that have worked hard and accumulated cap- 
ital are also the employers, and we have got to make sure that in- 
dividuals continue to have that opportunity to become wealthy and 
to keep enough of their wealth to where they can employ other peo- 
ple and mve them the opportunity. 

So with that suggestion, I hope you will concur that let’s look at 
everybody’s plan before we start being too critical. 

Thank you. 

Mr. Gephardt. I appreciate your thought, and I hope that it is 
possible for the Committee to come up with a common way of eval- 
uating all of the plans so that we can get a good view of what is 
going on. At the end of the day, back, if I remember, in 1986, we 
wound up mixing and matching by the time we got down to really 
putting it together, so you are probably going to be taking features 
out of different plans before you are done. But I think it is impor- 
tant to have a good evaluation of each plan, I agree. 

Mr. Hancock. I think you would agree that the easiest way to 
evaluate it would be through a flow chart approach, what is col- 
lected, who is going to pay, what have you. As of right now I have 
not seen any flow chart approaches to the tax. I just hope it doesn’t 
come up with a flow chart like the health care plan had. 

Mr. Gephardt. Right. 

Chairman ARCHER. Well, I would also chime in very quickly and 
say this. My hope is that whatever we end up with, it will be not 
just reform. The term reform has been used over and over and over 
again in this Committee. And I also hope that we not simply end 
up clipping around the edges or pruning but that we end up with 
something that is a replacement for this system and that will real- 
ly and truly get the IRS more out of people’s lives. 

Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

Mr. Gephardt, you mentioned in your testimony about proCTes- 
sivity and the idea being as old as the Bible itself. I certainly nope 
you weren’t referring to that concept being in the Bible as far as 
forced taxation and a proCTessive nature, because that certainly is 
not a concept that is in the Bible. But I want to address that be- 
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cause I think that is a fundamental issue that needs to be dis- 
cussed in this whole tax system replacement that we are talking 
about here. 

And I address this question, and perhaps you can, the adminis- 
tration wasn’t very forthcoming in their answer yesterday. We talk 
about, obviously you are dealing with the issue of fairness, what is 
fair to pay, what tax rate depending on your income level. Where 
do you get your definition of fairness: 

We had a definition by Mr. Armey today that said that fair is 
when you treat everybody the same. That is his definition of fair- 
ness. Where do you get your definition so that we can determine 
what rate is fair to pay? 

Mr. Gephardt. Through the years we have had a progressive in- 
come tax system. We have made a decision as a country that if you 
are better off, you fairly should pay more of a burden to make the 
government 

Mr. Ensign. Under the same tax rates, don’t you pay more of a 
burden? If everybody pays the same tax rate, don’t they pay more 
of a burden because somebody makes $100,000 versus $20,000, 
they p^ more of a burden? 

Mr. UEPHARDT. It goes back to what Mr. Gibbons was saying, 
with the payroll tax today, everybody pays 6, 7 percent out of their 
income. Now, that is a different thing if you are earning $30,000 
a year or $40,000 a year than if you are earning $4 million a year. 
It is much easier in your circumstance if you are making $4 million 
a year to afford to pay that amount of money, whether it is 

Mr. Ensign. Let’s take that amount of money. Let’s say someone 
is making $1 million a year — we will keep these figures nice and 
round — and that somebody else is making $10,000 a year. 

Now, that person that is making $1 million a year could afford 
to pay a 90 percent tax rate much easier than the person that 
makes $10,000 a year could afford to pay a 90 percent tax rate. By 
your definition, is that true? 

Mr. Gephardt. It is true, but it is a question of what is reason- 
able — 

Mr. Ensign. That is why I am asking where you get your defini- 
tion, so that we can find out. 

Mr. Gephardt. From a consensus that I think we have had in 
our society for a long time. 

Mr. Ensign. That consensus goes up and down. That is why we 
change marginal tax rates. 

Mr. Gephardt. It is interesting — if you look back at history and 
look at how much of income we nave taken with all taxes — State, 
local. Federal, payroll — and you put it in your income classes, you 
will see that there is a stunning sameness to the progressivity 
chart that we have had in existence; and I would call that a con- 
sensus. You can argue that it is not right, and I respect that argu- 
ment, but I am arguing that that consensus has been in effect in 
this country for a long time. 

Mr. Ensign. Let me take it from a different angle. 

The basis of socialism is redistribution of wealth, bring every- 
thing into a common fund and redistribute it so that everybody is 
equal. If you have two farmers, farmer A is here, farmer B here, 
farmer A works 20 hours a week, produces enough to get by, farm- 



539 


er B works about 80 hours a week, produces a lot more crop, 
should farmer B be taxed at a higher rate than farmer A? Just be- 
cause farmer B works harder, produces more, should that person 
be taxed at a higher rate? Or should they be basically taxed at the 
same rate? 

Mr, Gephardt. Well, I don’t accept socialism. 

Mr. Ensign. Isn’t that what progressivity is, it is just a form 
of 

Mr. Gephardt. There are a lot of factors that go into people 
being able to earn more. Some people work very hard and still 
don’t make very much money. My dad was a milk truck driver. He 
worked very hard. I would say he worked as hard as anybody ever 
has in this country, but he didn’t make a lot of money. 

So the issue is, do we want to have a tax system that affects a 
lot of different people in different circumstances, most of whom are 
working very hard, but because of a lot of different things — lack of 
education, lack of having a wealthy family, they don’t make much 
money 

Mr. Ensign. In socialistic countries, they basically start with 
that premise. Just because you are a farmer or a milk truck driver 
or whatever, you are just as valuable to a society as somebody that 
creates 1,000 jobs here; and therefore, they should make the same 
amount of money. 

Mr. Gephardt. I am not arguing for socialism. I am arguing for 
fairness. There is a big difference. 

Mr. Ensign. You haven’t defined how vou get your fairness other 
than a consensus of the population, but tnat is not a definition. 

Mr. Gephardt. People who earn more — I think it is in the Bible, 
maybe not, but to those to whom much is given, much is asked. 

Mr. Ensign. Voluntarily, not forced, not coerced. 

Mr. Gephardt. We have a government that is requiring to have 
funds, to make it operate, to build roads, to do the things that we 
all agree need to be done. The question is, who pays what accord- 
ing to their means. 

You can argue, and I respect the argument, that everybody ought 
to have the same right and that is a very respectable argument to 
make. I don’t agree with it, and that is where our disagreement 
needs to be argued out, teased out, and the whole country needs 
to be involved, because if we are going to do basic tax reform, this 
is a major element that has to be discussed. 

Mr. Ensign. I appreciate your testimony. 

Thank you, Mr. Chairman. The reason that I brought up the 
issue is because I think it needs to be part of the discussion. 

Chairman Archer. Mr. Leader, are you able to spend any more 
time? I was just informed that you needed to leave by 1:20. It is 
now 1:22. 

Mr. Gephardt. I think they have the cane on me so I need to 
go to some meetings I am late for. I deeply appreciate the ability 
to be here and will be happy to come back at another time and en- 
gage in more questions and dialog. 

Chairman Archer. We may accept that offer on your part. We 
thank you very much. 

Mr. Gephardt. Maybe you will have another set of hearings, and 
by that time my specifics will be out there. 
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Chairman Archer, I anticipate that we will. 

Mr, Rangel. Mr. Chairman, as he leaves, may I ask one question 
and get an answer later? 

Chairman Archer. I would hope that the gentleman would sus- 
pend in deference to his Leader, who has to leave. 

Mr. Rangel. You have taken plenty of time. I am trying to help 
you in being openminded about this and look at this in a very bi- 
partisan way. 

I was about to ask my Leader whether or not he knew of any 
proposals coming from the so-called “other side” that dealt with the 
question of — disparity, as you have indicated, must be in the bill 
that you would support. Because if you do know of it, whether it 
is in the Armey bill or any other, I would want to study it over the 
weekend. 

Mr. Gephardt. I don't know, but that doesn't mean it is not 
there. I have seen some Republican Members on the floor this week 
in “1 minutes” saying they had tax reform proposals, and we ought 
to be looking at them all. 

Chairman Archer. I expect we will be looking at a myriad of 
proposals. Thank you very much. 

Congressman Souder is our next witness. Welcome to the Com- 
mittee. We will be pleased to receive your presentation. We would 
appreciate it if you could limit your oral presentation to 5 minutes 
or less and your entire written statement can be inserted in the 
record, without objection. 

Welcome and you may proceed. 

STATEMENT OF HON. MARK E. SOUDER, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF INDIANA 

Mr. Souder. Thank you, Mr. Chairman, for the opportunity to 
testify before you. It is exciting to have a Chairman committed to 
radical tax reform and to changing our Code. 

Before I begin, I also wish to thank our Majority Leader, Mr. 
Armey, whose untiring efforts have made a lot of our flat tax ef- 
forts possible, as well as the pioneer in tax reform. Jack Kemp, who 
has been a personal inspiration in my life. Without Mr. Armey's 
tax proposal, I would not be sitting here today with mine, and 
while Mr. Armey and I may disa^ee on some of the fine points, 
we do agree that the fairest and simplest way to collect revenue is 
a flat tax system. 

Most of us here today would agree that our current tax system 
has failed. Chairman Archer, I agree with your assessment that it 
would be too easy to simply judge a tax proposal against our cur- 
rent tax system without setting certain standards. After all, the 
current Code makes anything look good and, if I may borrow from 
Congressman Armey's statistics, any system that forces its citizens 
to devote 5.4 billion hours and $232 billion only to comply with its 
Code must be a miserable failure. 

A pure flat tax with personal allowances, such as what Congress- 
man Armey is proposing, is the kind of system that will simplify 
the lives or all Americans by creating a flat rate and taxing income 
only once; it will cut down on the tremendous tax bureaucracy and 
it will boost the American economy because of its favorable treat- 
ment toward savings and investments. 
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I have studied this plan and listened to Mr. Armey with respect 
and admiration. I a^ee wholeheartedly with his flat tax premise. 
However, there are issues concerning a pure flat tax that concern 
me. That is why I, along with Congressman Solomon of New York, 
the Chairman of the Rules Committee, and Congressmen Doolittle 
and Baker of California, Foley of Florida, and Barton of Texas in- 
troduced a proposal yesterday that is similar to the one made by 
Senator Specter of Pennsylvania, 

Our legislation is for a modified flat tax, and we have given it 
the name “McFlat.” In what sounds like an unusual name for a se- 
rious tax proposal, we have incorporated the meat of Congressman 
Armey^s flat tax proposal along with deductions for mortgage inter- 
est and charitable contributions — hence McFlat, “M” for mortgage 
and “c” for charitable. 

Before I go into further detail about our plan, let me explain 
briefly why I included those two things. I realize that whenever 
you put deductions in, you could have creeping exceptions. I know 
that even in tax rates, whether it is a VAT, a sales tax, income tax, 
we will face bracket creep to some degree. If there is a continuing 
insatiable demand for government services, we must control spend- 
ing. Any of these kinos of systems can change, but I believe the 
mortgage interest and charitable deductions are critical. 

To incriminate myself a bit, when I came here in January, our 
family decided that we wanted to stay based in Indiana where our 
friends are, where our home is, where our schools are, where our 
family is; and it made a lot of sense. I live in a highrise apartment 
in the area called “Crystal City.” For a long time, I didn’t know 
whether it was in Alexandria or Arlington. I don’t know the schools 
there. I don’t know who is on the city council. I don’t know my 
neighbors. Like most but not all renters, since I don’t own my 
apartment, I do not have the same level of concern about my sur- 
rounding community. That is because I do not have a direct stake 
in that community. 

Owning a home is one of America’s greatest and oldest tradi- 
tions. It is something that most people aspire to all their lives. The 
mortgage interest deduction in our current Tax Code enables many 
of those people to achieve that dream. 

For similar reasons, I feel we must retain the charitable con- 
tribution deduction. Charities and the poor and disabled obviously 
benefit a great deal from the deduction available in the current Tax 
Code. In fact, I have also introduced legislation to increase the 
charitable contribution Peter Drucker proposed a number of years 
ago in the Wall Street Journal. I believe if we don’t do the type of 
changes that are radical, we need to increase the charitable deduc- 
tion in the current Code. We need to have our tax changes blend 
with the other policies we are doing. We are trying to reform gov- 
ernment, back government off, move some services to the private 
sector; and to do that, we need to make sure there are incentives 
for people to keep giving. As a social conservative, I believe it is 
important to have values such as home ownership and charitable 
deductions included in the Tax Code. 

Most of the other components of McFlat are very similar to Mr. 
Armey’s and Mr. Specter’s proposals, such as the 20 percent flat 
rate. Ours is slightly higher than Mr. Armey’s because of the home 
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mortgage and charitable deductions. Mr. Armey’s goes down to 17 
percent after 3 years. There is a question whether his could really 
go down to 17; that is why we are proposing a flat 20 percent rate. 
We are keeping the businessowners’ taxes. Like Majority Leader 
Armey’s, it still goes on one card. There is just one additional line 
for mortgage and one additional line for charitable deductions. We 
cap the mortgage at $100,000 which, in effect, enables people to get 
started. If we go higher than $100,000, we run into questions of 
how to keep the 20 percent flat rate. 

So I believe that while there are differences between the many 
proposals you have heard so far today and will hear — my distin- 
guished colleague and Senator from Indiana, Senator Lugar, has a 
sales tax which he will be talking about later today — we agree with 
your basic point that we need to root out the current system if we 
are really going to make these changes. 

I hope that McFlat provides the “arches,” so to speak, between 
the different plans. 

I know you have many witnesses, I will be happy to take ques- 
tions if you choose. 

[The prepared statement follows:] 
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Testimony of Representative Mark E. Souder 
Committee on Ways and Means 
June 8, 1995 


Mr. Chairman, thank you for this opportunity to appear before the Committee on Ways 
and Means to testify on behalf of replacing the federal income tax. Before, I begin I wish to 
extend my thanks to our Majority Leader, Congressman Dick Armey, for his untiring efforts to 
show Congress and the American people that there is a better way than our current tax system. 
Without Mr. Armey's flat tax proposal, I would not be sitting here today with Senator Specter 
and my proposal. And, while Congressman Armey and 1 may disagree on some of the fine 
points, we do agree that the fairest and simplest way to collect revenue is a flat tax system. 

All of us here today would most likely agree that our current tax system has failed. It has 
failed the middle class, failed the poor, and allowed outrageous loopholes for some of the very 
rich. Through the years, as Americans have suffered one tax increase after another, public 
satisfaction with the federal government has plummeted to all-time lows. While the 
government’s appetite for spending has become insatiable, the public has cried 'uncle.' There has 
got to be a better way. 

Chairman Archer, 1 agree with your assessment that it would be too easy to simply judge 
a tax proposal against the current tax system without setting certain standards. After all, the 
current code makes anything look good. And— if 1 may borrow from Congressman Armey's 
statistics— any system that forces its citizens to devote 5.4 billion hours and 232 billion dollars 
only to comply with its code must be a miserable failure. 

A pure flat tax with personal allowances, such as what Congressman Armey is proposing, 
is the kind of system that will simplify' the lives of all Americans by creating a flat rate and 
taxing income only once; it will cut down on the tremendous tax bureaucracy; and, it will boost 
the American economy because of its favorable treatment toward savings and investments. The 
Armey flat tax would provide taxpayers with the relief that they are looking for and, at the same 
lime, lead to higher productivity and economic growth for all. 

I have studied this plan and listened to Mr. Armey with respect and admiration. I agree 
wholeheartedly with his flat lax premise. However, there are issues concerning a pure flat tax 
that concern me. That is why I. along with Congressman Solomon, the Chairman of the 
Committee on Rules, have introduced a proposal similar to the one made by Senator Sp>ecter of 
Pennsylvania. Our legislation is for a modified flat tax and we've given it the name "McFlat." 

In what sounds like an unusual name for a serious tax proposal, we've incorporated the meat of 
Congressman Armey's flat tax proposal along with deductions for mortgage interest and 
charitable contributions. What results is the case, efficiency, and equity of McFlat. 

Before 1 go into further detail about our plan, allow me a moment to explain the necessity 
of preserving the mortgage interest and the charitable contribution deductions. I will begin by 
incriminating myself a bit. When I came to Congress in January, my wife and I decided that she 
and my three children would continue to live back in the district in Fort Wayne, and I would rent 
an apartment here and commute home on the weekends. It was an arrangement made mostly 
because we did not want to remove our family from the home, schools, and community which we 
are so attached to. 

Now, 1 live during the week in a high rise apartment building in an area called "Crystal 
City." For a long time 1 had no idea whether my address was in Alexandria or Arlington, 
Virginia. I don't know much about the schools here, I don't know who is on the city council, and 
I don’t know my neighbors. Like most, but not all renters, since I do not own my apartment, I do 
not have the same level of concern about my surrounding community. That is because I do not 
have a direct slake in it. 

Owning a home is one of America's greatest and oldest traditions. It is something that 
people aspire to all of their lives. The mortgage interest deduction in our current tax code 
enables many of those people to achieve that dream. However, if we adopt a new tax code and 
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some kind of deduction is not preserved, then home ownership could be placed out of reach of 
many Americans. 

It is for similar reasons that I feel we must retain the charitable contribution deduction, as 
well. Charities and the poor and disabl^ obviously benefit a great deal from the deduction 
available in the current tax code. It enables many people to give as generously as they can to 
help the neediest among us. Although large contributors will still give and some individuals will 
still tithe, the general population of givers will likely decline if the deduction is taken away. The 
Cato Institute estimates that spending on welfare programs runs over $35,000 for every family of 
four below the poverty line. But the bulk of this money is spent on bureaucratic overhead, not on 
poor people. As we seek fiscal responsibility in government, increased private giving and 
volunteer involvement can fill a need that deficit spending cannot~and with more success, 
efficiency, and compassion. Therefore, retaining the charitable deduction will give average 
citizens the opportunity to do more for those in need than the government ever could. 

McFlat is a proposal for modified flat tax system with a 20 percent tax rate. For the 
individual and families that means they will be taxed on their yearly income less capital gains, 
interest on savings, and dividends. They will be entitled to "personal allowances" for themselves 
and their children. $ 1 6,500 for a married couple filing jointly, $ 1 4,000 for a single head of 
household, $9,500 for a single person, and $4,500 for each dependent. Then they can deduct 
their mortgage interest for the first $100,000 in borrowing and deduct all charitable 
contributions. 

For business owners, McFlat means that they are not taxed for wages, direct expenses, 
and purchases. All revenue is taxed only once at the 20 percent flat rate. Businesses will be 
allowed to expense 100 percent of the cost of capital formation, including purchases of capital 
equipment, structures and land in the year in which the investments are made rather than 
dragging out the tax benefits for those investments through complicated depreciation schedules. 

As our Leader. Mr. Armey and Senator Specter have already demonstrated, simplicity is 
one of the key elements of this plan. Individuals and businesses will fill out a postcard-size 
form with ten lines: 


Form 1 Individual Wage Tax 


1995 

Your Tim Mmc tnd iniiiiJ (li joint return, ilto give spousc'i tMtnc mhI initiilt 

Your social security number 

Home aadrru (number and Artel mcluding ■paitmcni number or rural route) 
number 

Spouse's social security 





1. 

Wages, salary, pension and retirement benefits 

1. 


2. 

Personal allowance (enter only one) 

2. 


3. 

□ SI6.S00 for married filing jointly 

□ S 9,5(X) for single 

□ S 1 4,(X)0 for single head of household 

Number of dependents, not including spouse, multiplied by $4,500 

3. 


4 

Mortgage interest on debt up to $100,000 for owner-occupied home 

4. 


5 

Cash or equivalent charitable contributions 

5. 


6. 

Toul allowances and deductions (add lines 2. 3. 4 and S) 

6. 


7. 

Taxable compensation (line I less line 6, if positive; otherwise zero) 

7. _ 


8. 

Tax (20*/aof line 7) 

8. 


9. 

Tax withheld by employer 

9. _ 






No longer will American taxpayers have to spend all of their time and money on compliance 
with l.R.S. regulations. The twin burdens of unnecessary bureaucracy and red tape will finally 
be removed. 
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It is well known that the U.S. has an abysmal savings rate. This savings rate has a direct 
and chilling relation to our economic growth. In order to create the capital that is necessary to 
future U.S. growth, we must raise our levels of private savings and investment. Instead of 
discouraging savings and investment by taxing the interest from savings accounts, dividends and 
capita] gains, as our current tax system does, McFlat removes the tax on growth by eliminating 
capital gains taxes on the sale of investments. With the implementation of McFlat, businesses 
will invest more because they will be allowed to expense fully all sums invested in new 
equipment and technology. With greater investment and a larger pool of savings, interest rates 
and the costs of investment will also drop, generating even more economic growth. 

The increase in American savings because of McFlat will also help decrease our 
dependence on foreign investors to finance our federal budget deficits and our private sector 
economic activity. Now, foreigners hold nearly 20 percent of our publicly held federal debl—our 
highest level ever. The massive interest payments--at least $40 billion per year— are the principle 
source of U.S. capital flowing abroad. This increase in foreign investment in Treasury debt 
pushes America further toward a debtor nation rather than a creditor, weakening the dollar and 
our international trade position. With McFlat. our supply of capital can be renewed, and we can 
return to the position of international creditor rather than debtor. 

Lastly, Mr. Chairman. 1 will mention the issue of tax compliance. Our current tax code 
wronghcadedly uses tax policy to direct economic activity. The tax breaks are typically used for 
tax shelters which have no valid economic purposes, or to the activities which the tax laws were 
meant to promote. Even when the I.R.S. catches onto certain loopholes, tax experts are still able 
to outfox the bureaucrats. McFlat will close the loopholes and put a stop to tax avoidance and 
never ending battles between tax lawyers and I.R.S. bureaucrats. 

I would like to emphasize the importance to all of my colleagues here that when we 
consider proposals for reform of our lax system that all plans— in the words of Chairman Archer- 
tear the current income tax system "out by its roots." Although Congressman Armey, Senator 
Specter, and I have varying flat lax proposals, our common point is simplicity of design. Our 
proposals promote economic growth by removing all the disincentives to savings and 
investments while enabling the income tax return to fit on a postcard. 

Chairman Archer. I wish to thank you for your leadership in promoting tax simplification. 
It is exciting-afrer years of complaining about the tax system as a businessman and parent— to 
now be here in Congress working with you on revising our outdated and unfair tax system. I 
hope the McFlat tax proposal can help provide the arches, so to speak, among the various plans. 
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Chairman Archer. Thank you for your presentation. 

Are there any questions for Congressman Souder? 

Mr. English. 

Mr. English. Thank you, Mr. Chairman. Thank you for joining 
us today for testimony, Congressman Souder. You have been prob- 
ably the leading advocate in this Congress of the charitable deduc- 
tion and its significance in the Tax Code. I wonder if you could 
comment on the importance of including an enhanced charitable 
deduction in any new alternative tax system that we consider. 

Mr. Souder. Two of the biggest problems we have today are soci- 
etal breakdown tied with the ever-increasing demand for expanding 
government. I believe that through the charitable deduction we will 
never totally replace government social programs, but we can re- 
place part of them by giving incentives to the private sector, and 
that is important. 

I also believe that the government shouldn't have a direct role 
in doing moral or other types of funding. It corrupts both churches 
and religious institutions, and I don’t believe the government 
should take sides between different denominations. Because of 
that, we need to have other ways to make sure that our social fab- 
ric stays together, which I believe means much charitable giving. 

Mr. Armey used a figure of 50 percent in some of the tax changes 
and many people tithing would do that, but much charitable giving 
would decline, both to the churches, which is important for us mor- 
ally and spiritually, as well as for social welfare. We cannot, when 
justifying cutting government and talking about moral programs, I 
believe, gut those important financial incentives. It is a basic foun- 
dation that I think we need to have in our society. 

Mr. English. So your charitable deduction would be an incentive 
to people to contribute to local institutions in their community that 
provide services directly, and in a lean and very nonbureaucratic 
way; and it will be a tax deduction that will be broadly accessible 
to working families, the middle class and people throughout our so- 
ciety? 

Mr. Souder. It is simple. It reflects what has happened in Amer- 
ican history, like the fervor and effort made when starting the pub- 
lic school movement, foster care, and the prevention of child abuse. 
In 4 years, as a Republican staff director, the children and families 
showed me that the most effective programs, particularly in the 
urban centers and particularly in the black and Hispanic commu- 
nities, are often religious based. Therefore, we need a charitable 
contribution because the government can’t conduct religious-based 
efforts. 

Mr. English. Thank you. Your testimony, as always, is powerful, 
and we very much appreciate your efforts on this. 

Chairman Archer. Mr. Christensen. 

Mr. Christensen. Earlier today Congressman Gibbons stated 
that Canada does not have any type of similar mortgage interest 
deduction to what we have in this country, and that they haven’t 
had that stimulus and need to stimulate their housing industry 
and the first-time home purchases. Why do you believe that maybe 
we shouldn’t adopt the Canadian model when it comes to their 
housing industry? 
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Mr. SouDER. As we know, in health and other areas, different 
systems behave differently, I don't know a lot about the Canadian 
system, though we have vacationed there, I would guess that the 
city of Toronto behaves more like the American system. As you get 
a more urban population, rather than the traditional rural popu- 
lation that you see through much of Canada, you will see that. 

Under our current system, we have an increasing rental con- 
dominium-type development. While I believe that in a free economy 
you should not stop that, I believe part of what we are seeing in 
the transients and the breakdown of the social system is because 
we don't have roots in the community. That is why Secretary 
Kemp, when he was at HUD, tried to promote home ownership in 
urban centers. We need to make sure that we don't accidentally ac- 
celerate social changes that have not been necessarily healthy for 
our economy. We are different enough and we also have a historic 
root in home ownership, which means you can't necessarily operate 
like Canada, even if we have the same demographics. 

Mr. Christensen. Which of the four — simplicity, equity, effi- 
ciency, administration — would you deem the most important in 
constructing a new Tax Code? 

Mr. SoUDER. Politics is always the art of compromise. I believe 
the number one thing that is driving us now is simplicity. Because 
of the complexity, because the powerful always have more access 
to changing and getting amendments and doing the different 
things — that equity is closely related to simplicity. So those two 
things are both important, but in the process of achieving that, you 
can’t throw everything else out. But that is why there is really 
more unity among the people presenting today. Hopefully you here 
on this Committee can help raise awareness and move us toward 
the simplicity, and the equity that comes from simplicity. 

Mr. Christensen. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Archer. Thank you, Mr. Souder. We appreciate your 
input, and we are glad that you will be working with us in trying 
to find a resolution to this issue. 

Our next witness is a former Congressman, former quarterback 
for the Buffalo Bills, a former Secretary of HUD, Hon. Jack Kemp, 
who has been mven a new assignment, along with all the other 
things that he nas to do, to head up a commission to make rec- 
ommendations to us. 

We are delighted you have taken the time to come and present 
to us your ideas about this. I hope at this point they are not crys- 
tallized inasmuch as the duty that you have been assigned should 
be an objective one, to seek out the best alternative. Please pro- 
ceed. 

STATEMENT OF HON. JACK KEMP. CHAIRMAN. ECONOMIC 

GROWTH AND TAX REFORM COMMISSION AND FORMER 

SECRETARY OF HOUSING AND URBAN DEVELOPMENT 

Mr. Kemp. Thank you. I wish you could have said a former Mem- 
ber of the Ways and Means Committee. I never quite made it to 
this halcyon, august body, but my respect for the men and women 
of this Committee, the work of this Committee, both sides of the 
aisle of this Committee — you, Mr. Chairman, you, Mr. Rangel, an 
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old and dear friend, both of you, and the newer Members, I am 
thrilled to be here, 

I approach it with objectivity, may I say to the Chair, 

A Chinese philosopher said one time, there is a lot of wisdom in 
the world, but unfortunately it was all divided up among people. 
I just come with a slice of that pie of wisdom — my experience, my 
feelings; and I am going to approach this commission in which I 
was appointed by Majority Leader Bob Dole and Speaker Newt 
Gingrich to do, Mr, Chairman, what you have been talking about, 
and that is to tear up the system, put a blank sheet of paper out 
there, a tabula rasa as it were, and try to design in a post-cold war 
world for America a tax system that is, as I think most men and 
women of good will on both sides of the aisle would like for Amer- 
ica — as we enter the 21st century, fairness, simplicity, efficiency 
that can expand this economy, give people hope that they can have 
access to capital and jobs, and that can do away with the Byzan- 
tine structure of tax policy that grew up not out of malevolence but 
out of a genuine attempt by men and women of good will to come 
up with a system that could have taken us through two world 
wars, two regional wars, a cold war and a highly centralized bu- 
reaucracy with which the American people are frustrated and 
which needs to be rethought, redesigned, restructured. 

And I want to say I think today, or at least these few days that 
you have designated for these hearings could very well be the start 
of the 21st century of the United States of America, because I don^t 
believe that we can go into the 21st century with this Tax Code. 
I don't think it is fair, including Dick Gephardt — did you think, Mr. 
Chairman, albeit the questions that were given to Mr, Gephardt by 
particularly my friend John Ensign from Nevada — ^but I think we 
should celebrate the fact that the Minority Leader of the Demo- 
cratic Party said it is time for massive radical change. 

He wants to offer his own proposal, and I respect that, for a fun- 
damental overhaul of the entire Tax Code, so we will have fewer 
rates. I would like to have one rate, but fewer rates is better than 
a lot of rates; fewer loopholes, that is a good goal; less paperwork, 
that is a consensus opinion; and lower tax rates for all Americans. 

So I think, Mr. Chairman, you have and your colleagues in both 
parties have come to these hearings with an absolutely imperative 
mission from the American people and that is to give us what we 
desperately need. 

We are going to have three objectives in the tax commission. I 
would like to submit the names of the distinguished people from 
around the country who are going to serve on the tax commission 
for the record. I would like to submit for the record the statement 
of Speaker Gingrich and Majority Leader Dole. 

[The following was subsequently received:] 
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Congress of tfje ZHnitc!) fetatefi 

^ 20515 

FOR XMMBDXATE RSI^EASS \ 

Woduestday, May 34, 19^5 

ECONOMIC GROWTH & TAX REFORM COMMISSION 
GINGRICH & DOLE NAME MEMBERS 

WA^HIITGTON -- House £pealcer Mevrc Glngxich Senate Majority 
Leader Bob Dole to^yj named 13 distinguished Americans to serve 
on the National Coxmnisslon on Economic Growth & Tax Reform, 
chaired by Jack Kenqp.j The Coitimission was established April 3rd 
by Gingrich and Dole to exatttine overhauling the tax system to 
inaKe it flatter, fairier, and siinpler. The panel is expected to 
make its ceaonmendatipns to Gingrich & Dole later this year. 

Named tt> the Conlmissloa were: 

Loretta Adams ‘ j 

-- Founder j a president, San Diego-baaed Market 
Development, Inc. 

Ken Blackwell j 

-- Ohio State Treasurer 

uertoan Cain j 

— CB0| Go^ather's Pizaa; Former President, National 
Res taurant ! As Boc i a t i on 
Carroll Casqpbeli 

-- Former ^vemor of South Carolina; former member 
House Haysj a Meaxis Consnittee; President & CEO, American 
Council ofj Life insurance 
pete DuPont I 

Former Governor of I^laware; Policy Chairman, 
National Center for Policy Analysis 
Jack Paris I 

-- Preeideht & CEO, National Federation of Independent 
Business j 
8d Peulner j 

President, Heritage Foundation 
Matt Foag 1 

-- California State Treasurer 
Ted Forstmanzi j 

-- Partner, Poratmann-Liccle 
Dean KlecKner I 

-- Presid^t, American Farm Bureau Federation 
Shirley PetersSn 

' -- Former! IRS Comnise loner; former Assistant Attorney 
General for the Tax Division; President-elect, Hood 
College, Frederick, md 
J ohn Snow 

-- CEO, C^X Corporation; Chairman, Business Roundtable 
John Welland | 

-- President, Weiland Homes, Inc. 

i m 

Contacts; Tony Bleuikley (Gingrich) -- 202-225-2000 
Clarkson iHine (Dole) -- 202-224-5358 
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There will be three goals of the tax commission and progrowth 
commission — I should say, three steps. One is to inventory the 
problems, which abound. Two is to inventory the solutions, which 
equally abound. This is not a partisan effort albeit there are par- 
tisan issues. Senator Long has been a champion of tax reform. Ross 
Perot talked about tearing up the system and drafting a new flat 
tax system for America. He never got around to it, but he talked 
about it. John F. Kennedy talked about tax reform; Ronald Reagan; 
you, Mr. Chairman, Charlie Rangel and I have spent many, many 
nours of conversation about what we do about our cities and urban 
problems of poverty and how to use the Tax Code to incentivize the 
formation of capital and jobs and educational training for young 
minority and majority working men and women. 

So after we have inventoried the problems, we will inventory the 
solutions including consumption and VAT and sales and flat in- 
come tax rate systems, and then try to have as our conclusion a — 
I don't want to say a “consensus product,” because you cannot abso- 
lutely reach consensus, but 1 think we could come up with an an- 
swer that matches the problem and take this country into the 21st 
century. 

One last thought. I mentioned growth. I don’t think we can meet 
the social goals of America or the fiscal goals of this Congress, Mr. 
Chairman, without a progrowth Tax Code. I am frustrated by the 
attention that is given to the numerator, that is, the spending side 
of the budget. Not enough people are thinking about the denomina- 
tor, which is the size of the economy. And my goal, our goal will 
be to give a Tax Code to — as a facilitator to your work, Mr. Chair- 
man, that will advance the potential of this economy to grow and 
create jobs and entrepreneurial opportunities for people while being 
fair and simple and profoundly progressive. 

I will close with this thought. I don’t think it is oxymoronic to 
suggest that you can have a flatter Code with progressivity. I ac- 
cept the premise that we need a system that treats the poor and 
treats the young and treats the entry-level working man and 
woman family differently than it treats mature assets in America. 
I favor a flat tax. I have said that many times. But within a flat 
tax you can have de facto progressivity with the type of exemption 
that has been talked about, Mr. Chairman, not only in your ap- 
proach but in other approaches to this problem. 

So I enter this caldron, enter this debate, enter this issue with 
some experience in tax reform and with a goal of achieving the 
simplicity and fairness and flatness that we have alluded to in our 
party, but yet can accept that challenge from Mr, Gephardt or my 
friend Charlie Rangel that would respect the fact that the poor, the 
woman on welfare, the father who is unemployed, the people work- 
ing their way out of poverty should face a tax system that on a first 
five or six or seven rungs of the ladder does not treat their income 
the same way as we would treat mature assets and older and 
wealthier — not to draw a class division — I know it could be done. 
I think it is one of the most exciting challenges facing our country 
today in this post-cold war period. 

Chairman Archer. Thank you for your presentation. I know that 
you have a lot more on your mind, and I particularly compliment 
you for your brevity. 
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I would like to ask you a few things, and I think it is good to 
do it here in the forum of this Committee although we could do it 
another time, when I hope I will be asked to come and talk to your 
commission. 

Mr. Kemp. Absolutely, Mr. Chairman. 

Chairman Archer. From the way you have presented your 
views, the goals that you have and that, I think, the overwl^elming 
majority of the Members of this Committee have, are not different. 
The question is, how do we get there? I share your view that we 
must look long term, which is unusual for this body, and we must 
have an agenda for the 21st century that will push America ahead 
in a very competitive global marketplace, or I believe that we will 
see the standard of living ebb for all Americans. We must compete, 
look out and not just inwardly; and it seems to me that our taxes 
can be a major venicle in that regard, and that is a part of growth. 

I have lost patience or hope that we can change this Tax Code 
so that it will be growth oriented. Many efforts have occurred, in- 
cluding yours initially with Kemp-Roth back in 1981. 

Mr. Kemp. Right. 

Chairman Archer. Inevitably we have failed to make this cur- 
rent tax system one of growth, job creation, and higher real family 
earnings for working Americans. I think that should be perhaps 
the major goal in what we are about today. I think simplicity is ex- 
tremely important. I think cutting down the cost of compliance, re- 
ducing it from the current minimum of $300 billion a year is impor- 
tant, but I also think Americans are crying out for relief in their 
personal lives from the IRS. 

Forty million Americans will have a confrontation with the IRS 
this year in some form or another, 40 million Americans. And that 
is an unpleasant thing for any American, even though it may be 
relatively minor. It is also interesting to note that the taxpayers 
will win over 50 percent of those confrontations. So they basi- 
cally — 

Mr. Kemp. I am surprised. 

Chairman Archer. They proved to be unnecessary. 

It seems to me that one of our goals should be to get the IRS 
completely and totally out of the lives of individual Americans. I 
think that should be a goal, to protect freedom and the right of pri- 
vacy, to get the IRS totally and completely out of the lives of indi- 
vidual Americans. I hope you would share that goal because the 
American people are crying out for it today in every townhall meet- 
ing. 

So just to speak of some of the goals, I think we have common 
ground. 

I want to ask you about a comment that was just printed in the 
BNA Daily Tax Report — and give you an opportunity to respond to 
how you are quoted in this article. Kemp said he is opposed to Ar- 
cheFs plan to replace the current system with a broad-based con- 
sumption tax, “I heartily don’t endorse Archer’s plan.” 

Mr. Kemp. Mr. Chairman 

Chairman Archer. Is that an accurate 

Mr. Kemp. I don’t know — where was it said and when 

Chairman Archer. This is listed in the Bureau of National Af- 
fairs publication which comes out every day, and it quotes you as 
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having been before the National Policy Forum press conference, 
and apparently a reporter talked to you; I don’t know what re- 
porter, but the reporter from BNA. That is today, June 8, 1995. 

Mr. Kemp. I am squirming because I don’t think I have ever said 
I was opposed to the Archer plan. First of all, I would be dumb to 
say that at a press conference going into hearings 

Chairman Archer. I would think so. 

Mr. Kemp. I am admitting it. I appreciate your bringing this up 
in such a public forum. I would have appreciated, as an old friend, 
being told about it, but I don’t think I said “Archer.” 

I might have said a VAT tax. I personally am not for a VAT tax. 
I am willing to look at a bill, but I don’t know what your plan is. 
If it is in concrete, I don’t even know what it is. 

I have said nice things about Dick Armey, and I have said good 
things about Hall-Rabushka, I have said good things about a lot of 
general thrusts, conceptually speaking, but as the chairman of this 
commission, I pledge to you as open a mind as we humanly can 
have. 

You have pretty strong feelings, Mr. Chairman, and I don’t mean 
to suggest that you are not totally openminded about this. I just 
would admit that I probably have said that I don’t favor going to 
a VAT tax, but I am willing 

Chairman Archer. You say that 

Mr. Kemp. I don’t think I have ever said anything that you have 
ever done that 1 would be opposed to. You can put me on the spot 
for the rest of the hearing 

Chairman Archer. I just want to be sure you were misquoted. 

Mr. Kemp. I hate guys that say they were misquoted all the time. 
I would not say that I am opposed to the Archer plan, the Armey 
plan, the Nunn-Domenici plan. 

Chairman Archer. You have told me privately on two occasions 
that you have an open mind on this. 

Mr. Kemp. Open to everything but raising taxes. 

Chairman Archer. I would contemplate that as long as I am 
Chairman of this Committee none of these plans will raise taxes, 
or will raise the amounts of revenue that is being 

Mr. Kemp. I have a pretty good pedigree in this regard, almost 
as good as yours. We came to Congress together. I would not say 
I am opposed to the Archer plan. I don’t know what the Archer 
plan is, to be perfectly frank. I know you are for a sales or con- 
sumption tax, but that is as much as I know about it. 

Chairman Archer. That is true at this point, and I will, before 
the end of this year, come down on a specific method; but I am of 
a belief that in order to have the agenda for the 21st century to 
create growth, to create more jobs, to compete in the world market- 
place, that we must replace the income tax system with a tax on 
goods and services in the form of some type of broad-based con- 
sumption tax, and your quote is here that you would not replace 
the current tax system with a broad-based consumption tax. 

Mr. Kemp. I misspoke, I will say publicly and on C-SPAN in 
front of my old friends. You may have misspoken along the line in 
your career. 

Chairman Archer. I am sure that I have. 
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Mr. Kemp. Let me make the point I was trying to make, and I 
alluded to it in my opening statement. 

I believe in taxation of people based on their ability to pay. I do 
not think you should tax a family that is working their way out of 
poverty, that must use as much of its disposable income as possible 
for the same burden of taxation as you would tax an investor who 
has mature assets. You are talking to a radical on some of these 
things, because I have said that I would like to eliminate the cap- 
ital gains tax, particularly in the inner cities. 

In the commission, I plan to be as open and fair as I can, but 
I do think, as Adam Smith said in the book that he wrote that 
launched this effort, that taxation should be predicated upon the 
ability of people to pay consistent with efficiency, raising revenue 
and not discouraging the factors of production. I am as close to that 
as I can probably get. But I do think the Code needs some social 
engineering within certain boundaries. 

I agree with Mark Souder, home ownership is important to 
America and to the American dream. Charitable contributions, we 
ought to look at that. We ought to look at municipal bond sales and 
will you hurt the ability to finance municipal bonds and infrastruc- 
ture. So I want to look at it. 

If I have made statements that are beyond the pale, I ask my 
old friends in the Congress to allow me some maneuvering room to 
come up openly and honestly and allow every side to be rep- 
resented. That is why I came here today. That is why I called you 
to ask you if you would allow me to put on the record how I feel 
about this commission that Dole and Gingrich have appointed me 
to, so that we can work toward a consensus. 

Chairman Archer. I am pleased that this is not an accurate 
quote and that you have an open mind. 

Mr. Kemp. It is open to everything except a VAT tax. I don’t like 
VAT taxes. If you go in, you nave to listen to people who are for 
a VAT tax. I cfon’t want to raise rates, but I am going to listen to 
the Nunn-Domenici bill that takes the tax up to 40 percent. So it 
is in that context, Bill, that I think I was quoted. 

I have never mentioned your name, I remove the shoes from my 
feet when I mention your name. 

Chainnan Archer. I won’t belabor it, but I am happy to have 
that on the record that you enter with an open mind, because I 
don’t know how with a flat tax, which still is income-based, even 
at a lower rate, you can get the IRS out of peoples’ lives. 

I think if that is going to be the goal, I am terribly troubled that 
we will not get to that goal because one of the good things that you 
said in this quote is that “I endorse Archer’s enthusiasm for getting 
the IRS out of our lives and off of our property.” 

Mr. Kemp. Thank God. You could have started with that and 
made me feel better. 

Have you read Dale Carnegie’s, “How to 

Chairman Archer. The problem is, I don’t know how you do that 
unless you put a tax on consumption and goods and services rather 
than an income-based tax. 

Mr. Kemp. You are putting me on the spot once again. 

Chairman Archer. I just want you not to prejudge these issues 
as you go into this commission. 
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Mr. Kemp. As I know you haven’t. 

Chairman Archer. I am willing to accept anything. 

Mr. Kemp. Let me just say one thing. If the rates were low 
enough and the system was efficient and fair and simple enough 
in a profound way, not unlike what we are talking about here 
today, the IRS would have a lot less intrusiveness. So metaphori- 
cally I favor these things. 

I am not out to repeal the 16th amendment to the Constitution, 
I think we have to raise revenue. There are a lot of things we have 
got to do. But I promise you, I am going to go into this and give 
you and your staff a full, fair, complete hearing, just as you have 
given me such a full and fair and complete hearing here today. 

Chairman Archer. There are basically, in my view, four goals 
that we should seek in this process, and I am willing to accept any 
device or any design or any approach that will give us these four 
goals. 

One is, I want to get the IRS completely and totally out of every 
individual’s life in this country. I want to tear the income tax out 
by its roots. 

Mr. Kemp. You have said that many, many times. 

Chairman Archer. That is a goal that is shared by the over- 
whelming majority of the American people as we have heard in 
town meeting after town meeting. 

Two, we should have a Tax Code that has the goal of the greatest 
possible incentive for savings. Savings mean capital investment, 
which means more productivity, which means better paying jobs for 
Americans. I don’t think you disagree, 

Mr. Kemp. I don’t disagree. I would add, savings without rates 
of return on investing those savings is meaningless. Russia had a 
lot of savings, but it went nowhere because there was no place to 
put their money because it was taxed away on the income stream. 
So if you tax income too heavily and tax risk taking too heavily, 
you can have all the savings in the countiy 

Chairman Archer. That is why I don’t want to tax income at all. 

Three, I think it should be a tax system that reasonably gets at 
the underground economy, at people who are not paying their fair 
share under our current system. 

Mr. Kemp. I agree. 

Chairman Archer. Four, I think it should give us the greatest 
fair advantage in competing in the world marketplace by being 
subject to removal of the cost of government from the price of prod- 
uct when it leaves these shores to compete as an export overseas 
and being able to be charged to a product entering this country so 
that foreign products bear their fair share of our cost of govern- 
ment. 

Those are the four goals, and if you can get there with your com- 
mission, whatever vehicle you come up with, I will be excited about 
it. 

Mr. Kemp. Let me ask you just a brief question for my edifi- 
cation. 

If you relieve the burden of the tax at the border as it gets ex- 
ported overseas, does that make the cost of products to American 
consumers relatively higher than it does on our exported items? 
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Chairman Archer. No, because they are higher today because 
the cost of taxation today must be factored through, and — ^you 
know this — must be included in the price of the product. And it is 
included today. It would just be included in a different way that 
can be removed to give us a fair advantage in the world market- 
place. And we will talk more about this, at length. 

Mr. Kemp. If every country in the world, though, moved to the 
same type of tax and every country in the world tried to get an ad- 
vantage at somebody else^s — what kind of world trade system 

Chairman Archer. We are already suffering with that disadvan- 
tage with every country except Australia in the world today. That 
is the reality of the world marketplace today. 

Mr. Kemp. You and I are a lot alike. We love to argue. 

Chairman Archer. Let me recognize now for questions — and I 
apologize for the length of time that I have taken — let me recognize 
your friend, Mr. Rangel. 

Mr, Rangel, You haven’t said anything unkind about me any- 
where, have you? 

Mr. Kemp. Come to think of it, there was something the other 
day I said about you. 

Mr. Rangel. Let me tell you something, Mr. Secretary. I was 
about to say, it is very difficult for me to look at this in a biparti- 
san way. Then along comes you, talking about fairness and equity 
and remembering that we all don’t have the same ability to pay, 
and you are really shattering my thoughts that there is some pre- 
conceived idea out there by the people on the other side that it 
really doesn’t make any difference about fairness and equity, get 
rid of that tax collector. 

Frankly, they have done so well at finding that button that just 
frustrates the American people, that the people go for getting rid 
of the IRS and really don’t understand the impact of a sales t^lx 
as its relates to percentage of consumption by low-income people. 

The worst thing I can think of is getting a call from the IRS say- 
ing, could you come down and go over your tax return with us, and 
while you are at it, bring your lawyer or accountant. The more you 
start having compassion, the more you start looking for ways to 
take care of that. 

All I am saying is that if your commission can come up with a 
way to wipe out all of the loopholes that we have in the tax sys- 
tem — we put the loopholes in there because of the high rates that 
we have had for high-income people, but we also put some incen- 
tives in there, as you and I have worked on, saying if it can work 
for them for incentives, let it work for the charitable organizations. 
After all, it appears as though they are going to be the safety net 
for the Nation. 

I guess my Minority Leader, has he seen any proposal that has 
come from the other side that even talks about equity? Forget pro- 
gressiveness, because that sounds too close to being a Socialist. But 
fairness and equity doesn’t have to be biblical; it is just the right 
thing to do. It is America. 

And so I never thought I would see the day to applaud someone 
iust for using those words when you are talking about tax reform, 
but as long as your commission is moving in that direction, I think 
there is even hope for a wretched soul like me to be bipartisan. 
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Thank you. 

Mr. Kemp. May I respond? 

Mr. Houghton [presiding]. Please. 

Mr. Kemp. I am going to approach this on the basis that I think 
most of us ultimately do in our heart of hearts, which is that Amer- 
ica is one family, one people, we have got a stake in each other’s 
well-being, and we wouldn’t tax the young who are just beginning 
on that ladder of opportunity that we euphemistically call “Amer- 
ican,” but we know is Asian and Latino and African and European; 
it is universal. 

I never liked tax credits for machinery. Why should we give tax 
credits in the Tax Code for machinery at the expense of human 
capital? 

So I guess in my opening comments, I might have misstated the 
goal with regard to a sales tax. But in effect what I would like to 
see this country do — just as a human being, aside from being chair- 
man of this commission, I didn’t want to be disingenuous and say 
that I don’t approach this with some built-in feelings about what 
do we do about the first job that somebody gets? ^ould they be 
taxed at 20 percent, and tax me at 20 percent? I don’t believe that. 
I think the young and the bottom rung of the ladder and people 
beginning their climb should definitely pay — bear less burden. And 
my purpose has always been in getting the rates down, was not to 
give a benefit to capital at the expense of labor, but ultimately to 
recognize that the incidence of taxation is different than the bur- 
den of taxation, and that if you overtax capital, you don’t hurt the 
rich, you end up hurting the poor who ultimately want to improve 
their lot in life as well. 

So that is something that I have brought to the Kemp-Roth bill, 
and brought to the enterprise zone bill tnat I sponsored with you, 
Charlie; and I hope that we can come out with some form of radical 
yet progressive reform of the Tax Code. 

I appreciate your comments. 

Mr. Rangel. I hope that the problem that I am having is just 
one of communication here, because what you are saying is so basic 
American that it lends itself to bipartisan support, and I want to 
work toward that end. 

Mr. Houghton. Thank you. 

Mr. Hancock. 

Mr. Hancock. Thank you. Charlie, if the gentleman would yield, 
I didn’t realize that there was any problem about whether it was 
bipartisan or not; I didn’t realize that the Republican Party was 
un-American and the Democratic Party was — or the other way 
around. Maybe I have been wrong all these years. 

Jack, I have known you a long time, read your articles and heard 
you speak several times, and it bothers me a little bit to have to 
take issue, but that is the name of the game. You obviously are in 
favor of a progressive tax of some type where the concept of ability 
to pay is a cornerstone. If you go back into the history of who came 
up with the idea of the progressive income tax, it doesn’t make me 
too much in favor of a progressive tax. 

You mentioned “mature capital,” that the people that hold ma- 
ture capital should pay more tax because they have accumulated 
that capital, so therefore they have more ability to pay. Now, what 
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about the owner of this mature capital who is an investor, who 
pledges his assets maybe to borrow money and takes the risk of 
losing every dime of that by loaning the money to people who need 
the investment capital? If you tax that mature capital to that ex- 
tent, then you get rid of the entrepreneurs. 

Mr. Kemp. I don’t know whether you heard my testimony, but I 
was coming pretty close to suggesting that there ought to be a flat 
rate tax system with an exemption for the poor and the low in- 
come. There was the de facto progressivity; I did not testify on be- 
half of a progressive income tax, A. B, I favor a de facto level of 
progressivity, and I doubt very much whether you would even si^- 
gest that we ought to tax all people exactly the same irrespective 
of their ability to bear the tax burden. 

There is no stronger supporter on this Earth than me in forming 
capital as the essence of creating jobs and growth and opportunity 
for people, so much so that I favor — as Jack Kemp now, not as the 
chairman of the commission, because I want to study all ramifica- 
tions — ^but I think the capital gains tax is a stupid tax. It is not 
a tax on wealth, but a tax on creation of wealth. It is not a tax 
on the rich; it is a tax on the poor who want to get rich. 

I don’t favor estate taxes or double taxation of dividends. I favor 
total expense — I was there when you were in Illinois. So make sure 
that when you ask me a premise that you get it a little closer to 
the record as to what I 

Mr. Hancock. One of the reasons that I wanted to ask the ques- 
tion is because I have had people make comments in other areas, 
and I wanted to give you the opportunity to explain that you do 
not support that type of a tax. 

Thank you. 

Mr. Kemp. Thank you. I am glad we cleared it up. 

Chairman Archer [presiding], Mr. Zimmer is recognized. 

Mr. Zimmer. Thank you, Mr. Chairman. I don’t have any pre- 
pared questions. I just want to tell you what a thrill it is to be here 
and see this exchange go on between the Chairman and Mr. Kemp, 
and remember that this is not taking place at some think tank or 
on “Firing Line” but actually before the Taxwriting Committee of 
the House of Representatives having testimony from a chairman of 
a commission who is going to have a great deal to say about what 
the future Tax Code of this country is going to be like. 

You called yourself a radical because you want to abolish the tax 
on capital gains. That was considered a radical position when you 
first espoused it, but it is a common thread in every proposal that 
we are considering. Every one of these reforms that is before this 
Committee will treat investment and saving and job creation and 
growth much more kindly than the current Code, and I think any 
of the alternatives would be a great step in the right direction. 

I am delighted and thrilled to be part of the process. 

Could I ask you whether the meetings of your commission are 
going to be open, whether you are going to take testimony and 
have your considerations open to the public? 

Mr. I^MP. The first meeting will be next Wednesday. Speaker 
Gingrich and Majority Leader Bob Dole will head it up. It will be 
open. All 13 commissioners will be there — 14, I guess. I told the 
Chairman I would submit it for the record. They are men and 
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women of definite views. They all believe in entrepreneurial cap- 
italism. They all believe in tax reform. They all believe in 
progrowth policies that are fair for the country. So it will be open. 

There will not be formal hearings — there will be formal field 
hearings so that we can listen to men and women from all comers 
and backgrounds of this country who have something to say about 
both the problem, some solutions, and then finding the consensus 
that might unite the American people and the Congress and lend 
support to a platform for doubling the size of the American econ- 
omy in the next, say, dozen years. That is my goal. 

I think we talk too much about fiscal restraint, albeit that is im- 
portant, but not enough people are talking about growing the size 
of the denominator, that is, the gross national product, and we can- 
not survive socially or economically or fiscally in this country with 
an economy that is growing at 2.5 percent per year for the next 10 
years. You can't get from here to there. You can’t balance the budg- 
et in an economy that goes into slow growth, and I think that issue 
has been lost. It needs to be recaptured and somebody has to fly 
that flag. 

The Tax Code is a perfect place to discuss what Bill Archer 
talked about in terms of making the economy more competitive and 
getting the type of growth that can create the jobs and the new en- 
terprises that can take this country into the 21st century. 

Mr. Zimmer. With you as chairman of the commission, the flag 
will be flown high, and I look forward to working with you. 

Chairman Archer. Mr. Levin. 

Mr. Levin. Thank you, Mr. Chairman. Welcome. It is late in the 
day. I think this has been the most interesting part of the day, 
really. 

I think that, Jack, your comments are very interesting and wel- 
come. Everybody knows of your deep interest in this, and I think 
it is interesting how this discussion has revealed that when you go 
beyond the rhetoric, there are real differences of opinion, not only 
between parties, but within parties. 

For example, your emphasis on fairness. Jack, is quite different, 
I think, from the emphasis of the Chairman, who in his four goals 
doesn’t mention that. Your emphasis on growth, I think, is rather 
broadly accepted between the parties and within them. I think your 
concern, for example, about the mortgage interest deduction is 
something that shows a very strong difference from the Majority 
Leader, who would simply abolish it; similarly, your concern about 
the charitable deduction. Your statement that there should be not 
only taxation based on ability to pay, but also the Code needs some 
social engineering — I take it that is consistent with your long 
struggle to get some empowerment zones into the Code. 

I find it refreshing, and I hope that those who are here, and per- 
haps the media, will take note of the different emphases that we 
have heard today; and I think these different emphases need some 
honest discussion and won’t be resolved by putting horns on any- 
body or anything, whether it is one party or another, or a govern- 
ment agency or another. Because I take it I heard you right, you 
are concerned about eliminating the deduction on home ownership, 
on the 
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Mr. Kemp. What I said, Sandy, is that we need to look at — the 
interest on the mortgage, the home ownership deduction right now 
is sacrosanct vis-a-vis the current Code. The rates are too high, so 
you have to have that there to protect people who want to own that 
piece of the American dream. I am going to look at the possibility 
of what it would be like to have the rates low enough and the sys- 
tem simple enough so that you can give up deductions; and as far 
as social engineering goes, I am not a social engineer, but I do 
think the Tax Code should reflect social as well as economic goals 
for the country. And one of the highest social goals for America is 
a chance to own a piece of the rock. 

I don’t want to be accused — I was almost accused of being for the 
progressive income system — I am not for social engineering. 

Mr. Levin. I don’t want you to get into too much trouble. 

Mr. Kemp. Thank you. 

Mr. Levin. There is a lot of talk about the squeeze on low-income 
families, but you know there has also been a major squeeze on mid- 
dle-income families in this country. In fact, the charts show that 
the tax burden of low-income families has gone down, but the tax 
burden on middle-income families — it is not only a tax burden, but 
even more so, their standard of living has just been stagnant. 

Mr. Kemp. Right, right. 

Mr. Levin. So I just hope when we look at, for example, the flat 
rate tax proposal, we look at its impacts on middle-income families. 

You can exempt families up to $35,000 in income, but what does 
that mean for middle-income families? 

Mr. Kemp. It is unbelievable we are sitting here and talking 
about a middle-income family above $36,000. I mean, I thought I 
was middle income when I started out in pro football and made 
$ 6 , 000 . 

The point is, Sandy, when you and I — we are roughly the same 
age, I am probably older than you, I am having my 60th birthday 
this July. I just had my ninth grandchild, and 1 came to Congress 
with Archer back in 1970. When we came in 1970 — ^before 1970, to 
be sure, in the sixties, in the sixties a family of four at a median 
income paid probably 4 to 5 percent of their income to the Federal 
Government. 

Today, thanks to Archer’s pointing this out in the record as well 
as other Members who are sitting in front of me, a family of four 
in a median income is paying 25, 26, 27, 28 percent. No wonder 
they are upset about their ability to save and ability to get access 
to income. We overtax people. The payroll tax is too high, in my 
opinion. Income tax rates are too high. 

Why you guys don’t repeal the surtax on income — did anybody 
vote tor it? We never voted for it. That should be repealed. They 
took it off boats and they put it on the whole economy. 

So there is going to be a lot of debate over this, and you are 
right, the American dream of upward mobility is being hampered, 
in my opinion, by the regulatory climate to a large extent and par- 
ticularly the steep progressivity of the Tax Code which punishes 
people for working, saving, earning, and investing in new entre- 
preneurial opportunities, and that is what we want to help correct. 
Your comments are profoundly welcome. 

Thank you. 
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Mr. Levin. Thank you. 

Chairman Archer. The gentleman’s time has expired. 

I have on the list one last request for inquiry from the gentleman 
from Minnesota, Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 

As an old friend, it is a pleasure to welcome you here today, 
Chairman Kemp, and as a fellow disciple of economic growth, I 
must say that nobody has been a more consistent advocate of eco- 
nomic growth or tax reform than you, and that is appreciated by 
a lot of us. Like many, I wish you were running for another job, 
but this seems to be an appropriate one at the present time. 

Mr. Kemp. The Federal Reserve Board is not open at this time. 

Mr. Ramstad. That is not the one I had in mind. The one I had 
in mind has an oval-shaped office downtown. 

Mr. Kemp. The commissioner of the National Football League is 
not open, either. 

Mr. Ramstad. Let me just ask you very briefly, Jack, what is the 
timetable for your commission and how are you going to interact 
with the House and the Senate? How are you going to function? 
Are you going to have regular meetings? 

I know you said that Senator Dole and the Speaker are going to 
lead off. Just give us a little insight into the commission. 

Mr. Kemp. Very quickly, they have charged us with coming up 
with a consensus approach, if possible, within 6 to 8 months, obvi- 
ously prior to the primaries of 1996. I have talked to all the so- 
called — not so-called, I have talked to all the campai^s in the Re- 
publican Party. I would be happy to talk to anybody, including Bob 
Rubin, who is a fine man. He doesn’t think that tax rates have 
anything to do with investment, which I find bizarre for a Sec- 
retary of the Treasury. 

But having said that, we plan to come up with a statement/legis- 
lative agenda to show the nexus between monetary policy and tax 
policy by November at the latest. We will hold hearings, not formal 
testimony, but meet people, go to Silicon Valley, go to Houston, 
Tex., go around the country from Seattle to, you know 

Mr. Ramstad. Minneapolis? 

Mr. Kemp. Minneapolis, right. 

Mr. Ramstad. Thank you. 

Mr. Kemp. And talk to people of all different backgrounds about 
what their problems are, to take an inventory of the problems, an 
inventory of the solutions, and then try to find a match between 
the problem and the solution, and I have made a lot of statements 
I know I will be hung around the neck with but, I hope to do it 
as objectively as I possibly can, knowing full well we live in a polit- 
ical environment and we have got to get something past our party, 
and I wouldn’t be surprised if the Clinton administration is not 
looking surreptitiously at tax reform for 1996. If they are not, I 
would be quite surprised. 

Mr. Ramstad. I certainly hope you will invite the President to 
submit his proposal. We tried to elicit at least something from 
Treasury’s Assistant Secretary Samuels yesterday. They sent him 
to testify rather than Secretary Rubin, and I certainly hope that 
they will submit a proposal. 
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I am also glad to hear you say that you are going on the road 
and talking to real people and getting their input and not just 
those inside the beltway. 

Mr. Kemp. Incidentally, there are real people on the commission, 
Loretta Adams, a young Hispanic woman, president of a San 
Diego-based market development company; Ken Blackwell, a friend 
of all of ours, Ohio State treasurer; Herman Cain, the chief execu- 
tive officer of Godfather’s Pizza; Carroll Campbell, former Gov- 
ernor, friend of the Chair and mine; Pete duPont, former Governor, 
former Congressman; Jack Paris of NFIB; Ed Feulner of Heritage; 
Matt Fong, State treasurer of California; Teddy Forstmann of 
Forstmann- Little, one of America’s premier financiers and entre- 
preneurs; Dean Kleckner, president of American Farm Bureau; 
Shirley Peterson, former IRS Commissioner under Ronald Reagan; 
John Snow, chief executive officer of CSX Corp. and former chair 
of the Business Roundtable; and John Weiland of the American 
Home Builders, Weiland Homes in Atlanta. 

So I can assure you, Jim, we will do the best we can to give 
some — facilitate the work that is being done by the Chairman and 
of course the Senate leadership. 

Mr. Ramstad. As a Member of this Committee, I look forward to 
receiving your input. It would be helpful. Thank you very much. 
Jack. 

Chairman Archer. For the last question, Ms, Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

Jack, it is great to see you here, and it is CTeat that people have 
the wisdom to bring in your level of knowledge about these tax is- 
sues that you have been speaking of for many years. I want to offer 
you a formal invitation to come to Seattle to hold a hearing. It 
would be lovely if you could do that between now and November. 
We may have some other thoughts on the side if that is something 
you could fit in. 

Mr. Kemp. I would get to see my grandchildren, 

Ms. Dunn. That is right. It brings me to the one question I want- 
ed to have your thoughts on. As a border State we are interested 
in exports and trade in Washington State and I am on the Trade 
Subcommittee of this Ways and Means Committee. I haven’t heard 
you mention border adjustability and I am wondering what your 
thoughts are on that topic. 

Mr. Kemp. Well, that is a suWect that the Chairman is quite in- 
terested in, and I will be very frank and blunt. I have yet to give 
as much thought to that issue as you have and as our Chairman 
has done. I have personally never liked a VAT tax, so I kind of 
shied away from the discussion of having a border adjustment on 
the radical theory that — maybe I don’t understand it well enough, 
but I have yet to come to the conclusion that that was the best way 
to make America more competitive, by simply adjusting our tax as 
we export. 

I have never liked messing around with exchange rates to try to 
get an advantage on somebody else. That is why I was so opposed 
to the devaluation of the Mexican peso. They thought they could 
improve their exports and limit their imports by devaluing the 
peso. All they have done is destroy their economy and send it down 
a cliff. So that has been my general approach. 
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I have got a lot to learn on the subject and I plan to listen to 
you and also to Chairman Archer, but I just had a bias against 
VAT taxes because I knew they are so easy to raise and they have 
just about destroyed the European economies. Every European 
country has a VAT tax and the general unemployment rate in Eu- 
rope is probably double that of the United States, and I don’t think 
we should Europeanize the U.S. economy. And I know you don’t 
want to or the Chairman. So I am going to stop right there and 
just save myself plenty of room for listening to the debate on both 
sides of that issue of border adjustment. 

Chairman Archer. Jack, thanks a lot for coming and being with 
us. I wish you well, and all of us will be available to provide our 
input to your commission because it is very, very important. 

Mr. Kemp. Mr. Chairman, you have been very gracious with me, 
not only today but throughout your whole career. I am thrilled that 
you are in the chair. I look forward to approaching this subject 
with the type of dedication to the job that you have shown. 

I applaud your efforts. I think these are the most important 
hearings going on in the United States of America today, I really 
do, and I think with your help, Mr. Chairman, we can take this 
country into the 21st century not only with a competitive economy 
but with the type of a growing, expanding opportunity society that 
you have devoted your career to. So I hope I haven’t trespassed on 
the Chair’s feelings by coming up with 

Chairman Archer. I am just glad you had the opportunity to set 
the record straight, because I have been misquoted before myself. 
Thank you. 

Mr. I^MP. Thank you. 

Chairman Archer. Senator Lugar, I apologize to the Senator for 
keeping him in abeyance here, but we are pleased to have you with 
the Committee today. You are to be officially presented to our Com- 
mittee by our friend Steve Buyer, so I recognize our friend Steve 
Buyer for the introduction. 

Mr. Buyer. Thank you, Mr. Chairman. It always extends my 
faith in the American people when I see you sitting in this chair. 

Mr. Chairman, and to my colleagues on the Committee, I have 
to agree with Jack Kemp that these are very important hearings, 
but you know as we want to flatten the Tax Code and simplify it 
and reform it, it is disappointing that I don’t see any of my Demo- 
crat colleagues at this hearing, I guess in testament that we are 
not doing social engineering with the Tax Code. 

I am honored to introduce to you one of the most respected indi- 
viduals to serve in the U.S. Senate. As all of us well know, Mr. 
Lugar is a visionary not only in foreign policy, in agriculture and 
small business, but his counsel is sought out by past Presidents, 
the current President and world leaders. 

Mr. Lugar is uniquely qualified to discuss the tax reform issues 
presently before this Committee. He has been an innovative policy- 
maker in every phase of his life. Mr. Lugar brings to this debate 
a unique perspective, that not only of a father of four and a grand- 
father, but a small business owner, former mayor of Indianapolis, 
and former member of the Indianapolis school board. You also 
might recall he testified about UniGov. He is also an endangered 
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species, Mr. Chairman, endangered in that he is an owner of a 
family farm that turns a profit. 

So Mr. Lugar's goal, though, is to reform our Tax Code so that 
it will grow our economy, increase our savings rate, and reduce the 
intrusiveness of the Federal Government. Having followed Mr. 
Lugar for many years, I have learned that when Senator Lugar 
speaks, he has something very important to say. And with that I 
want to introduce to you a distinguished Senator of the United 
States, a colleague and friend of mine. Senator Dick Lugar. 

Chairman Archer. Senator Lugar, welcome to our Committee. 
You come with credentials that are unblemished, respected by all 
Americans, and we are delighted to have your presentation. But if 
you would suspend for one moment, I would say to my colleagues 
who are waiting, and I hate to keep you waiting, that I am in- 
formed we have two votes. We will then have 10 minutes and three 
additional votes, and I think it would probably be best for you to 
come back after the completion of those votes so that we cannot 
just keep you waiting here. 

Senator Lugar, you may proceed. If you have a longer pnnted 
statement, without objection, it can be inserted in the record. 

STATEMENT OF HON. RICHARD G. LUGAR, A U.S. SENATOR 
FROM THE STATE OF INDIANA 

Senator Lugar. I thank you, Mr. Chairman. I thank my col- 
league from Indiana. 

Mr. Chairman, I thank you for your strong leadership in the tax 
reform arena. Your oft-quoted comment that our current tax sys- 
tem be pulled out by the roots has been an inspiration as I have 
traveled the country advocating the elimination of the Federal in- 
come tax. 

I have found during my travels in America that American fami- 
lies are frustrated, even angry with their economic predicament. 
They feel like they are running on a treadmill and the treadmill 
is winning. The problem is that many Americans expect that there 
is diminishing hope for a better future. 

The economic facts justify these beliefs. From 1950 through 1973, 
hourly compensation, including both wages and benefits, increased 
an average of 3 percent a year. But since 1973, the average wage 
increase has been less than one-half of 1 percent. During the past 
two decades economic growth has been cut in half, averaging only 
2.4 percent annually, and if that is not depressing enough for the 
average American family, limiting growth to 2.5 percent is the stat- 
ed economic policy of the Federal Reserve Board. 

This we must change. The American public demands it. 

The cause of America’s economic doldrums is twofold: The huge 
Federal budget deficit that robs us of capital we need to grow; and 
a Federal tax system that not only discourages but confiscates our 
savings and investment. 

Our national savings rate has reached alarmingly low levels. 
After averaging close to 9 percent in the sixties, we recently saw 
our Nation’s savings rate bottom out at 1.1 percent in 1992. Be- 
cause of this low rate of savings, capital to fuel our economy has 
become increasingly scarce. As a result, our annual productivity 
gain has averagea just 1.1 percent from 1974 to 1994. The Concord 
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Coalition estimates that had our productivity held even at its pre- 
1974 annual rate of 2.9 percent, the median family income in 
America would now be $50,000 a year instead of the current level 
of $35,000 a year. 

Americans celebrate that both Houses of Congress have now 
passed budget resolutions that will bring us back to balance in 7 
years, but we face the most difficult task of actually implementing 
the budget guide in our spending measures. We must be resolute 
in the endeavor and not fall victim to business as usual in Wash- 
ington, but as a part of the effort to balance the budget, I support 
providing the American public with tax relief. 

I strongly believe it is time, however, to stop working around the 
edges of the Tax Code. We must transform it completely. 

The Federal income tax system is inherently flawed. By taxing 
savings and investment at feast twice, it has become the biggest 
impediment to economic growth in the country. It represents the 
worst form of big government intrusion into the lives of all Ameri- 
cans. 

Each year it costs Americans more than 5 billion hours of time 
to comply with it. That is equal to the total worker output of my 
State of Indiana. It is unfair, it is riddled with loopholes, it has 
been changed 31 times in the past 41 years. It doesn’t work. By its 
own admission, the Internal Revenue Service fails to collect from 
nearly 10 million taxpayers with an estimated $127 billion in un- 
collected taxes annually. 

Anything this bad, this broken, this ineffective should be ended 
decisively, and that is what I propose. I want to scrap the income 
tax completely and replace it with a national sales tax. 

Mr. Chairman, you have outlined the criteria for evaluating an 
effective tax system. It must be simple, the least intrusive, fair, 
border adjustable, and friendly to savings and investment. I have 
added it also must be transparent. 

I have studied all the recent tax proposals with these six factors 
in mind. Many are better than the current tax system, but if we 
are going to overhaul our current tax system we should choose the 
one that meets these criteria, and I have concluded that the na- 
tional sales tax is the best alternative. 

The first factor in choosing an effective tax system is its simplic- 
ity. Under a national sales tax, the burden of complying with the 
Income Tax Code would be lifted. There would be no records to 
keep or audits to fear. The money a person makes is his or her 
own. You don’t have to report it, you don’t have to hide it, you may 
decide if you want to save it, invest it or give it to your children. 
It is only when you buy something you pay a tax. 

Although I applaud the efforts of the flat tax advocates to sim- 
plify tax forms, nothing could be simpler than no forms at all. 

The national sales tax is the least intrusive of the tax proposals. 
The IRS would be substantially dismantled under my proposal. The 
IRS would no longer look over the shoulders of every American. 
There would be no audits. Americans would not waste time and ef- 
fort worrying about recordkeeping, deductions or exemptions that 
are a part of the current Tax Code. 

Although the flat tax proposal taxes consumption, they do so by 
giving the income tax a facelift and leaving the IRS largely intact. 
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As you have stated, Mr. Chairman, if the roots remain, the tree 
will grow back. 

The national sales tax is the fairest. Everyone pays the tax, in- 
cluding wealthy individuals, criminals, illegal aliens, and those 
who avoid taxation. Wealthy Americans who consume more would 
pay higher taxes under the national sales tax. Individuals who save 
and invest their money will pay less. Gone are the loopholes and 
deductions. 

The national sales tax would also tax the underground economy. 
When criminals and illegal aliens consume the proceeds of their ac- 
tivities, they will pay a tax. Foreign tourists will pay the tax. Tax 
systems that rely on income reporting will never collect any of this 
revenue. 

Of course, the fairness test must also consider those with limited 
means to pay tax. An integral part of my plan is protection for 
Americans who need it — senior citizens, the unemployed, Ameri- 
cans with low-paying jobs. One strategy for addressing this prob- 
lem would exempt a threshold level of goods and services consumed 
by each American from the Federal sales tax. Each citizen who has 
a Social Security number would receive this exemption. For exam- 
ple, if the exemption level was $5,000, a family of four would have 
its first $20,000 in spending exempt from the sales tax. That figure 
would be approximately 33 percent above the 1994 poverty thresh- 
old for a family of four. 

Another strategy would be exempting of such items as housing 
or medicine. This is a method the majority of States have chosen 
and one advocated by you, Mr. Chairman. Americans understand 
and are comfortable with this practice. 

In the end, it will be up to this Committee and the Finance Com- 
mittee in the Senate to decide the most desirable path. 

The national sales tax is the most transparent of the tax reform 
proposals. A Federal tax that is evident to everyone would bolster 
efforts in Congress to achieve prudence in Federal spending. 

There should be no hidden corporate taxes that are passed on to 
consumers or withholding mechanisms that mask the amount we 
pay. Every year the public and Congress should openly debate the 
tax rate necessary for the Federal Government to meet its obliga- 
tions. If average Americans are paying that rate every day, they 
will make certain that Congress spends public funds wisely. 

American exports would also benefit from the national sales tax. 
In January, the United States registered one of the largest trade 
deficits in our Nation’s history. We must adopt a tax system that 
encourages exports. Most of our trading partners have tax systems 
that are border adjustable. They are able to strip out their tax 
when exporting their goods. 

In comparison, the income tax and, for that matter, the flat tax 
are not border adjustable. American goods that are sent overseas 
are taxed twice, once by the income tax and once when reaching 
their destination. 

In comparison, the national sales tax would not be levied on ex- 
ports. It would level the playingfield with our trading partners. 
Best of all, foreign imports would be taxed when they are 
consumed in the United States. 
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Mr. Chairman, the last and most imperative reason for replacing 
the income tax with a national sales tax is it would liberate the 
economy by encouraging savings. For the first time in the modern 
era the next generation of Americans may be economically worse 
off than the previous one. Despite a robust economic growth over 
the past several years, the average income of families has fallen. 
They feel trapped in a box without hope of escaping. 

The bottom line is that as a nation, we do not save enough. Sav- 
ings are vital because they are the source of all investment and 
productivity gains. Savings supply the capital for buying a new ma- 
chine, developing a product or service, employing an extra worker. 

According to a recent poll, 72 percent of Americans 

Chairman Ahchkr. Senator Lugar, I have only got IV 2 minutes 
to go vote. They don’t hold votes open anymore. Should you wish 
to come back at the end of all these votes, which might be as much 
as 45 minutes from now, we would be happy to welcome you back, 
but unfortunately at this time I am going to have to ask you to put 
the rest of your statement into the record, and I apologize for that. 

Senator Lugar, I will be pleased to do so, Mr. Chairman, I will 
attempt to return at that point. Thank you very much. 

[The prepared statement follows:] 
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Testimony of Senator Richard G. Lugar 
House Ways and Means Committee 
Hearings on Tax Reform 
June 8, 1995 

Mister Chainnan, I thank you for your strong leadership in the tax reform arena. Your oft 
quoted comment that our current tax system should be "pulled out by the roots" has been an 
inspiration as I have traveled the country advocating the elimination of the federal income tax. 

What I have found during my travels is that American families are fhjstrated, and even 
angry, with their economic predicament. They feel like they are running on a treadmill and that 
the treadmill is winning. 

The problem is that many Americans suspect that there is diminishing hope for a better 
future The economic facts justify these beliefs. From 1950 through 1973, hourly compensation 
—including both wages and benefits— increased an average of 3.0 percent per year. Since 1973, 
the average wage increase has been less than one half of one percent ^ During the past two 
decades, economic growth has been cut in half, averaging only 2 4 percent annually. And if this 
isn't depressing enough for the average American family, limiting growth to 2.5 percent is the 
stated economic policy of the Federal Reserve Board 

This we must change. The American public is demanding it. 

The cause of America's economic doldrums is twofold; the huge federal budget deficit 
that robs us of the capital we need to grow, and a federal tax system that not only discourages, 
but confiscates our savings and investment. 

Our net national savings rate has reached alarmingly low levels. After averaging close to 
9 0 percent in the 1 960's, we recently saw our nation's savings rate bottom out at 1 . 1 percent in 
1992 .^ Because of this low rate of savings, capital to fuel our economy has become increasingly 
scarce. As a result, productivity has averaged just 1.1 percent from 1974 lo 1994. The Concord 
Coalition estimates that had our productivity held its pre-1974 annual rate of 2.9 percent, the 
median family income would now be $50.000 a year instead of the current level of $35,000 a 
year 

Americans celebrate that both houses of Congress have now passed budget resolutions 
that will bring us to balance in seven years We now face the more difficult task of actually 
implementing this budget guide in our spending measures. We must be resolute in this endeavor 
and not fall victim to business as usual in Washington 

As part of the effort to balance the budget, 1 support providing the American public with 
tax relief But 1 strongly believe it is time to stop working around the edges of the tax code. We 
must transform it completely. 

The federal income tax system is inherently flawed. By taxing savings and investment at 
least twice, it has become the biggest impediment to economic growth in the country . It 
represents the worst form of big government intrusion into the lives of all Americans. Each year 
it costs Americans more than 5 billion hours of time to comply with it. That is equal to the total 
worker output of my state of Indiana. It is unfair. It is riddled with loopholes. It has been 
changed 3 1 times in the past 41 years. And finally, it doesn't work. By its own admission, the 
Internal Revenue Service fails to collect from nearly 10 million taxpayers, with an estimated 
$127 billion in uncollected taxes annually.^ 

Anything this bad, this broken and this ineffective should be ended decisively, and that is 
what I propose. I want to scrap the income tax completely and replace it with a national sales tax 

Mr. Chairman, you have outlined the criteria for evaluating an effective tax system It 
must be; (1) simple, (2) the least intrusive, (3) fair, (4) border adjustable, and (5) friendly to 
savings and investment. 1 have added that it also must be transparent. I have studied all the 
recent tax proposals with these six factors in mind. Many are better than the current tax system. 


* U.S. Department of Commerce "Competing to Win in a Global Economy." (September 1 994). 

^ Rudolph Penner, "Reducing the Tax Burden on Saving" KPGM Peat Marwick (December 1 994). 

^ Internal Revenue Service, Pub No. 1415, Income T ax Compliance Research; Net T ax Gap and 
Remittance Gap Estimates 2 (1990). 
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But if we are going to overhaul our tax system, we should choose the one that meets these 
criteria. I have concluded that a national sales tax is the best alternative. 

The first factor in choosing an effective tax system is its simplicity. Under a national 
sales lax, the burden of complying with the income tax code would be lifted. There would be no 
records to keep or audits to fear. The money a person makes is his or her own You don't have to 
report it. You don't have to hide it. You may decide if you want to save it, invest it, or give it to 
your children. It is only when you buy something that you pay a tax. Although I applaud the 
efforts of flat tax advocates to simplify tax forms, nothing could be more simple than no forms at 
all. 

The national sales tax is the least intrusive of the tax proposals. The IRS would be 
substantially dismantled under my proposal The IRS would no longer look over the shoulders 
of every American. There will be no audits Americans would not waste time and effort 
worrying about record keeping, deductions, or exemptions that are part of the current tax code 
Although the flat tax proposals tax consumption, they do so by giving the income tax a facelift 
and leaving the IRS largely intact. You have stated, Mr. Chairman, "If the roots remain, the tree 
will grow back " 

The national sales tax is the fairest. Everyone pays the tax including wealthy individuals, 
criminals, illegal aliens, and others who currently avoid taxation. Wealthy Americans who 
consume more would pay higher taxes under the national sales tax Individuals who save and 
invest their money will pay less. Gone are the loopholes and deductions. 

The national sales tax would also tax the underground economy. When criminals and 
illegal aliens consume the proceeds of their activities, they will pay a tax Foreign tourists will 
pay the tax Tax systems that rely on income reporting will never collect any of this revenue. 

Of course, the fairness test must likewise consider those with limited means to pay taxes 
An integral part of my plan is protection for Americans who need it— senior citizens, the 
unemployed, and Americans with low paying jobs. 

One strategy for addressing this problem would exempt a threshold level of goods and 
services consumed by each American from the federal sales tax Each citizen who has a Social 
Security number will receive this exemption For example, if the exemption level were $5000, a 
family of four would have its first $20,000 of spending exempt from the sales tax. This figure is 
approximately 33 percent above the 1994 poverty threshold for a family of four 

Another strategy might be the exempting of items such as housing or medicine. This is 
the method the majority of states have chosen and the one advocated by this Committee's 
Chairman. Americans understand and are comfortable with this practice. In the end, it will be 
up to this Committee and the Finance Committee in the Senate to decide the most desirable path 

The national sales tax is the most transparent of the tax reform proposals. A federal tax 
that is evident to everyone would bolster efforts in Congress to achieve prudence in federal 
spending There should be no hidden corporate taxes that are passed on to consumers or 
withholding mechanisms that mask the amount we pay in taxes. Every year the public and 
Congress should openly debate the tax rate necessary for the federal government to meet its 
obligations. If average Americans are paying that rate every day, they will make certain that 
Congress spends public funds wisely. 

American exports would also benefit from the enactment of a national sales tax. In 
January, the United States registered one of the largest trade deficits in our nation's history. We 
must adopt a tax system that encourages exports. Most of our trading partners have tax systems 
that are border adjustable. They are able to strip out their tax when exporting their goods In 
comparison, the income tax, and for that matter the flat tax, are not border adjustable. American 
goods that are sent overseas are taxed twice— once by the income tax and once when reaching 
their destination. In comparison, the national sales tax would not be levied on exports It would 
level the playing field with our trading partners. And best of all, foreign imports would be taxed 
when they are consumed in the United States. 

Mr. Chairman, the last and most imperative reason for replacing the income tax with a 
national sales tax is that it would liberate our economy by encouraging savings For the first 
lime in the modem era, the next generation of Americans may be economically worse off than 
the previous one Despite robust economic growth over the past several years, the average 
income of families has fallen. They feel trapped in a box with diminishing hope of escaping 

The bottom line is that as a nation, we do not save enough. Savings are vital because 
they are the source of all investment and productivity gains-savings supply the capital for 
buying a new machine, developing a new product or service, or employing an extra worker. 
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According to a recent poll, seventy-two percent of Americans realize that they are not saving 
enough for the future/ Our net national savings rate in the 1990's has been 1 8 percent of Gross 
Domestic Product compared with a rate of 8 1 percent in the I960's, 7 2 percent in the 1970's, 
and 3.7 percent in the 1980's/ 

The Japanese save at a rate nine times greater than Americans and the Germans save five 
times as much as we do * Today, many believe that Americans inherently consume beyond their 
means and cannot save enough for the future. Few realize that before World War 11, before the 
income tax system reached its present form, Americans saved a larger portion of their earnings 
than the Japanese 

A national sales tax would reverse this trend by directly taxing consumption and leaving 
savings and investment untaxed. Economists agree that a broad-based consumption tax would 
increase our savings rate substantially. Economist Laurence KotlikofF of Boston University 
estimates that our savings rate would more than triple in the first year. The implementation of a 
national sales tax is expected to create one million new jobs^ over a ten year period and a three 
percent rise in wages over that same period of time “ Economist Dale Jorgenson of Harvard 
University has concluded that had a consumption tax like the national sales tax been put into 
place in 1986 instead of the current system, the United States would have experienced one 
trillion dollars in additional economic growth!’ Mr. Chairman, our citizens and our economy 
cannot afford to wait any longer 

As I have outlined here today, I believe the national sales tax is the best tax system to 
replace the income tax It is simple. It protects privacy. It is fair and transparent. And it 
promotes economically beneficial behavior. For these reasons, I encourage its enactment. 

Mr. Chairman, we live in an exciting time when the world is opening its arms to free 
enterprise. The Uruguay round of GATT significantly lowered the barriers to trade. Congress 
will soon open the telecommunications industry to competition, better enabling individuals and 
companies to interconnect across the globe Goods and information are able to flow freely 
between countries with few obstructions. One of the last remaining barriers between countries is 
their tax systems. We must face the fact that America is competing with other countries whose 
tax systems are more friendly to investment than is our income tax. 

If we enact a tax system that encourages investment and savings, billions of dollars of 
investment will flow into our country. During a recent poll taken by Princeton Economics 
International, executives of the top twenty Japanese companies stated unanimously that they 
would bring manufacturing to the United States if our country enacted a broad based retail 
consumption tax. It makes sense. America has the most stable political system, the best 
infrastructure, a highly educated workforce and the largest consumer market in the world. Our 
economic growth and prosperity would be unsurpassed. 

There will be complex transitional issues to address. But in the end, our country will be 
stronger and more prosperous. That has to be our focus. Our vision must be for an America in 
which the American family enjoys better job prospects and more real income Our paychecks 
will be bigger, our savings will be greater, and our hopes will abound Let's give Americans this 
chance Thank you. 


* Source. Competitiveness Policy Council/Congressional Economic Leadership Institute Poll, Feb. 1995. 
^ U.S. Department of Commerce "Competing to Win in a Global Economy." (September 1 994). 

* OECD Historical Statistics 1 960- 1 990. 

^ John Qualls, "The Impact of a National Sales Tax on the United States Economy." Washington 
University (1991). 

’ Laurence Kotlikoff, "Savings and Consumption Taxation: The Federal Retail Sales Tax Example.” 
Hoover Institution Conference Paper (May 1995). 

’ Dale Jorgenson, "The Economic Impact of Fundamental Tax Refram." Hoover Institution Conference 
Paper (May 1995). 
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Chairman Archer. All right, thank you. 

[Recess.] 

Mr. Christensen [presiding]. Call the Committee back to order. 

If Congressman Schaefer and Congressman Tauzin would begin 
their testimony, we are indeed honored to have you here testifying 
before this Committee, and look forward to your comments. 

STATEMENT OF HON. W.J. (BILLY) TAUZIN, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF LOUISIANA 

Mr. Tauzen. Mr. Chairman, thank you. 

Both Dan and I are pleased to participate in what I think are 
historic hearings on the central question of whether it is time, and 
we think it is, to scrap the whole system by which we tax income 
and investment in America and to replace it with the revenue neu- 
tral national sales tax, an alternative tax to the current system. 

We should ask ourselves, I guess, first of all, what is wrong with 
the current system, and if you were to ask that question, I suppose 
at a townhall meeting, you would hear a chorus of complaints, but 
the chorus of complaints by citizens about the current system is 
also backed up dramatically by the facts, the facts are that we have 
got an income tax system that is out of control. In 1914, it was 14 
pages long. Today, it is over 2,000 pages of law, 10,000 pages of 
regulations, and hundreds of thousands of pages of rulings and in- 
terpretations. 

Today, our income tax laws have become so complex that over 70 
percent of the tax returns filed by professional tax preparers are 
for citizens making less than $50,000 a year. Even the so-called ex- 
perts have problems with the system. 

In 1992, Money magazine gave 48 professional tax preparers a 
financial profile of one family and asked them to prepare an income 
tax return. The computed tax liabilities ranged from $16,219 all 
the way up to $69,000. Who was right? Money magazine made the 
case, the system is out of control. 

We spend 5.4 billion hours merely to complete tax forms. In fact. 
Professor Walter Williams of George Mason University stated that 
the country spends more time complying with the Income Tax Code 
than it does manufacturing every automobile, van, and truck built 
in the United States in 1994, it is a wasted effort. And every time 
we touch this animal it gets more complex. Remember tax sim- 
plification in the eighties. 

The 1986 law alone made over 2,500 changes in over 4,000 places 
in the Code. It resulted in 48 new forms. This was tax simplifica- 
tion. Every time we touch it, it gets worse. Americans are increas- 
ingly less compliant with the Tax Code. The IRS now has more 
than 10 million taxpayers who didn’t file last year, over $200 bil- 
lion in misstated payments. 

We know the underground economy, the place where Americans 
try to avoid this awful system, is now about $500 billion strong, 
and that $125 billion is not collected to the Treasury from that un- 
derground economy. That is $125 billion that the other taxpayers 
of America are paying when they work through on April 15 the tax 
forms. 
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Mr. Schaefer and I think it is time, and we hope to file a bill by 
this summer that will replace the entire income tax system in 
America with a system instead of a simple retail sales tax. 

What is the beauty of it? The beauty of it is that when we make 
that change, number one, Americans themselves will decide how 
much tax they want to pay by deciding how much they want to 
consume. That tax system can easily make room for the necessities 
of life at no or very low rates and tax the other things we purchase 
at the customary rate. 

In short, citizens will decide whether to make income and save 
it and invest it or to pay taxes by consuming it. Citizens will make 
their own choice. 

More importantly, figures indicate that if we stop taxing invest- 
ment and income in our society, we encourage income and invest- 
ment in our society. We encourage the work ethic, we encourage 
people to do in fact what most of us in this Congress are des- 
perately trying to do, to put this country back to work. 

A 2.5-percent increase in the savings accounts of America will 
yield us a 10-percent growth in GNP. Dramatic job increases, dra- 
matic growth in the economy, dramatic changes in the way Ameri- 
cans in fact invest at home. You know the other good reasons, 
many of them cited already. 

I want to add two quick things, I know my time has expired al- 
ready. First, please look at several things we have also filed in ad- 
dition to the bill we are going to file on an alternative tax system. 
One is a bill I have filed for many, many years. 

If you are not ready to change the tax system, at least take the 
taxes off ordinary savings accounts in America, at least start re- 
warding citizens, children in America with a savings ethic that 
says in effect if you save in a passbook account, like we used to 
save, you wonT pay taxes on it. We have got a bill called Save 
America. It is a plan to do just that. 

Second, I would hope you would look, and maybe the Committee 
can do a study on a bill we have filed called the American dividend 
trust fund account, which is a system of rewarding Americans in 
a dividend trust fund much the way Alaska does it for its citizens 
on the simple theory that if Congress does its job and balances the 
budget, that the taxes collected on corporate America, a percentage 
of them, would be saved in a dividend trust fund that would be re- 
bated to Americans for having supported a government that keeps 
its accounts in balance. 

That idea has been around for some years now, and it ought to 
get looked at as we look at alternative tax systems as well, savings 
account exemptions for taxation, a whole new system, indeed, all 
these concepts are worthy of this historic examination by the Ways 
and Means Committee. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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TESTIMONY OF HON. WJ. “BILLY” TAUZIN 
A REPRESENTATIVE IN CONGRESS FROM THE STATE OF LOUISUNA 

When 1 first came to Congress in I98U, I was not a fan of the income tax but. like many othcra, felt that 
It was a necessary evil” in our lives. It wasn't long before I realized that many of my constituents who 
contacted me with problems were complaining about the same agency, the IRS, and the same law, the 
Internal Revenue Code. Constituents ask me. Shouldn't our tax system be designed to raise the money 
that we need with the least amount of government interference into our lives?” 

I believe the answer is yes. We must replace the present income tax with a revenue-neutral retail sales tax 
ofbetween 16% to 18%. This is the only viable alternative that raises tax revenues, protects the economy 
and is least intrusive into our lives. 

Look at our present income tax system. It has grown from 1 4 pages in 1 9 1 4 to over 2000 pages of law, 
1 0,000 pages of regulations and hundreds of thousands of pages of rulings and interpretations in 1995. 
Docs anyone really understand it? Routinely ta.\ prqjarers and income lax experts fixmi the Treasury 
Department have testified before Congress and admitted that even they do not fiiily understand the 
Internal Revenue Code. 

Does this complexitv adversely affect only the wealthy? No. Our income tax laws have become so 
complex that over 70°^o of the tax returns filed by professional tax preparers are for citizens making less 
than S50.000 per year. Even the so-called experts have problems with our present mcomc tax. In 1992, 
Vfo/jey magazme gave 48 professional lax preparers a financial profile of one family and asked them to 
prepare an income tax return. The computed tax liabilities ranged from S16.219 to over S69,000. 

. \nd what about the incredible waste ot productive time .\ccordmg to a study commissioned by the IRS 
in 1985. It was detenmned that .Amencans spem 5.4 billion hours merely completing mcomc tax forms. 
James Payne, of L\tton Research and Analysis, has calculated that the compliance burden of the federal 
income tax increased by at least 33% since 1 985. which means, by some esiunates. that Americans now 
spend a mind-boggling 8.6 billion hours each year completing income tax forms. None of this time is for 
productive enterprises that actually add to the social, economic or moral well-being of a society. Payne 
w.alculates the economic cost of the income tax to the .American economy to be in excess of S600 billion 
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Uoilan per year— in addition to the S600 billion per year we pay in taxes. 

To put this in perspective and to illustrate the cost of the income tax to our country. Professor Walter 
Williams of George Mason University has stated that this country spends more total man-hours trying 
to comply whh the inoome tax code than it does manufacturing every automobile, van and truck built in 
the United i^iatcs in 1994. 

.And who do you think really pays for the tax compliance costs and taxes? Do businesses pay these costs? 
.Again the answer is no. Businesses simply add them into the price of the products they sell. As a result, 
consumers pay between 10% to 1 5° o more for retail goods and services. 

Over the past 1 6 years, there have been thousands of changes to the mcome tax' code. The Tax Reform 
Act of 1 9S6 alone made nearly 2,500 changes to the income tax code and resulted in 48 new forms. These 
changes have made a horribie system even worse. 

Some of these changes have actually eliminated jobs and devastated entire uidustnes. R emem ber the 
lu.xury tax that virtually destroyed the yacht building business in the United States? I agree with the 
sentiments of Shirley Petoson. former Commissioner of the internal Revenue under President Bush. .Mrs. 
Peterson said. My view is that we cannot ‘fix' it with more tinkering at the margin. I believe that the only 
solution IS to repeal the Internal Revenue Code and start over ' 

The two leading alternatives to the federal income tax are the national retail sales tax and the flat income 
lax Both aitemauves have similaniies. Both proposals will not tax investment earnings or capital gains. 
Both proposals do not double tax the earnings of business. However, there arc some fundamental 
difierenccs between the flat income tax and the reiaii sales ta.x and it is because of these dififerenoes that 
I support the replacemeni of the mcome tax with a revenue-neutral national retail sales tax 

Under the retail ales tax we will pay our federal la.xcs when we make retail purchases just like most of 
us pav state sales taxes. .As retailers make sales, they collect the national retail sales tax from their 
customers. The states then collect these taxes and sends a check directly to the U.S. Treasury. Sound 
i^impie It IS. The retail sales lax dramaticaUy reduces the paperwork and tune required by our antiquated 
iV 5 >iem of taxation. There will only be around 10 million retailers filing federal tax returns each year. 
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But here's Ihe rea» beauty ot'my plan: you pay to play. " The retail sales tax will give you the freecknn 
to determine the amount of federal taxes you pay. For instance, if I decide to save part of my earnings 
and deter ooRumpOon to a later time then I will not pay taxes until I spend the saving;5. Even then I will 
be able to control the amount of tax that 1 pay. If 1 am saving to purchase a car then the amount of the 
car's purchase price will dictate the tax that 1 pay. 1 am suddenly in charge and no longer have to spend 
money in a way dictated by Washington to receive any tax breaks. 

The problem with the fiat income tax is simply this ** it is still an income tax! Under Congressman 
.Amicy 's proposal, all of us will still file income tax returns. In fact the Armey flat income tax requires 
that each wage earner in this country file a lax return each month and then a 1 3th return on April 1 5. If 
vou own or operate m business this gels even more complicated. 

Not only must the self-employed and busmess owners prepare 1 3 lax returns for their personal taxes, but 
they must also p re pare i 3 tax returns for their busmess. .And these business tax returns won’t be done on 
a postcard. Under the fiat income la.x. a business or sell-employed person must still compute their “net ” 
income. Sound tamiliar .^ It should because one ot the most dilficult things for the sclf-emplovcd and the 
business owner is to determine “net ' income. Imagine having to confront thirteen Apnl ! 5*s each vear. 

In 1992. .ArrKneans tiled 1 13.604.503 individual income la.^c returns (including 15.495,419 nonfarm sole 
proprietor returns). 1.484.752 partnership returns and 3.869.023 cc.poration returns for a total of 
[ 1 8.958.278 tax returns. .Mv stalf estimates that enactment of the fiat income lax will require a minimum 
15 billion tax returns Tlie flat income ia\ " ''1 create prosperity for the paper mi i is in my state but a 
lot of forests will have to be harvested to complete The additional paperwork. 

Our current IRS system can t withstand the addin onai burdens imposed b> a llai mcomc tax. Although 
currcnlJv processing less than 1 of the number ol potential fiat income tax returns. IRS emplovecs err 
on one of every ten income tax returns ihcv enter into the IRS computers; the IRS now has more than 1 0 
million ta,\payers who didn't file last ^ ear. the IRS has more than S200 billion in misstated payments and 
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netiinds: and, most troubling, the National Research Council predicts a major breakdown of the system 
could occur in the present income tax system before the year 2000. 

Contrast this avalanche of flat income tax returns with the number of returns required by the national retail 
sales tax. The only tax returns required would be from providers of retail goods and services. This is 
estimated to be only 10 million. Everyone else will be free of any requirement to file tax returns. April 
15 will be just another day, and we can finally dismantle and eliminate the IRS. 

The flat income tax, on the other hand, requires retention ot the IRS with all of its opfx^essive powers. 
In facL the IRS may have to be given even more power Professional tax preparers warn that under a flat 
income tax. the IRS may have to be enlarged to cope with the number of taxpayers who will not 
voluntarily remit their taxes each month. These same ta.x preparers fear that the already dracoman 
methods presently used by the IRS will only intensity if people are forced to pay the flat income tax each 
month. 

.All of us understand that w hen we lax something w e get less of it. The national reuil sales lax docs not 
tax income and therefore docs not penalize you for working. The more you work the more you get to 
keep. WTiat etfeci will this change have on our economy'.^ 

Professor Laurence Kotiikofr of Boston L niversiiy studied the economic eifecis of a revenue neutral 
repiaoement of the tederai income tax with a retail sales tax ot between 1 6*^ o to 1 8® o. Kotlikoff concluded 
that this change would dramatically improve the economv and raise income and output by almost S500 
billion a vear or about SS.OOO per lamily. 

.Martin Armstrong, chairman ot Pnneeton Economic Institute, currently advises overseas invesimcm frinds 
with assets in excess of S3 tnllion. .Mr. .Armstrong points out that the last time this country was a haven 
for investment capital was in 1 940 when interest rates on government bonds dropped to 1 ‘J'o. He believes 
uiai liie i cpiacemcni oi the Icderai income lax with a retail sales lax will attract, in real terms, even more 
investment capital than in 1940. .Mr. .Armstrong also predicts that many multinalioaal companies will 
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locale their main otfioes m ihe United Stalesu The result will be an unprecedented economic boom that will 
dramaiicallv increase the economic prospcniv of every .Amencan. 

Will the flat inoome tax create the same economic boom? Like any income tax, the flat income tax means 
the more you work... the more taxes you pay. Like the present income tax, the flat income tax does not 
reward people for working. Yes. the flat income tax will not tax your investment earnings or capital gains. 
This will certainly help our ridiculously-low national savings rate. However, the flat income tax 's impact 
on the economy will be less than the impact of the retail sales tax. People will still have to pay a flat 
income tax on the gross amount of their earnings and onlv be rewarded the next year if they invest pan 
of what they have lett. A flat tax is better than our present system, and I would support it over the status 
vjuo. but, in my ''oimon. a national retail sales tax is a much fairer way to go. 

.As I do talk radio shows across the country on this subject, many of the callers ask me how are we going 
to protect lower income people? W'on't the sales tax be regressive? Economists tell me that in the course 
of their lives, people generally spend all the money they make, so the retail sales tax is really not 
regressive. However, lower income people can be imtiallv harmed bv the switch from the present income 
lax system to the retail sales tax. There are a number of wavs being discussed to create a sai'etv net for 
them. 

( "Me method is bv having a different rate ot tax on d liferent ivpes of goods and services. .Another method 
Us to exempt certain of life's necessities. A third method is to consider giving rebates ot'the amount of the 
sales lax that lower income families pay ilicse methods are being studied now and the results will be 
available soon. One thing is certain: we will not implement the retail sales tax without provtdmg for the 
disadvantaged people m our society. 

Tliere IS another area where the retail sales lax will help create more jobs. Studies by the Department ot 
Commeroes Bureau of Economic .Analysis show that for everv SI billion of exports. 19.100 of jobs are 
jreaied and most of these are higher-paving jobs. The retail sales tax will eliminate the bias against L .S. 
products in intcmaiional trade. G.ATT allows countries to rebate consumption taxes at the border but not 
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inoome uuus. TTiis amounts to as much as a 20®"o penallv when L' S. products arc exported or when our 
products compete against imports. 

.A natjonaj retail sales tax would only be levied on retail sales in the U.S.. not on exports. U.S. products 
will thus become more competitive in international trade. Imported goods into the United States will be 
t'orced to pay the same amount of federal tax as their domestic competitors. 

One essential part ol a fair tax system is that everyone shares the burden of paymg for the cost of 
government. Unfortunately, the area of our economv ihat is growing most rapidly is the underground 
economy. Since the late I970's. the underground economy has grown to an estmtated S500 billion per 
year and the amount of income taxes lost is in excess of S125 billion per year and growing. The flat 
income tax doesn't really attack this growing problem. The national retail sales tax does. 

Finallv. despite all of the compelling economic reasons that favor replacement of the present income tax 
with a retail sales ta.x. there is an additional reason... FREEDOM. In 1954. the IRS could assess a total 
of 13 diflferent tax-related penalties. In 1995. the number has increased to 1 50. Increasingly, the IRS 
must rely on coercion and threats to even collect 83“b ol'the tedcral income taxes thev calculate arc due. 

Baron de Montesquieu, whose writing were ated bv our nation s Founders more than any other, and who 
inspired the very structure ot our ConsliiutiorL emphasized the struggle between liberty and ta.xes. Direct 
ia.xes (like the income tax) would lead to slaverv . but "a dutv on merchandise (a retail sales tax) is more 
natural to liberty because it has not so direct a relation to the person. 

. \n agency like the IRS. a lax on mcome. a presumption of guilt against the taxpayer, and the resulting 
:a.\ i\ranny are not consistent with the ideas on wnich this nation was t'ormed. In for Cood And Evil. 
Charles Adams' important work on the impact of taxes on civilization. .Mr.Adams points out that the 
.isiute Greeks observed that rvTanny (oppressive government) was the consequence of the wrong kind of 
ia.xauon: ana conversely liberty was the consequence of the right kind of taxation. .And what was the right 
kind .^ Sales and cusioins taxes, said the Greeks. Hie wrong kinds of taxes that produced bad government 
'.vere direct ta.xcs like income and production ta.xes. Hie Greeks came to these conclusions, not from 
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reason, but from i.ie examples ol history. Our income taxes have proven that the Greeks were ngfrt. 
Much ot'our liberty has been lost to make our income taxes work, e.xactiy as the Greeks predicted. 

It is for these reasons that I support the replacement of the federal income tax with a national retail sales 
tax. It is time to make the federal government our servant agam. instead of our master. 
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Mr. Christensen. Thank you, Congressman, and thank you for 
your consistent conservative leadership in these areas. 

Congressman Schaefer, we would be pleased to hear your testi- 
mony. 

STATEMENT OF HON. DAN SCHAEFER, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF COLORADO 

Mr. Schaefer. Well, I thank you, Mr. Chairman, and I will add 
a little bit to what my good friend Mr. Tauzin has had to say. I 
very well remember, I know he does, the 1986 tax bill. If you really 
go back into the history, it started as a flat tax, and as time went 
on more and more things became deductible and pretty soon it was 
no longer fair or equal or simple, and we had a real mess on our 
hands when it passed. 

I did not vote for it at the time, and it stands out as one of my 
best no votes, I believe, because it certainly has proven not to work. 
So, therefore, what we have been doing in Congress over a period 
of years has been looking for quick fixes, some way to fix this, some 
way to fix that, and all we ultimately do, as Billy said, is add to 
the Tax Code. 

As a matter of fact, just since the tax reform of 1986 Congress 
has amended, repealed or added to more than 4,000 sections of the 
Income Tax Code, hoping that if we can change this section, elimi- 
nate that deduction, revise this rate, some way, somehow we are 
going to come up with a perfect Tax Code. 

Now, I think it is obvious that the current system is beyond re- 
pair, and it should be repealed completely. My written testimony 
goes into great detail about the faults of the income tax. 

I would ask the Chairman that it be allowed to be printed as 
part of the record. 

Chairman ARCHER [presiding]. Without objection, your entire 
statement will be printed in the record. 

Mr. Schaefer. Thank you, Mr. Chairman. 

Now, for several years I as well as others, including Mr. Tauzin, 
have advocated replacing this flawed income tax with a national 
sales tax. This would be a tax on the retail level on goods and serv- 
ices between, say, 16 and 17 percent. This is not a VAT, this is not 
a VAT tax. A VAT tax, as Mr. Kemp indicated, is what is disman- 
tling a lot of the economic system in Europe. The sales tax is sim- 
ply a tax on the final finished product that a consumer purchases 
in one form or another. 

The national sales tax could be primarily collected by the State 
governments, which already have the mechanisms in place. To 
overcome the supposed regressivity of the sales tax, I propose giv- 
ing a rebate to cover a base level of tax-free consumption. 

Some have suggested exempting food, medical services, and so 
forth, and I am not sure we are going to get to that point because 
then we get into a situation where if some wealthy person is throw- 
ing big parties, should that food not be taxed. We don’t really think 
so. 

There are other ways to go about that to treat that income level, 
say, between the $15,000 and $20,000 different than those who 
make more than that. So I would just say that if you want to talk 
about simplicity, you really have it here. A sales tax is very easy 
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to comply with. An individual knows every time they purchase 
something exactly what they are paying on their taxes. The mecha- 
nisms are already set into place in 45 different States, which would 
be very simple to figure out exactly what it is that that person is 
going to be paving. 

Now, the other thing is that this sales tax is going to help us get 
at the underCTOund economy. At this point in time we have mil- 
lions and millions of dollars out there that are not being taxed and 
revenue is not coming into the Federal Government simply because 
it is either laundered money, it is drug money or it is from all cash 
operations. 

These people still, however, buy clothes, they buy cars and they 
buy other types of products that they would ultimately be paying 
taxes on. The IRS, I think, on a conservative estimate, says that 
we are losing about $130 billion a year on the underground econ- 
omy, and I think that that probably is very conservative, it is prob- 
ably even higher than that. 

So I would just say — I know my time is up, Mr. Chairman — I 
know you are very familiar with this whole approach, and as Bill 
says, we are in the process of drafting legislation that we hope will 
be ready for this summer or early into the fall. 

We know this is not an easy thing to do, to dismantle something 
as huge as this. Billy said something about in 1914 the tax form 
was like 10 pages long, 14, the first tax form was 1 page. I have 
a copy of it, 1-page form, that first tax form that ever came out. 
I dare say I don*t even want to look — my accountant does all my 
taxes now — I don't know how much it is now. 

I thank the Chair and the rest of the Committee for listening to 
us today and hopefully we will be back to you sometime in the near 
future. 

[The prepared statement follows:] 
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Statement of Representative Dan Schaefer 
Before the 

House Ways and Means Committee 
On 

Replacing the Federal Income Tax 
June 8, 1995 


Thank you Mr. Chairman and members of the committee for holding this 
hearing and inviting me to speak on replacing the federal income tax system with a 
national sales tax. 

With this week’s hearings, we in Congress are embarking on a tried-and-true 
Washington ritual: reforming the income tax. In fact, rarely is Congress not talking 
about reforming the income tax code. Washington has been on a dec^es-long 
quixotic search to "fbc” the income tax; each time hoping that if it changes this 
section, eliminates that deduction, or raises this rate that somehow we will produce 
The Perfect Income Tax Code. 

Since 1954, Congress has passed substantial amendments to the federal tax 
code an average of every 1 .3 years. Since passing the Tax Reform Act of 1986, 
Congress has amended, repealed, or added to over 4,000 sections of the income tax 
code. 


Taxpayers are now telling Congress: Give it up! The income tax code is 
beyond repair, and should be repealed completely. 

But what should we replace the income tax with? Let us imagine, just for a 
moment, that April 15th were just another spring day — not the dreaded Tax Day. 
What if our tax system required no Internal Revenue Service (IRS), had no loopholes 
for the rich, weakened special interests’ hold on the U.S. Congress, increased 
Americans’ paltry personal savings rate, and encouraged economic investment? And 
suppose the federal government could still collect at least as much tax revenue as it 
does today? 

This is not some kind of fantastic Utopia I am describing. It could be reality 
if America eliminated the personal and corporate income tax system and replaced it 
with a national retail sales tax. 

To understand the need for a national sales tax it is important to understand 
why the income tax code must be replaced completely. Everyone dislikes paying 
taxes, but the income tax makes financing government expenditures excruciatingly 
painful. 

When the income tax was originally proposed, its backers assured the nation 
that it would never exceed a few percentage points. In fact, the income tax imposed 
after the passage of the Sixteenth Amendment had a maximum rate of seven percent, 
could be filled out with just a two-page form and fewer than one percent of 
Americans actually had to file an income tax return. This seductive, little tax was 
promoted as not only fair, but also as the elixir for all that ailed the country. 
Consider the 1913 House committee report on the legislation establishing the income 
tax: 
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”We recommend the passage of... [the income tax]... in the confident 
belief that as soon as this tax and its administrative machinery become 
fairly understood by the people... [it] will meet with as much general 
satisfaction as any tax law. ..All good citizens, it is therefore believed, 
will willingly and cheerfully support and sustain this, the fairest and 
cheapest of a\\ taxes." 


Few predictions have been as disastrously wrong as these euphoric hopes 
expressed by the authors of the income tax. During the past 80 years, the income tax 
has become a behemoth which former President Jimmy Carter accurately described as 
"a disgrace to the human race." 

With its myriad deductions, rules, regulations, liens, forms, withholding 
instructions and compliance costs, the income tax is understood by only a sm^l 
coterie of tax lawyers and accountants, and is despised by almost all other 
Americans. And average citizens have many reasons to hate the income tax. It is 
expensive to administer and comply with; it is complex; it is constantly changing; it 
encourages rent-seeking corporations to search out special exemptions; it has resulted 
in a shocking loss of personal liberty; and it discourages the savings, investment and 
productivity needed for economic growth. 

Cost and Compliance 

If the income tax were evaluated as a product, we would first look at its costs. 
During Fiscal Year 1995 alone, Congress spent $7.6 billion on the administrative 
costs of the IRS. Even here in Washington that is a lot of money. However, that 
$7.6 billion price tag is a drop in the bucket compared to the true, hidden costs of the 
income tax. 

In the book. Costly Returns: The Burdens of the U.S. Tax System . Dr. John 
L. Payne, director of Lytton Research and Analysis, identified six separate costs 
associated with the tax system: compliance, enforcement, disincentives, evasion, 
avoidance and government costs. These costs include the money and time most 
businesses and individuals spend to comply with the income tax, the effort and energy 
many other companies put into evading the income tax, the concomitant resources the 
government spends to catch, prosecute and incarcerate these evaders, plus much, 
much more. Dr. Payne found that, when all these hidden factors are all added up, 
the income tax "cost" $618.1 billion in 1990 alone. This makes the income tax die 
most expensive government program of all — larger than Social Security, Medicare, 
or defense. Yet, unlike most government programs, the costs of which show up on 
the government’s ledgers, the cost of the income tax is paid for almost entirely by the 
private sector. 


Complexity 

Much of the public’s disgust with the income tax is caused by its complexity. 
Years of congressional tinkering and IRS rulemaking have created a monstrous set of 
laws and regulations that intimately affect the finances of every American family and 
business. The income tax code’s complexity has made calculating one’s taxes both 
time consuming and frustrating. In fact, congressional testimony has revealed that it 
takes businesses and individuals over 5.4 billion hours annually to comply with the 
income tax. That is equivalent to hiring 2.7 million people working full-time on tax 
compliance! 

Unfortunately, the tax code is both large and growing. Since 1954, the 
number of sections in the income tax code has increased by 578 percent, from 103 
sections to over 690. During that same time, there was a 369 percent increase in just 
the number of words in the code. Today, there are over 800,000 words in the 
income tax code. To clarify this voluminous code there are currently on the books 
more than 45 million words of income tax regulations! 


Who can understand all this? Certainly not the average family or small 
business. Most can barely comprehend only a few of the IRS’s 480 tax forms. Only 
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the most specialized super-lawyers and accountants can even pretend to undei^tand 
the entire code. This legion of tax lawyers, accountants and purveyors of tax- 
avoidance schemes now constitute an entire industry of professionals who wade 
through the income tax code to help their clients figure how much taxes they owe, 
and often how to avoid paying those taxes. Estimates of persons working full-time to 
comply with the tax code reach as high as 500,000. 

Uncertainty 

Federalist Paper Number 62 observed two centuries ago: 

"It will be of little avail to the people, that the laws are made by men of 
their own choice, if the laws be so voluminous that they cannot be read, 
or so incoherent that they cannot be understood; if they be repealed or 
revised before they are promulgated, or undergo such incessant change 
that no man, who knows what the law is today, can guess what it will 
be tomorrow." 


These words could easily serve as the epitaph of the income tax. As was 
predicted so many yeais ago, a law that changes with the wind will only earn the 
public’s hatred. 

Just look at the mutability of the income tax. As I mentioned earlier, since 
1954 Congress has passed substantial amendments to the federal tax code every 1.3 
years. Since the mammoth income tax reforms of 19S6, 4,000 provisions of 40 acts 
have either added, amended or repealed sections or subsections of the income tax 
code. The GATT implementation legislation alone contdned 91 changes. 

What are the results of all this tax uncertainty? For one, there is a real 
economic cost associated with these changes. Uncertainty requires businesses to 
spend time, money and effort on economically unproductive activities such as tax 
research, tax planning, tax compliance and tax litigation. In today’s tax environment, 
one of the few reliable forecasts a business can mie is that tax law wiE change 
before any new investment comes to fruition. Additionally, businesses have to defer 
decisions as Congress makes up its mind about raising rates and adding deductions. 
The Tax Foundation has estimated that the 1993 Clinton tax package alone cost the 
U.S. economy over $20 billion because of uncertainty - that is $20 billion worth of 
potential research, development and job training. 

Not only does the constantly changing tax code create economic leases, but, as 
we were wanied in The Federalist Papers , uncertainty carries a civic cost. Citizens 
become cynical and suspicious when they see lax law changed with little concern for 
rational economic policy. Indeed, as former IRS commissioner Shirley Peterson 
declared, "today, changes in the tax law are driven by political considerations and 
revenue constraints and wise tax policy has nothing to do with it." Is it any wonder 
that citizens are suspicious of die tax code? 

Rent-Seeking 

There are few tools more valuable to the rent-seeking corporation than the 
income tax. Over the past 80 years. Congress has granted special deductions and 
transitions rules to an array of politically-favored industries and organizations. In the 
process. Congress has radically skewed rational business decision-making, directing 
resources to politically powerful but inefficient industries, handicapping those 
businesses which lack access and influence in the halls of Congress and, in the 
process, shrinking the income tax base. 

Gary S. Becker, 1992 Nobel Laureate in economics, correctly observed, "In 
modem economies, profits are often determined more by government subsidies, taxes 
and regulations than by traditional management or entrepreneurial skills." Long 
before Dr. Becker identified the pernicious impact of rent-seeking taxation, James 
Madison observed in Federalist Paper Number 10: 
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"The apportionment of taxes on various descriptions of prope^ is an act 
which seems to require the most exact impartiality; yet there is, perhaps, no 
legislative act in which greater opportunity and temptation are given to a 
predominant party to trample on the rules of justice. Every shilling with 
which they overburden the inferior number, is a shilling saved to their own 
pockets . " 

All can agree that Congress has not acted with "the most exact impartiality" 
when bestowing the benefits of the income tax code. Once Congress abandoned the 
principle of a single rate applicable to all, it headed down the road to rampant rent- 
seeking. 

The solution? While we can never eliminate the desire of industries to seek 
special tax breaks, we can establish a powerful bulwark against rent-seeking taxation: 
uniformity. Unfortunately, the current code’s only uniformity is the uniformity with 
which citizens despise it. 


Civil Liberties 

The income tax has also ushered in a revolting assault on our civil liberties. 
Thomas Jefferson would spin in his grave if he knew that every American is required 
to report to the federal government not only how much he or she earns, but also a 
variety of other personal financial information. Today, banks, savings and loans and 
employers are required to report some 81 specific types of personal financial 
transactions. This has given the federal government an enormous amount of sensitive 
data about the economic activities and private lives of every citizen. 

This information is not always used lawfully. A 1994 U.S. Senate hearing 
found widespread unauthorized snooping in ta:ipayer records by IRS employees. IRS 
bureaucrats are not the only ones who have misused IRS files and the income tax. 
Former New York Times investigative reporter David Burnham, in his book A Law 
Unto Itself: Power Politics and the IRS , found that "Almost every [presidential] 
administration since the end of World War I has one way or the other used the 
selective enforcement of tax laws and the information contained in tax records for 
improper political purposes." 

Savings, Investment and Productivity 

The income tax penalizes those things we need most for long-term economic 
growth: savings, investment and productivity. Currendy, investments are taxed three 
times: once when the money is eanied as income, again when the investment earns 
dividends and finally when the investment is sold for a capital gain. Consumption, 
however, is taxed only once: when the income is earned. This encourages citizens to 
engage in excessive spending. Why save if you will be taxed thrice for doing so? 
With the income tax code’s perverse incentives, is it any wonder the U.S. has one of 
the lowest savings rates (2.5 percent) in the industrialize world? Our poor savings 
rate has deprived companies of the capital needed to invest in new technologies and 
job-training, crippling our ability to compete overseas. This capital crunch has 
damaged U.S. companies’ ability to expand, preventing them from creating more 
good, high-paying jobs. 

Additionally, the income tax’s high marginal tax rate discourages new 
production and economic growth. Today, the highest marginal income tax rate at the 
federal level is 42 percent. Marginal tax rates are normally sold as a way to make 
the rich "pay their fair share," but even nuddle-class families are hurt by today’s high 
marginal tax rates. Most middle-income earners pay a 28 percent feder^ income tax, 
a IS percent payroll tax and a five percent state/local tax. This means that the 
government tak^ 48 cents of every dollar middle-income workers earn. Economist 
Robert Genetski has shown in his study Taking the Voo Doo Out of Economics that 
high marginal tax rates are inversely related to productivity ^owth. Productivity and 
wages te^ to rise when marginal rates are low, but productivity falls or grows more 
slowly when marginal income tax rates are high. The income tax code’s high 
marginal tax rates, coupled with the disencentives to savings and investment, is an 
unnecessary, government-imposed hurdle to economic growth. 



585 


The income tax is expensive; it is complex; it changes without warning; it has 
spawned numerous lobbyists who massage the code to benefit the politically powerful; 
it has invaded our privacy; and» it discourage the savings, investment and productivity 
needed for renewed economic growth. Despite the good intentions of the fathers of 
the income tax code, we now know that the income tax is not the "fairest and 
cheapest of all taxes." We in Congress need to recognize that the income tax has 
failed. It is now time look at a totily different way of financing government 
spending — before it is too late. 

Luckily, Washington, and this committee in particular, is considering radical 
tax restructuring. What I mean by restructuring is a complete and total overhaul. 
America has h^ tax "reform" for decades. What the country needs is not well- 
meaning yet ineffectual reform, but a complete and total rethinking of tax policy. 

One of the most popular tax restructuring proposals is House Majority Leader 
Dick Armey's "flat tax" proposal. To "flatten" the code by eliminating its numerous 
deductions and distortions would create a much better tax system. But a "flat" 
income tax is still an income tax . Under even the simplest flat tax, "income" must 
be defined, personal financial information disclosed to the IRS and income taxes 
collected. This will require much of the same rules, regulations, liens, forms, 
withholding instructions and compliance costs that exist under the current system. 

Flattening the income tax code would help simplify the system and lessen some 
of the deterrents to savings and investment. However, if history is any guide, a flat 
tax would stay flat for all of one Congress. I am sure you all rememMr the debate 
on the 1986 Tax Reform Act, the moSier of all tax reforms. That process began with 
a discussion of flattening the tax code. The final legislation, to its credit, created a 
tax code with fewer deductions and only two persoiid income tax rates, 15 and 28 
percent. Since then numerous bills have revised, reformed and thrown out much of 
the 1986 tax bill, so that today the tax code has five rates: 15.0, 28.0, 31.0, 36.0 and 
39.6 percent - not to mention many new deductions and loopholes. 

Clearly, the impulse to "fix" the income tax code would not abate once a flat 
tax is passed. Inevitably, exemptions and "corrections" would find their way back 
into the law. America would soon find itself saddled with a loophole-ridden and 
expensive income tax code once again. In fact. Senator Arlen Specter, who has made 
the flat tax a part of his presidential campaign, has already incorporated several 
deductions into his supposedly "flat tax" proposal. Congress’ constant urge to fix the 
income tax code is one of the many reasons why real reform can only come with 
replacing the income tax structure with a simpler, more just and economically 
efficient system. 

I propose that we replace the current system with a national retail sales tax. 
This would be a tax (somewhere between 16 and 19 percent) on all goods and 
services sold at the retail level. As part of the transition to a national sales tax, I 
propose abolishing the corporate and personal income tax, the gift and estate tax and 
the excise tax. Tlie IRS would be retained to dispose of pending tax evasion matters, 
but it would also be abolished. 

To finance the spending of the federal government, a national sales tax on all 
goods and services would be imposed. Since the states have extensive experience 
with sales taxes, they would be charged with administering the national sales tax. 
Appropriate compensation would be given to the states and to retailers to ensure that 
the national sales tax does not become an unfunded mandate. 

The national sales tax would be imposed on all goods and services purchased 
for consumption. Goods purchased for resale and for the production of other taxable 
goods or services would he excluded. A de minimus exemption would be allowed 
for small transactions between individuals, such as yard sales. The national sales tax 
would also be imposed on all imports into the U.S., in accordance with GATT. 

To combat "regressivity," a rebate would be given to taxpayers and their 
dependents to cover a base level of tax-free consumption. This rebate could be set to 
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provide tax-free consumption up to the poverty level or could be set at the zero tax 
rate of the current income tax. Some have suggested exempting food and/or medical 
services to address regressivity. However, 1 believe that the sales tax rate should be 
as uniform as possible and should have the fewest number of exemptions. Thus, I 
believe a rebate structure is a better way to handle regressivity. 

This rebate could be distributed to citizens in one of two manners. One option 
would be to give all citizens monthly or quarterly checks to pay for the covered level 
of tax-free consumption. Another option would be to give all citizens a "smart card." 
This card, similar to a credit card, would be used by citizens when they purchase a 
good. Every time a purchase is made the taxes would be deducted from the citizen's 
account of tax-free consumption. 

Let me be clear about what I am advocating. First, I believe we must wholly 
replace the income tax with a national sales tax — not just add it on top of the 
existing tax structure . Second, I do not support a so-called Value Added Tax (VAT), 
as is used by many European countries. A VAT would simply represent another 
hidden level of taxation to be abused by the government. I believe a national sales 
tax would only work if it completely replaced the existing income tax system and if it 
remains a visible and simple tax. 

The national sales tax would dramatically change not only tax policy, but also 
the way citizens live their lives. Instead of a hidden withholding income before pay 
day, Ajnericans would receive all the money they earn. Instead of filing confusing 
forms and complying with mystifying regulations, Americans would simply pay a set 
tax every time they buy a good or service. Instead of a govemment-determin^ level 
of taxation based on income, Americans would determine how much taxes they pay 
based on how much they choose to consume. Gone would be the IRS bureaucracy 
and its assaults on the rights of taxpayers. In its stead would be a straightforward 
and simple tax, administered primanly at the state level. To get a feel for the 
advantages of a national sales tax, just ask any of the citizens of the 45 states with a 
sales tax: Is it easier to comply with the federal income tax or the state sales tax? 

Also, a national sales tax, unlike a flat tax, would help get at the underground 
economy. The U.S. Treasury Department estimates that it is unable to collect over 
$125 billion in income taxes every year. A national sales tax would help recoup this 
loss, ending evasion and lessening die tax burden on hard-working, law-abiding 
citizens. \^ile even under a national sales tax there would still be some evasion, a 
point-of-sale retail tax will be much more effective at tapping the underground 
economy than today's despised, loophole-ridden income tax. 

In addition, under a national sales tax, American exports would skyrocket. 
Without taxes built into the cost of American goods, they would be much more 
competitive on the world market. Our companies would no longer be forced to move 
American jobs abroad in order to compete globally. Further, foreign companies, 
which often avoid paying U.S. income taxes altogether, would have their imports 
subjected to the same sales tax as everyone else. 

Some have claimed that a national sales tax would be more "regressive" than 
the current income tax code. They are right, to a certain extent. The poor consume 
a greater percentage of their income on basic necessities and would, thus, pay a 
higher proportion of taxes than some of the wealthy. This problem, however, could 
be addressed by giving citizens rebates to cover a base level of tax-fr^ consumption, 
as I described above. 

In a larger and more important sense, it is the current income tax which is 
regressive. It cripples the economic growth needed to give the poor the opportunity 
to move into the middle class. In that sense, the income tax is the most regressive 
tax because its triple taxation of investment and high marginal rates prevent the 
economic growth necessary for a true opportunity society. 

Moreover, the poor already pay a large "consumption" tax because they pay 
the corporate taxes that are currently hidden in the price of every good and service 
they purchase. To understand the logic of the national sales tax, it is first important 
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to realize that businesses do not pay taxes . I don*t mean this in sense that companies 
find enough loopholes to avoid paying taxes. I mean taxes are simply a cost of doing' 
business that is reflected in the final price of the product or service offered by the 
company. The consumer of that product or service, pay these hidden taxes. Only 
consumers have no one else to whom they can pass the tax. Unfortunately, the 
regressive aspects on the current system are hidden. Low-income families actually 
pay a disproportionate share of businesses* income taxes and costs of compliance. 
While the poor may not pay taxes on April 1 5th, they do every time they buy food or 
clothing. 

Adopting a national sales tax would end this corporate tax shell-game. And, 
because it would eliminate the disincentives to savings and investment and the current 
high marginal taxes rates, the sales tax would spur robust economic growth. Dr. 
Lawrence Kotlikoff s study of the national sales tax predicted that a national sales tax 
would more than double the nation's savings rate, from 2.5 percent to 7.6 percent. 
This would increase U.S. citizens' standard of living between seven and 14 percent. 
Thus, by changing the incentives in the tax system, Congress would usher in a period 
of enormous economic growth and opportunity. 

Many used to claim that replacing the income tax with a national sales tax was 
just an economist's pipe dream, but the stars are aligning in favor of the sales tax. I 
have joined with Representative Billy Tauzin to draft a national sales tax bill, and we 
are organizing congressional support for this proposal. Senator Dick Lugar has made 
the national sales tax a major plank of his presidential campaign. Additionally, this 
week's hearings before the Ways and Means Committee demonstrate the widespread 
desire to examine alternatives to the current tax system. I believe these hearings are 
the vital, first steps on the long road to a complete restructuring of the tax code. 

I and taxpayers across the country believe that as we once again head down tax 
reform lane that Congress should not sell the country short by tinkering with the our 
current disastrous income tax. Instead, we should end the era of tax "reform" by 
completely eliminating the income tax and replacing it with a national retail sales tax. 
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Chairman ARCHER. My thanks to both of you for, number one, 
coming and having to wait, and then having to come back, and I 
apologize for that, Tout the Committee is very grateful for your testi- 
mony and for the work that you have done on this. 

I wish there were more Members here to both listen to you and 
to inquire because we need to have this exchange as colloquy going 
back and forth and probing advantages and disadvantages of these 
various options before we can finally, I think, reach a resolution, 

I, for one, have not completely decided what form of consumption 
tax I believe would be the best, but I do worry that those who wish 
to continue some form of the income tax, albeit restructured, per- 
haps with a reduced rate, whether you call it flat or semiflat or 
whatever else, is simply deja vu. 

Mr. Schaefer. It is still a tax on income. 

Chairman Archer. But we have been there before, as you point- 
ed out, and we know what happens. We know what human nature 
does to that kind of a system. 

Mr. Tauzin. Mr. Chairman, if you will, there is another — we 
don't talk about it in these terms but we need to think about it in 
these terms — there is another good reason to move away from in- 
come taxes. In the book “For Good and Evil,” Charles Adams pre- 
sents a very important work on the impact of taxes on civilization 
in general. He points out that the astute Greeks observed the tyr- 
anny of oppressive government was a consequence of the wrong 
kind of taxation; that conversely liberty was a consequence of the 
right kind of taxation, and what was rigl^t, and what was wrong? 

Well, the Greeks had it figured out. The Greeks said that sales 
and custom taxes were the correct form, that provide people as 
much liberty as possible. You decide how much taxes you are going 
to pay by deciding how much you consume instead of the govern- 
ment saying you are guilty, you owe us money unless you can 
prove you are innocent, as we have the rule under the current in- 
come tax system. 

The Greeks came to that conclusion, Mr. Chairman, not from 
reason but from examples in history, and our income tax system 
has proven the Greeks were right. It is a tyrannical system as op- 
posed to one that respects and in fact enlarges the freedoms of our 
people. 

Chairman Archer. I particularly appreciate your comments on 
that. I think maybe it was Mr. Adams who started his testimony 
before this Committee this week by saying that 1 page of histoiy 
is worth 200 pages of logic, or mayoe more than 200 pages of logic, 
and I thought that was a superb statement because Santayana is 
right when he says that if we don't learn the lessons of nistory, 
then we must relive them. 

And I wonder a little bit, too, as we enter this process, how much 
value we place on liberty and freedom and privacy, because that is 
something that hadn't been discussed too much until you two peo- 
ple came before the Committee this afternoon. What value do you 
place on liberty and what value do you place on privacy, and if in 
fact we have this great opportunity, perhaps a once-in-a-lifetime 
opportunity to get the IRS completely and totally out of the lives 
of every individual in America, what is the value of that? I, for one, 
would attach a very high value to that. 
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Mr. Tauzin. And you would be right, sir. 

Mr. Schaefer, Priceless. 

Chairman Archer. Let me ask you, if I may, do you have any 
specificity to how you would overcome the argument of 
reCTessivity? 

Mr. Tauzin. Well, obviously, Mr. Chairman, there are a number 
of ways you can overcome it. One is a complete, outri^t exemp- 
tion, as Mr. Schaefer has telked about, of certain basic essentials 
that you do not tax a certain level of consumption that is essential 
in people’s lives. 

The other is to tax it at a lower rate so that everyone is contrib- 
uting to their government and to the benefits of the government 
but at a lower rate on the things that are essential^ — food, clothing, 
shelter — ^and then a different rate on the things that you choose to 
consume that aren’t necessarily essential in your lives. 

There are a number of ways of treating that, and one of the 
things that I hope the Committee does is literally examine the var- 
ious structures that will yield the same revenue neutral amount of 
money and yet have that element of progressivity in it. 

Chairman Archer. But you do not at this time have a preferred 
method that you would like to propose to the Committee? 

Mr. Schaefer. Well, Mr. Chairman, we do not have at this point, 
we are still fine tuning it, and of course, as you know, with a sub- 
ject matter such as this, it would be fine tuned over a long period 
of time, even after it would come to this Committee. But in answer 
to your question, you know, the national sales tax is not regressive, 
it is proportional really, and that simply means that those with the 
most income will consume the most and therefore pay the most in 
taxes. And as Bill said, with those in the low-income levels, a re- 
bate system can be — there is a lot of things we can do to fit that 
in. So I would have to argue just the opposite. It is not a regres- 
sive-type tax. 

Mr. Tauzin. There is another thing that you can’t miss, Mr, 
Chairman, and that is when you do encourage income production 
and investment in your economy again, you create, according to the 
estimates we have seen, 1.6 million new jobs with this change. It 
literally creates economic benefits for all of us in our society, many 
of whom can’t find a good job today. And so in the end, if it is a 
tax that lifts more people off the bottom and gives them a chance 
to succeed, encourages income and rewards savings, then it is a 
system that we ought to move toward as rapidly as we can. 

I want to give you one example of what is absolutely out- 
rageously outlandish in our current Code. My two sons are in col- 
lege today. They both have part-time jobs. They both earned sli|^t- 
ly under the amount, I think it is $3,000, so where taxes come into 
play in their lives, income taxes, but one of them took their fathei^s 
advice and saved part of his income. The interest he earned on his 
savings account was taxable even though his total income was still 
under the cap. 

We, as a government, are telling my son, We are going to penal- 
ize you if you do what vour father si^gested you do, be frugal and 
save some money and help our economy, your own economy. That 
is an awful message. But we do it not just for our children, we do 
it for every working family in America. If you save money, we will 
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tax it when you earn it, and we will tax it again when it earns rev- 
enues for you at the bank. What an awful message. 

At a time when this country is trying to say to people, Get off 
of welfare, go to work, be productive, at a time when we are wor- 
ried about interest rates being too high, not being able to afford a 
home, shouldn't we say we are going to reward you for producing 
income, reward you for saving money that is going to yield lower 
interest rate money available to us to build homes, reward you for 
investing in jobs instead of penalizing you? 

It is about time, Mr, Chairman. 

Chairman Archer. I don't think you would find any argument 
with the three of us who are here today because Mr. Ensign pur- 
sued that line of questioning to a witness earlier, and I have ex- 
hausted my questioning. 

Mr. Ensign, would you like to comment or question? 

Mr. Ensign. Yes, I would, simply because I didn’t get a chance 
to question Mr. Gibbons earlier in the day, and he brought up 
something when we are dealing with, this regressivity question, 
and it seems to me that that is where the simplicity goes out of 
the consumption taxes. First of all, an example that was given one 
of the other days in Europe when they started talking about taxing 
different items in the economy. Maybe we don’t want to tax medi- 
cine. Well, how was Head and Shoulders taxed^ — and this was a 
real debate, was Head and Shoulders taxed as a medicinal sham- 
poo or was it taxed as a cosmetic and therefore it should be taxed. 

These are legitimate — I mean, all of the different health products 
that we sell in the health food stores now, are those foods or vita- 
mins or are those medicinal products? Depending on the marketing 
today, they want them as medicinal products. If we change the Tax 
Code, they may change the way that they want to label them. 

So that seems to me where some of the complexity gets in the 
way, but also he mentioned trying to correct some of the problems 
because he favors obviously a progressive tax system. He men- 
tioned that you would give, because he doesn’t want to see those 
types of proolems, some sort of tax credit for poor people, but he 
also wanted to see wealthier people pay something instead of hav- 
ing their taxes cut, so he would do like a reverse tax credit or a 
negative tax credit. 

Well, isn’t a negative tax credit an income tax? So how do you 
satisfy somebody like Mr. Gibbons without getting the complexities 
in the Tax Code with a consumption tax? 

Mr. Schaefer. Well, let me go first, Bill, but it seems to me, and 
I keep going back to this, my history in this 1986 tax bill, Mr. Ar- 
cher veiy well knows, I keep going back to that. Once you open the 
door and you allow this exemption on medicines or whatever, pret- 
ty soon you have got everything in the world in there that there 
is an exemption on. 

1 would much prefer to see it come down to the point where it 
is according to the income level of the individual, that they would 
have a rebate that would cover whatever they had to pay and their 
cost of medicine or whatever else it would be, and therefore then 
the other people would still be charged and would not be open for 
a rebate on these things. I think that this is probably the simplest 
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way to do it because I remember the history of this, all three of 
us do, and it was a mess. 

Mr. Tauzin. That is a valid concern. We were wrestling with that 
as we approached drafting. 

Let me make a point, however, that is lost very often in the cur- 
rent system. Economist John Quiles in 1991 reported to this Com- 
mittee this fact, that the current cost of compliance with the cur- 
rent income tax system, the hidden taxes involved in that cost of 
compliance, is currently adding 10 to 15 percent to the cost of every 
retail item in our economy, including Head and Shoulders, and 
other medicines and foodstuffs that are purchased by the poor and 
the elderly in our society, a 10 to 15 percent hidden tax of wasted 
resources, unnecessary cost of compliance. 

So if we start with the notion that we are going to replace that 
messy system with a simple one that has some national retail tax 
element in it, you can start with the notion that you have got a 
10 to 15 percent base already there. 

Second, either the rebate technique or, as I suggested, two levels, 
two rate techniques can accomplish the kinds of concern — can over- 
come the concerns of regressivity that you and I and others are 
very concerned about without necessarily getting us into the com- 
plexities of t£ix simplification of the eighties like we saw. 

Mr. Schaefer. The income tax we have now is truly regressive, 

Mr. Ensign. The other problem that I see with some of the pro- 
posals that are out there dealing with regressivity or progressivity, 
first of all, is, how do we get to where it is neither regressive or 
progressive? That seems to be the fair system, is if we get, where 
fairness is that it is neither regressive nor pro^essive, and striking 
a balance there seems to be a very difficult task to achieve. 

Mr. Schaefer. Well, my way of thinking is that on an NST it 
probably is as much middle ground as you can possibly get between 
the regressive and the progressive type of thing because this is all 
a choice that people make, and just think if you are out making 
$100 a week, you get a paycheck for $100, you don’t get a paycheck 
for $75 or $76 or whatever, and therefore you have that. 

Mr. Ensign. Just one last quick comment, and that is, the only 
thing that scares me about this is that it is so easy to raise this 
tax, any kind of consumption tax because it is almost a hidden tax. 
One of the ways they talked about was making it hidden in the 
price of the good and if it is hidden in the price of the good, and 
some people say even our State sales taxes are hidden taxes simply 
because nobody really pays attention to that tax that they are pay- 
ing. They pay attention to the tax that is taken out of their pay- 
check but they don’t pay attention to the tax that they pay at the 
grocery store, so in effect it is much easier to raise this type of a 
tax in the future, the rates on this, than it is the income tax. 

Mr. Schaefer. Well, I would certainly agree with the gentleman 
if it would be concerning a VAT, but not when you are considering 
an NST. They are two different things. The VAT is truly hidden, 
as Billy said, in our current system, there is some 12, 15 percent 
in there that is hidden, but that 16 or 17 percent that is tacked 
on to the final suit that you buy, you know exactly what that is, 
and that is set by Congress. And here we are, we change the Tax 
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Codes all the time, and we are changing the brackets and we are 
doing all this. 

Sure, with an act of Congress you can change it from 17 to 18 
percent, but you think you are going to hear some squawking and 
squealing? You bet you will. So therefore I think as long as the rev- 
enues are coming in 

The final thing, Mr. Chairman, I would just say is that Bill and 
I are going to create a national sales tax caucus, and the purpose 
of it is for all those individuals who wish to know more about it 
and become involved and disseminate the information, I think this 
will be a good step. 

Chairman Archer. We welcome your input, and we really do 
have to move along. We still have a number of additional witnesses 
today. I really do thank you for the work you have done and for 
your presentation today. We are going to be moving along with this 
and having more hearings and more deliberations in this Congress, 
and we will really be looking for whatever counsel and suggestions 
that you can give us. 

Thank you very much. 

Mr. Tauzln. Thank you, Mr. Chairman. 

We didn’t get a chance to say this when we got here, Mr. Archer. 
I want to personally thank you. You stepped out in an extraor- 
dinarily courageous way to begin this debate, and if we arrive at 
that awfully wonderful point and America does in fact come up 
with an alternative system, it is simple, it works, April 15 can just 
be another day in our lives instead of the awful day it is. America 
will have you to thank, sir. 

Thank you very much. 

Chairman Archer. Thank you. I hope we can get there. 

Our next witnesses are Professor Hall and Alan Reynolds. 

Gentlemen, thank you for being so patient today. I apologize for 
the length of time that you have had to wait in order to be able 
to come and make your presentation, and I am very grateful to you 
and I look forward to what you have to tell the Committee. Wel- 
come. And, Dr. Hall, will you proceed. 

STATEMENT OF ROBERT E. HALL, PH.D., SENIOR FELLOW AND 

PROFESSOR OF ECONOMICS, HOOVER INSTITUTION, 

STANFORD UNIVERSITY 

Mr. Hall. Thank you, Mr. Chairman. I am honored to have this 
opportunity to discuss the plan to replace the income tax with a 
flat consumption tax. No one is more conscious of the hour than I 
am, so I will be very brief. My prepared testimony is about 25 
pages, and I invite anyone who wants to learn more to read that. 

Chairman Archer. Without objection, your entire testimony will 
be printed in the record. 

Mr. Hall. Thank you, Mr. Chairman. 

This Committee has heard a number of meritorious plans for re- 
placing the income tax with a consumption tax. Those include a na- 
tional sales tax, a VAT or an income tax with unlimited deduction 
for saving, and I want to be clear that I am a supporter of any of 
those consumption tax plans. 
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By far the most important national priority, I believe, should be 
to switch to a consumption tax. It is almost to the detailed level 
which of those we choose. 

My testimony will hit the high points as to why the Hall- 
Rabushka flat tax plan is the best way to move to consumption tax- 
ation, but again, I stress that all of these are good plans, and if 
this Committee were to decide to push ahead with any one of them, 
I would welcome the opportunity to come back and say exactly how 
an economist would see that VAT, a sales tax, a value-added tax, 
or a flat tax could be set up in a most economically successful way. 

First of all, simplicity. I think it is well known now and I don’t 
go through what I used to do of showing off tax forms because I 
think these tax forms have been published everywhere, and Con- 
gressman Armey, in particular, has been spreading them far and 
wide, but we do have just two postcard tax forms. And the virtue 
of simplicity is something I have learned more and more I think 
is part of the appeal of both the flat tax and other consumption 
taxes, but it is terribly important, the fact that a good tax is also 
a simple tax is a lesson that I think we should push very, very 
hard. 

A second thing that I would stress is that either the value added 
principle or the sales tax principle is a vei^ good one for setting 
up consumption taxes, it is really — something like a value-added 
tax or a sales tax is the right way to go about taxing consumption. 
First of all, it is obvious that it taxes consumption. That is particu- 
larly true of the sales tax, but it is also true of the value-added tax. 

The Hall-Rabushka flat tax is a value-added tax. It is just a rear- 
rangement of a value-added tax to provide some other benefits, but 
at its core it is a value-added tax, and again a value-added tax and 
a sales tax are very, very close relatives as a matter of economics; 
they are both consumption taxes, 

A third point is that the flat tax is progressive and fair. One of 
the most important challenges that faced us in 1981 in designing 
the flat tax was exactly this question: How do we make it progres- 
sive and fair? And the answer is an exemption. 

The reason that we are not strictly a value-added tax is that we 
figured out a way to slightly rearrange it in order to make it pro- 
gressive and fair, and that is by providing an allowance. Our allow- 
ance is $25,500 for a family of four. Of course, other allowances are 
possible, and Congressman Armey has proposed a larger family al- 
lowance, and that is fine. That is something that certainly should 
be discussed further. 

A fourth point and one that I have recently been doing more re- 
search on has to do with transition problems. 

I didn’t used to worry about transition because it never occurred 
to me that the flat tax would be taken seriously in Washington, but 
now that it is, I have been looking at transition issues seriously. 

One transition issue that has gotten too little attention is that 
a sales or value-added tax would create a burst of inflation in the 
U.S. economy. This is not an idle possibility. When Britain adopted 
a VAT tax in 1979, their economy went into a tailspin associated 
with the burst of inflation that accompanied it. There would be no 
inflation with Hall-Rabushka. 
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A second related point is that the border adjustment which might 

f o with a value-added tax would bring a sharp appreciation of the 
ollar, and I would see that as a giveaway to speculators who 
guessed right about the reform. 

I have run out of time, but I think I have hit the hi^h points as 
far as why, among all the good consumption taxes, this is, I believe, 
the best consumption tax. 

Let me just — one of the topics that I wanted to cover is the topic 
of border adjustments. That is one I have thought through carefully 
recently. Border adjustments are not the cosmic issue that I think 
earlier witnesses suggested. I see that as an option that we have, 
and we should think seriously about doing it one way or the other. 
The thing I would stress is that if we adopt a VAT tax with border 
adjustments or a sales tax with border adjustments, with the re- 
bate of the exports, there would be an immediate appreciation of 
the dollar that would offset it. 

There is no improvement in competitiveness associated with a 
border adjustment and there is no dumping through the Tax Code. 
It is a neutral issue, and we ought to decide it on other grounds. 
Now my time is up. 

Chairman Archer. Thank you for living within the time con- 
straints. I know 5 minutes is not long compared to the complexity 
of these subjects. 

[The prepared statement follows:] 
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THE FLAT TAX 

Testimony of Robert E. Hall 
Senior Fellow, Hoover Institution, Stanford University 
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Tax forms really can fit on postcards. A cleanly designed tax system takes only a few elementary 
calculations, in contrast to the hopeless complexi^ of today’s income taxes. My Hoover colleague, Alvin 
Rabu^dta, and I have developed a comply plan for a vdiole new tax system. Our system puts a low tax rate on a 
ccMmprehensive definition of income. Because its base is so broad, the tax rate is an astonishingly low 19 percent 
but raises the same revenue as does the ciment tax system. The tax on families is fair and progressive— the p<K)r 
pay no tax ^ all, and foe fraction of income that a family pays rises with income. The system is simple end easy 
to understand. And the tax operates on die consumption-tax principle — families are taxed on what they take out 
of the economy, not what they put into it. 

Our system rests on a basic adminisuativc principle: income should be tnxed exactly once, as ck»se as 
possible to its source. Today’s tax system violates ftis principle in all kinds of ways. Some kinds of income — 
like fringe benefits— we never taxed at all. Oti»r kinds, like dividends and capital gains, are taxed twice. And 
interest income, which is supp<»6d to be taxed once, escapes taxation completely in all too many cases, where 
clever taxpay^ airange to receive intere^ beyond die reach of the 01S. 

Under our plan, all income is taxed at the same rate. Equality of tax rates is a basic concept of the flat 
tax, Its logic is much more profound than just the simplicity of calculation with a single tax rate. Whenever 
different forms of income are taxed at different rates or different taxpayers face diiTcrent rates, the public figures 
out how to take advantage of the difforetittal. 

PROGRESSMTY, BFFlCtENCY. AND SlMPUOrY 

Limiting the burden of taxes on the poor is a central principle of tax reform. Some ideas for Ui\ 
simplification and reform flout this principle— neither a federal sales tax nor a value-added tax is progressive, 
instead, all citizens, rich and poor alike, pay essentially the same fraction of their spending in taxes We reject 
sales and value-added taxes for this reason. The current federal tax system avoids taxing the poor, and we think it 
should stay that way. 

Exempting the poor from texes does not require graduated tax rates rising to high lei els for upper- 
income families. A flat rate, applied to all income above a generous personal allowance, provides progressivity 
without creating important differences in tax rat«. Graduated taxes automatically create differences in tax rates 
amoi^ taxpayers, wite all the attendtmt oppcHtunitics for tax-avoidan<^ tricks. Because it is high-income 
taxpayers who have the biggest incentive and the best opportunity to use special tricks to exploit tax-rate 
differentials, applying the same tax rate to these taxpayers for all of their income in all years is the most 
important goal of fiat-rate taxation. 

Our proposal is based squarely on the principle of consumption taxation. Saving is untaxeti. We solve the 
problCTi that has perplexed the designers of the current tax system, which now contains an incredible 
hodgepodge of savings and investsnost incentives. As a general matter, the current system puts substantial taxes 
on the earnings frean savings. On that account, the ^onomy is biased toward too little saving and too much 
consumption. But Congress has inserted a number of special provisions to spur saving. Most impc»rtantly, saving 
for retirement is excused from current taxation, Workers are not taxed on the amount their employers contribute 
to pension funds, and the employers can deduct those contributions. The self-employed can take advantage of the 
same opportunity with Ket^ IRA, and SEP plans. The overall effect of the existing incentives is spo«y-~"lhere 
are excessive mcentives for some saving-investment channels and inadequate incentives for others. In our 
system, there is a single, coherent provision for taxing the return to saving. All iiuxjme is taxed but the earnings 
ffom saved income are ncrit tejred fiarther. 

We believe that the simplicity of our system is a central feature. Complex tax forms and tax laws do 
more harm that just the deforestation of America. Complicated taxes require expensive advisers for taxpayers 
and equally expensive reviews and audits by the government. A complex tax invites the taxpayer to search for a 
special feature to exploit to the disadvantage of the rest of us. And complex taxes diminish confidence in 
government, inviting a breakdown in cooperation with the tax system and the spread of outright evasion. 

AN iNTEGRATED FLAT TAX 

flat tax applies to botii businesses and individuals. Although our system has two separate tax 
forms— one for business income and the other for w^es and salaries — it is an integrated system. \V1ieti we speak 
of Its virtues, like its equal taxation of all types of income, we mean the system, not one of its two pans As we 
will explain, the business tax is not just a replacement for the existing coiporate income tax. It covers all 
businesses, not just corjrorations. And it covers interest income, which is currently taxed under the personal 
income tax. 

In our systtm^ all income is classified as either business income or wages (including salaries, and 
retirement b^efits). The s>^tem Is aiiti^t. Tastes <m both types of income are equal. The wage tax has features 
to make foe overall system progressive. Both taxes have postcard forms. The low tax rate of 19 percent is enough 
to match the revenue of the federal tax system as it existed in 1993, the last full year of data available as we 
write. 
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Here is the logic of our ^stem. stripped to basics: We want to tax consumption. The public does one of 
two things with its income — spend it or invest it. We can measure consumption as income minus investment. A 
realiy simple tax would just have each firm pay tax on the total amount of income generated fay the firm less that 
firm’s investment in plant and equipment The value-added tax works just that way, But a value-added tax is 
uitfair because it is not progressive. That’s why we break the tax into two pieces. The firm pays ti»x on all of the 
income generated at the firm except the income paid to its workers. The workers themselves pay tax on what they 
earn. And the tax they pay is progressive. 

To measure thw total amount of income generated at a business, the besi approach is to take the total 
receipts of the firm over the year and subtract the payments the firm has made that are not part of the income 
generated. This approach guarantees a comprehensive tax base. The successful value-added taxes in Europe work 
just this way. The base for the business tax is the following: 

Total revenue from sales of goods and services 
less 

purchases of inputs from other firms 
less 

wages, salaries, and pensions paid to workers 
less 

purchases of plant and equipment 

The other piece is the wage tax. Each family pays 19 percent of its wages, salary, and pension income 
over a family allowance. The ailowaitce makes the system j|»xigressive. The base for the compensation tax is total 
wages, salaries, and retirement benefits less the toul amount of fam ily allowances. 

In 1993 the revenue from die corporate income tax, with a tax rate of 34 percent, was $i billion. The 
revenue our tHisaiess tax at a rate of only 19 percent would have been $362 billion, just over three times as 

much, even though the tax rate is not much over half the current corporate rate. There are three main reasons that 
the flat business tax yields much more revenue than does the existing corporate tax. First, slightly more than half 
of business income is from non-corporate businesses — professional partnerahips, proprietorships, and the like. 
Second, our busmess tax does not pennit the dedut^ion of intere^ laid by businesses, whereas die corporate 
income tax docs permit that deduction. Third, the busings tax puts a tax cm fringe benefits, which escape any 
taxation in the current system. 

The substantial revttiue the government \«juld derive from the flat business tax is the key to the fairness 
of our tax system. Because most busmess income goes to the rich, putting an airtight lax of 19 jicrccnt on that 
income permits a lowering of taxes and tax rates on working people. 

The other side of the coin, of course, is that our wage tax would have yielded l^s revenue than does the 
current pi^isonai income tax — $265 billion in 1993 as against $510 billion. We arc not proposing a massive shift 
in taxes from wi^es to capital income. Our wage tax applies just to wages, salaries, and private pensions, 
whereas today’s personal inctnne tax includes unincorporated business income, dividends, interest, rent, and 
many other kinds of income that we tax as part of business income. The switch to the more reliable principle of 
taxing busmess income at the source, rather than hoping to catch the income at the destination, is the main reason 
that the busmess tax yields so much more revenue than does the corporate tax. 

The individual Wage Tax 

The individual wage tax has a single purpose — to tax the large fraction of total income that employers 
pay as cash to their workers. It is not a tax system by itself, but is one of the two major parte of the complete 
system. The base of the tax is defintsi narrowly and piwisely as actual payments of wages, salaries, and 
pensions. 

The tax form for our wage tax is self-explanatory. To make the tax system progressive, only earnings 
over a personal or family allowance are taxed. The allowance is $25,500 for a femily of four in 1*)95, but would 
rise along with the cost of living in later years. All the tax|»yer has to do is report total wages, salaries, and 
pensions at the top, compute the family allowance based on marital status and number of dependents, subtract the 
allowance, multiply by 19 percent to compute the tax, take account of withholding, and pay the difference or 
apply for a refund. For about 80 percent of the populaticm, filling out diis postcard once a year wjuld be the only 
effort needed to satisfy the Internal Revenue Service. What a change from the many pages ol schedules the 
typical frustrated taxpayer fills out today! 
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For tile 80 percent of taxpayers who don’t ran businesses, the individual wage tax would be the only tax 
to worry about. Mwy features of current taxes would disappear. We will discuss these disappearances in detail 
later. They include charitable deductions, mortgage interest deductions, capital gains taxes, dividend taxes, and 
interest taxes. Anyone who is self-employed or pays expenses directly in connection witli making a living will 
need to file the business tax in order to get the proper deduction for expenses. Fortunately, the business tax form 
is even simpler than the w^e tax form. 

Again, wc stress that tiie wage tax is not a complete Income tax on individuals. It taxes only wages, 
salaries, and pensions. Tlie companion business tax picks up all other components of income. Together they form 
an airtight tax system. 

Tfi0 Business Tax 

It’s not the purpose of the business tax to tax businesses. Fundamentally, people pay taxes, not 
businesses. The idea of the business tax is to collect the tax that the owners of a business owe on the income 
produced by tiie busine^. Collecting business income tax at the source of the income avoids one of the biggest 
causes of leakage in the tax system today: Interest can pass through many layers where it is invariably deducted 
when it is paid out, but not so frequently reported as incomc. 

Airtight taxation of individual business income at the source is possible because we already know the tax 
rate of all of the owners of the business — it is the common flat rate paid by all taxpayers. If the tax system has 
graduated rates, taxation at the source becomes a problem. If each owner is to be taxed at that owner's rate, the 
business would have to find out the tax rate applicable to each owner, and apply that rate to the income produced 
in the businca {or that owner. But tills is only the beginning of the problem. The IRS would have to audit a 
business and its owners togetiier in order to see tiuti the owners were reporting the conect tax rates to the 
business. Further, suppose one of the owners made a mistake, and later was discovered to be in a higher tax 
bracket. Then the business would have to refile its tax form to collect the right tax. Obviously this wouldn’t 
work. Business taxes have to be collected at the destination, from the owners, if graduated rate.s are to be applied. 
Source taxation is only practical when a single rate is applied to all owners. Because source taxation is so much 
more reliable and inexpensive, there is a powerful practical argimtent for using a single flat rate for all business 
iftoome. 

The business tax is a giant, comprehensive withholding tex on alt ty|K(s of income other than wages, 
salaries, and pensions, ft is carefully designed to tax ev«y bit of income putsidc of wages, but lo tax it only once. 
The business tax does not have deductions for interest payments, dividends, or any other type of payment to the 
owners of the business. As a result, all income that people receive from business activity has already been taxed. 
Because the tax has already been paid, the tax system does not need to worry about what happens to interest, 
dividends, or capital gains after these types of income leave the firm. The msultlng simplification and 
improvemmit is the tax system is enoimmis. Today, the IRS receives over a billion Form !09‘>s to keep track of 
mt»est and dividends, ft tekes an overeritelming effort to mateh these fmrns to the 1040s filed by the recipients. 
The only reason for a Fonn 1099 is to brack income as it makes its way from ihe business where it originates to 
the ultimate recipient. Not a single Form 1099 would be needed under a flat tax with taxation of business income 
at the source. 

The way that we have chosen to set up the business tax is not at all arbitrary — on the contrary, it is 
dictated by the principles we set forth at the beginning of this testimony. The tax would be assessed on all the 
imome originating in a business, but not on any income that originates in other businesses, nor would it tax the 
wages, salaries, and pensions paid to tsnployces. All of a business's income derives from the sale of its products 
and services. Chi the top line of tiie business tax form (our Foitn 2) goes the gross sales of the business — its 
proceeds from the sale of all of its products. But some of the proceeds come from the resale of inputs and parts 
the firm purchased; the tax has aJre^y been paid on tiiese items because the seller also has to pay the business 
tax. So the firm can deduct the cost of all the goods, materials, and services it purchases for the purpose of 
making the product it sells. In aikJition, it can deduct its wages, salaries, and pensions, for the taxes on these will 
be paid by the wcadkm receiving thon, under cm wage tmc. Finally, the business can deduct all its outlays for 
plant, equipm«rt, and land. A liftte later we will explain why this investment incentive is just the right one. 
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Everything left ff<m this calcalation is the income originating in the firm, and is taxed at the flat rale of 
19 pement. In most businesses, a lot is left, so the prospective revenue from the business tax is the $362 billion 
we computed earlier. Many deductions allowed to businesses under current laws are eliminate d in our plan, 
including interest payments and fringe benefits. But our exclusion of these deductions is not an arl)itrary move to 
increase the tax base. In all cases, the elimination of deductions, when combined with the other features of our 
system, moves toward the goal of taxing all income once at a common, low rate and to aihieve a broad 
consumption tax. 

Eliminating the deduction for interest paid by businesses is a central part of our general plan to tax 
business income at source. It makes sense because we propose not to tax interest received by individuals. The 
tax that the government now hopes (sometimes in vain) that individuals will pay will assuredly be paid by ihe 
business itself. 

We sweep away the whole complicated apparatus of depreciation deductions, but we replace it with 
something more favorable for capital formation, an immediate 100 percent first-year tax v/rite-off of all 
investment spending. Sometimes this approach is called expensing of investment; it is standard in the vahic- 
added approach to consumption taxation. In other words, we don't deny depreciation deductions, ^ve enhance 
them. More on this shortly. 

Fringe benefits are outside the current tax system entirely, which makes no sense. The cost of fringes is 
deductible by businesses, but workers are not taxed on the value of the fringes. Consequently, fringes have a big 
advantage over cash wages. As taxation has become heavier and heavier, fringes have become more and more 
important in the total package offered by employers to workers— fringes were only 1.2 percent of total 
compensation in 1929 when income taxes were unimportant, but reached almost U percent in 1993 The 
explosion of fringes is strictly an artifact of taxation, and fringes aie an economically inefficient way to pay 
workers. Were the tax system neutral, with equal taxes on fringes and cash, workers would r; idler take their 
income in cash and make their own decisions about health and life insurance, parking, exercise facilities, and all 
the other things they now get from their employers without much choice. Further, failing to tax fringes means 
taxes on other types of income aie all the hi^er. Bringing all types of income under the tax system is essential 
for low rates. 

Under our system, each business would file a simple form. Even the largest business— the General 
Motors Corporation in 1993, with $138 billion in sales— would fill out our simple postcard form. Every line on 
the form is a well-defined number obtained directly from the business’s accounting records. Line i , gross revenue 
from sales, is the actual number of dollars received from the sales of all the products and services sold by the 
business, plus the proceeds from the sale of plant, equipment, and land. Line 2a is the actual amount paid for all 
the inputs bought from other businesses necessary for the operation of the business (that is, not passed on to its 
workers or owners). The frnn could report essentially any purchase provided the purchase was actually needed 
for the business's operations and was not part of the compensation of workers or owners. Line 2b is the actual 
cash put in the hands of workers and fonner workem. All the dollars deducted on this line will have to be 
reported by the workers on their Form 1 wage tax returns. Line 2c reports purchases of new and used capital 
equipment, buildings, and land. Note that the firm won't have to agonize over whether a screwdriver is a capital 
investment or a current input — both are deductible, and the IRS won't care which line it will appear on. The 
taxable income computed on line 4 bears little resemblance to anyone's notion of profit. The business tax is not a 
profit tax. When a company is having an outstanding year in sales and profits but is building new factories to 
handle rapid growth, it may well have a low or even negative taxable income. That’s fine — later, when expansion 
slows but sales are at a hi^ level, the income generated will be taxed at 19 percent. 

Because the business tax treats investment in plant, equipment, and land us an expense, companies in the 
start-up period will have negative taxable income. But the government will not write a check for the negative tax 
on the negative income, vi^enever the government has a policy of writing checks, clever people abuse the 
opportunity. Instead, the negative tax would be carried forward to future years, when the business should have 
positive taxable income. There is no limit to the number of years of carry-forward. Moreover, balances carried 
forward will earn the market rate of interest (6 percent in 1995). Lines 6 through 10 show the luccbnnics of the 
carry-forward process. 

INVESTMENT INCENTIVES . 

The high rates of the current tax system significantly impede capital formation, On this point almost all 
experts agrees. The government's solution to the problem has been to pile one special investment or saving 
incentive on top of another, croating a complex and unworkable maze of regulations and tax forms. Existing 
incentives are appallingly uneven. Capital projects taking full advantage of depreciation deductions and the 
deductibility of interest paid to organizations exempt from income tax may actually receive subsidies from the 
government, mdier than being taxed. But e«|uity-financed proj^ts are taxed heavily. Investment incentives 
severely distort the flow of capital into projects eligible for debt finance. 

Our idea is to start over by throwing away all of the present incentives and replacing them with a simple, 
uniform principle— the total amount of investment will be treated as an expense in the year it is made. The entire 
incentive for capital formation is on flic investment side, instead of the badly fitting split in the current tax 
system between investment incentive and saving incentives. The first virtue of this reform is simplicity. 
Businesses and government need not quarrel, as they do now, over what is an investment and what is a current 
expense. The distlnctitm doesn’t matter for the tax. Complicated depreciation calculations, carrying over from 
one year to the next, driving the small business owner to distraction, will vanish from the tax form. The even 
more complicated provisions for recapturing depreciation when a piece of equipment or a building is sold will 
vanish as well, to everyone's relief 
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Expraaing of rnvemcnt has a much, deeper rttiemaie thmi simplicity. Every act of Invcs^ent in tite 
ecoRcmy oUiniittcly traces back to an of saving. A tax on income with an exemption for saving is in effect a 
fwv on consumption, for consumption is the difference between income and saving. Consumption is what people 
take out of the economy; income is what people contribute, A consumption tax is the exact emb<Kiiment of the 
principle that people should be taxed on what they take out, not what they pul in. 1 he flat tax, witli expensing of 
investment, is precisely a consumption tex. 

Expensing investment elimin^ the double taxation of saving; this is another way to express the most 
economically significant feature of expensing. Under an income tax, people pay tax once when they earn and 
save and wh«i the saving earn a return. With expensing, the first tax is abolished. Saving is, in effect, 
deducted in computing the tax. Later, the return to the saving is taxed througli the business tax. Although 
economists have dreamt up a number of other ways to eliminate double taxation of saving (involving 
cmnplica^ reconJ keeping and reporting by individualsX the technique exploited in our flat tax is by far the 
most strai^tforwani. 

In our system, any investment, in effect, would have the same economic aiivantage that a 401 K, IRA, or 
Keo^ «count has in dtc current tax s>^tem. And wc achieve this desirable goal by reducing the amount of 
record keying and reporting. Today, taxpayers have to deduct their Keo^*lRA contributions on their Form 
1040s and then they have to repoti: the distributions from die funds as income when they retire. Moreover, 
proponents of the "cash-flow" consumption tax would extend these requirements to all forms of saving. Our 
system would accomplish the same goal without any fornis or record keeping. 

CAPITAL GAINS 

Capital gains on rental property, plant, and equipment would be taxed under the business tax. The 
purchase price would be deducted at die time of purchase, and the sale price would be taxed at the time of the 
sale. Every owner of rental real estab$ would be required to fill out the simple business tax rcium, Form 2. 

Capital gains would be taxed exclusively at the business level and not at the personal level. In other 
words, our system would eliminate the double taxation of capital gains inherent in the current tax system. To see 
how this works, consider the case of the common stock of a corporation. The market value of the stock is the 
capital^tion of its &ture earning. Becauito die owners of the stock will receive their earnings after the 
corporation has paid the business tax, the market capitalizes after-tax earnings. A capital gain occurs when the 
market perceives diat pio^iective after-tax earnings have ris^. When the higher earnings maierializc in the 
future, they will be ctxrresporufingly taxed. In a mx system like the current one, with both an income tax and a 
capita! gains tax, there is double taxation. To achieve the goal of taxing all income exactly once, the best answer 
is to place an airtight tax on the income at the source. With taxation at the source, it is inappropriate and 
inefficient to tax capital ^ns as they occur at the destination. 

Anodicr way to see that capital gains should not be taxed separately under the flat tax is to look at the 
national income accounts. Gross domestic product, the most comprehensive measure of the nation's command 
over resources, docs not include coital gains. Tlie base of the flat tax Is GDP minus investment, that is, 
consumption. To include capital gains in the flat-tax base would depart from the principle that it is a tax on 
consumption. 

Capital gains on owner-occupied houses are not taxed under our proposal. Very few capital gains on 
houses are actually taxed under the current system— gains can be rolled over, there is an exclusion for older 
home sellers, and gains are never taxed at death. Exclusion of capital gains on houses makes sense because state 
and local governments put substantiai property taxes on houses in relation to their values. Adding a capital gains 
tax on t<^ of proper^ taxes is dtmble taxation in the same way th^ adding a capital gains tax on top of an 
income tax is double taxation of busmess income. 

IMPORTS. EXPORTS, AND MULTINATIONAL BUSINESS 

With NAFTA and the growth of trade throughout the world, U.S. companies are doing more and more 
business in otlrer countries, and foreign are increasingly active here. Should the U.S. government try 

to tax business operations in other cousbries owned by Americans? And should it tax foreign operations in the 
United States? These are increasingly controversial questions. Under the current tax system, foreign operations 
of U.S, companies are taxed in principle, but the taxpayer receives a credit against U.S taxes for nixes paid to the 
counhy wh^ the busmess operate.^. Because the current tax system is based on a confused combination of 
taxing some income at the origin and some at the destination, taxation of foreign operations is messy. 

Under the consistent application of taxing all business income at the source, the flat tax embodies a clean 
solutimi to the problems of multinational operations. The flat tax applies only to the domestic operations of all 
businesses, whether of domestic, foreign, or mixed ownership. Only the revenue from the sales of products 
within the United States plus the value of products as they are exported would be reported on line 1 of the 
busmess tax Form 2. Only the costs of Uhot. materials, and other inputs purchased in the United States or 
imported to the United States would be allowable on line 2 as deductions for the business tax. Physical presence 
in the United States is the simple rule that determines whether a purchase or sale Is included in taxable revenue 
or allowable cost. 

To sec bow the busoress tax would apply to foreign trade, consider first an importer selling its wares 
within the United States, Its co^ would include foe actual amount it paid for its imports, valued as they entered 
foe country— this would generally be foe actual amount paid for them in the country of their origin. Its revenue 
would be actual rtccipts from sales in the United States. Second, consider an exporter selling goods produced 
here to foreigners. Its costs would be all of foe inputs and compensation paid in the United Sfotes, and its revenue 
would be the amount received from sales to foreigners, provided that the firm did not add to the product after it 
departed the country. Third, consider a firm that sends parts to Mexico for assembly and brings back the final 
product for sale in foe United States, The value of foe parts as they leave here would count as part of the revenue 
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of die firm, and the value of the assembled product when it was returned would be an expense. The firm would 
flot deduct the actual costs of its Mexican assembly platrt. 

Under the principle of only taxing domestic activities, the U.S. tax system would mesh neatly with the 
lax systems of our major trading partners. If every nation used the flat tax, all income throughout the world 
would be ttxed once and only once. Because the basic principle of the flat tax is already in use in the many 
nations with value-added taxes, a U.S. fl« tax would haimonize nicely with those foreign tax systems. 

Applicatiem of the wage tax. Form 1, in the world economy would follow the same principle. All 
esattings from work m the United States would be taxed, irrespective of the worker's citizenship, but tax 
would not ai^ly to the foreign earnings of Americans. 

Choices about the international location of businesses and employment are influenced by differences in 
tax rates. The United States, with a low tax rate of 19 percent, would be much the most attractive location among 
major industrial nations from the point of view of taxation. Although the flat tax would not tax the overseas 
earnings of American workers and businesses, dicre is no reason to fear an exodus of economic activity. On the 
contrary, the favorable tax climate in the United Slates would draw in new business from everywliere in the 
world. 

THB TRANSmON 

In this testimony, we lay out a good, practical tax system. We have not made concessions to the political 
pressures that may well force the nation to accept an improved tax system that falls short of the ideal we have in 
mind. One area where the political process is likely to complicate our simple proposal is the transition from the 
current ux to the flat tax. Tlw transition issues that are likely to draw the most attention are di precintiou anti 
interest deductions. In both cases, taxpayers who made plans and commitments before the tax reform will cry 
loudly for special provisions to continue the deductions. 

Congress will face a choice between denying taxpayers the deductions they expected belbre tax reform 
or granting the deductions and raising the tax rate to make up for the lost revenue. Fortunately, this is a 
temporary problem, Once existing capita! is fully depreciated and existing borrowing paid off, any special 
transitions provisions can be taken off the tKjoks. 

D^pmeiatfon Oeducthns 

Existing law lets businesses deduct the cost of an investment on a declining schedule over many years. 
From the point of view of the business, multiye^ depreciation deductions ara not as attractive as the first-year 
write-off prescribed in the flat tax. No business will complain about the flat tax as far as future investment is 
concerned. But businesses may well protest the unexpected elimination of the unused depreciation they thought 
they would be able to take on the plant and equipment they installed before the tax reform. Without special 
transition provisions, these deductions would simply be lost. 

How much is at stake? In 1992, total depreciation deductions under the personal and corporate income 
taxes came to $597 billion. At the 34 percent rate for most corporations (which is close to the rate paid by the 
individuals who are likely to take deductions as proprietors or pmtners), those deductions 'wra worth $192 
billion. At the 19 percent fiat rate, the deductions would be worth only $108 billion. 

If Congress chose to honor all unused depreciation from investment predating tax reform, it would take 
about $597 billion out of the tax base for 1995. In order to raise the same amount of revenue as our original 19 
percent rate would, the tax rate would have to rise to about 20.1 percent. 

Honoring past depreciation would mollify business interests, especially in industries widi large amounts 
of unused deprecation for past investment but little prospect of large first-year write-offs for future investment. 
In addition, it would buttress the government's credibility in tax matters by carrying through on a past promise to 
give a tax incentive for investment. On the other had, the move would require a higher tax rate and a less 
efficient economy in the future. 

If Congress did opt to honor depreciation, it should recognize that the higher tax rate needed to 
make up for the lost revenue is ramporary. Within five ^ars, the bulk of the existing capital would be 
depreciated and the tax rate should be brought back to 19 percent. From the outset, the tax rate should he 
committed to drop to 19 percent as soon as the transition depreciation is paid off. 
intemst Deductions 

Loss of interest deductions and elimination of interest taxation are two of the most conspicu<5US features 
of our tax reform plan. Shortly we will discuss the important economic changes that would take place once 
interest is put on an after-tax basis. During the transition, there will be winners and losers from the change, and 
Congress is sure to hear from the losers. Congress may well decide to adopt a temporary transititmal measure to 
help them. Such a measure need not compromise the principles of the flat tax or lessen its contribution to 
improved efficiency. 

Our tax reform calls for the parallel removal of interest deduction and interest taxation. If a transitional 
measure allows the continuation of deductions for interest on outstanding debt, it should also require the 
continuation of taxation of that interest as income of the lender. If all deductions arc completely matched with 
taxation on the other side, then a transition provision to protect existing interest deductions would have no effect 
on revenue. In that respect, interest deductions are easier to handle in the transition than are depreciation 
deductions. 

If Congress decid«» that a transitional measure to protect interest deductions is needed, we suggest the 
following. Any borrower may choose to treat Interest payments as a tax deduction. If the borrower so chooses, 
the lender must treat tihe interest as taxable income. But the borrower’s deduction should be only 90 percent of 
the actual interest payment, while the lender’s taxable income should include 100 percent of the interest receipts. 
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XJnikr Ais transidonal plan, borrowers would be protected for almost ail of (heir existing deductions. 
Someone whose personal finances would become untenable if the mortgage-interest deduction were suddenly 
eliminated can surely get through with 90 percent of the earlier deduction. But the plan builds in an incentive for 
the renegotiation of the interest payments along the lines we discussed earlier. Suppose a family is paying 
$10,000 in annual mortgage interest TTiey could stick with this payment and deduct $9,000 of it per year, Their 
net cost, after subtrauJtmg dw value of their deduction with the 19 percent tax rale, would be $8,290. The net 
income to the bank, after sulimactmg the 19 percent tax it pays on the whole $10,000, would be $8,100. 
Alternatively, the family could acc^spt a deal proposed by the ba^; Tlie interest payment would be lowered to 
$8,200 by rewriting die miMtgBge. The family would agree to forego their right to deduct die interest, and the 
bank would no longer have to pay tax on the interest. Now the couple's cost will be $8,200 (instead of $8,290 
without the deal) and the batik's income will be $8,200 (instead of $8,100 without the deal). The family will 
come out $90 ahead and the bank will come out $100 ahead. The deal will be beneficial to both. 

One of the ni<« feadires of dils plan is that it does not have to make miy distinctions between old 
borrowing, existing at the time of the tax reform, and new borrowing, arranged after the reform. Lenders would 
always require that sew borrowm qpt out of their de^hictions and dius would offer a correspondingly lower 
interest rate. Otherwise, die lender would be saddled with a tax bill larger than the tax deduction received by the 
borrower. 

As far as revenue is concerned, this plan would actually add a bit to federal revenue in comparison to the 
pure flat tax. Whenever a borrower exercis^ the right to deduct Interest, the goveminern would collect more 
revenue from the lender than it would lose from the borrov^r. As more and more deals were rewritten to 
eliminate deductions and lower interc^ the excess revenue would disappear, and we would be left with the pure 
flat tax. 

THEFLATTAXAND THE ECONOMY 

Tax reform along the lines of our simple tax will influence the American economy profoundly: Improved 
incentives for work, entrepreneurial activity and capital formation will substantially raise national output and the 
standard of living. Everyone would favor such an economic renaissance. But what about some of the other 
effects of tax refbnn? Is it a giveaway to the rich? Will it destroy the housing market by ending mortgage 
dedtu:tlons? Can charitable institutions survive without tax d^uctions for gifts? Can the flat tax end the federal 
deficit? 

Stimulus to Growth 

The flat tax at a low, uniform rate of 19 percent will improve the performance of the U.S. economy. 
Improved incentive to work through increased take-home wages will stimulate work effort and raise total output. 
Rational investment incentives will raise the overall level of invesUnent and channel it into the most productive 
areas. And sharply lower taxation of ento^reneurial effort will enhance this most critical input to the economy. 

Work Effort 

About two thirds of taxpayers today enjoy the low income tax rate of 1 5 percent enacted in 1986. Under 
the flat tax, over half of these taxpayers would face 3:ero tax rates because their total family earnings would fall 
short of the exemption amount ($25,500 for a family of four). The others in this group would face a slight 
increase in their tax rate on the margin, from 1$ percent to 19 percent. The remaining third of taxpayers in 1991 
were taxed at rates of 28 and 31 percent, much higher than the flat rate of 19 |»rcent. And the addition of the 
39.6 percent bracket in 1993 wors^med incentives further. Heavily taxed people earn a dispro|tortionate share of 
income: In 1991, 58 percent of all eamin^gs were taxed at rates of 28 percent or h igher. The net effect of the flat 
tax with marginal rates of aero and 19 percent would be a dramatic improvement of incentives for almost 
everyone who is economically active. 

One point we need to get straight at the very start is that a family's marginal tax rate determines its 
incentives for alt types of economic activity. There is much confusion on this point. For example, some authors 
have written that mmied women flure a sp^ial dtsinceittive because the marginal tax on the first dollar of her 
earnings is the same as the marginal tax on the last dollar of her husband's earnings. It is true that incentives to 
.worit for a woman with a vre!i-paid husband are soriously eroded by hi^ tax rates. But are her husband's 
incentives. What matters for bo^ of their decisions is how much of any extra dollar of earnings they will keep 
after taxes. Under the U.S. income tex, with joint filing, (he fraction either of them takes home after taxes is 
always the same, no matter how their earnings are split between them. 

For the switch from the current tax law to our proposed fiat tax, a reasonable projection, in the light of 
the research on lirimr supply, is an Increase of abcHit 4 percent in total hours of work in the U.S. economy, The 
increase of 4 peremt would be id>out 1.5 hoius p«r week on the average, but ^vould take the form of second Jobs 
for some workers, more wedki of wtxrfk per year for others, as well m more hours per week for diosc working part 
time. The total anmmi output of goods and services^ in the U.S. economy would rise by about .3 percent, or almost 
$200 billion. That is nearly $750 per person, an astonishing sum. Of course, it might take some lime for the full 
influence of unproved incentives to have their effect. But the bottom line is unambiguous: tax reform would have 
an important favorable effect on total work effort. 

Capital Formation 

Ec^CMSiists are far from apeement on the impact of tex refoitn on investment. As we have sttessed 
em'Uer, the trusting puts hoivy tmt rates on business income, even though the net revenue from the system 

is small. These ratoc smiously erode investment incentives. Erratic investment provisions in the current law and 
lax enforcement of taxes on business income at the personal level, however, combine to limit the adverse impact. 
The current tax system subsidizes investment through tax-favored entities such as pension funds, while it taxes 
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coital f<»inatioii heavily if it takes the form of iww businesses. The result has been to sustain capital formation 
at reasonably high levels but to channel the investment into inefficient uses. 

The most important stnictural bias of the existing system is the double taxation of business income 
earned in corporations and paid out to shareholders. Double taxation dramatically reduces the incentive to create 
new busine^es in risky lines where debt financing is not available. On the other side» the existing system places 
no current tax on investments th^ can be financed by debt and where the debt is held by pension funds or other 
nontaxed entities. The result is a huge twist in incentives, away from entrepreneurial activities and toward safe, 
debt”flnanced activities. 

The flat tax would eliminate the harmful twist in the current tax system. The flat tax has a single, 
uniform incentive for investment of all types — businesses would treat ail purchases of capita! equipment and 
buildings as expenses. As we noted earlier, allowing immediate write-off of investment is the ideal investment 
incentive. A tax :i^stem that taxes all income evenly and allows expensing of investment is a tax on consumption. 
Two leading public finance economists, Alan Auerbach and Laurence KolUkoff, estimated that the use of a flat- 
rate consumption tax in place of an income tax would raise the ratio of capita! stock to GDP from 5.0 to b.2. 
Other economists are less optimistic that the corxTCtion of the double taxation of saving would provide the 
resources for this large an increase in investment. But all would agree that there would be some favorable effect 
on capital foimation. 

In terms of added GDP, the increase in the capital stock projected by Auerbach and Kotlikoff would 
transiate into 6 percent more goods and services. Not all of this extra growth would occur vdihin the seven-year 
span we are looking at. But, even allowing for only partial attainmem in seven years and for a possible 
overstatement in their work, it seems roisonable to preset a 2 to 4 percent increare in GDP on account of added 
capital formation within seven years. 

Bntrepmneuml ^f}ceniiv0$ and Effort 

U.S. economic growth has slowed in the past decade, and surely one of the reasons is the confiscatory 
taxation of successful endeavors and the tax subsidy for safe, nonentrepreneurial undertakings. There aren't any 
scholarly studies with quantitative conclusions on the overall benefits from a fundamental shi^ but they could be 
laige. 

Today’s tax system punishes entrepreneurs. Part of the trouble comes from the interest deduction. The 
people in the driver’s seat in the capital maikcL where money is loaned and borrowed, are those who lend out 
money on behalf of Institutions and those individuals who have figured out how to avoid paying income tax on 
their interest. These people don't like insecure loans to new businesses based on great new ideas. Tliey do like 
lending secured to readily marketable assets by mortgages or similar arrangements. It's easy to borrow from a 
pension fund to build an apartment building, buy a boxcar, put up a shopping center, or anything else where the 
fund can foreclose and sell the asset in case the borrower defaults. Funds won’t lend money to entrepreneurs with 
new ideas, broause they are unable to evaluate what they could sell off in case of a default. 

Entrepreneurs can and do raise money the hard way, by giving equity interests to investors. An active 
venture-capital market operate for exactly this purpose. But die cost to the entrepreneur is high— the ownership 
given to the financial backers deprives the entrepreneur of the full gain in case things work out well. 

So far we have just described the harsh reality of trying to get other people to put money into a risky, 
innovative business. Even with the best tax system, or no taxes at all, entrepreneurs would not be able to borrow 
with ordinary bonds or loans and thus capture die entire future profits of a new business. Equity participation by 
investors is a fact of life. But it is the perverse tax system that greatly worsens the incentives for entrepreneurs. 
The combination of corpomte and personal mxation of equity investments actually is close to confiscation. The 
owners of a succe^ful new business are taxed first when the profits flow in, at 34 percent, and again when the 
returns make their way to the entrepreneur and the other owners. All of them are likely to be in the 40 percent 
bracket for the persona) income tax — the combined effective tax rate is close to 60 percent. The entrepreneur first 
gives a large piece of the action to dtc inactive owners who put up the capital, and then surrenders well over half 
of the remainder to the govenimem. 

The prospective entrepreneur will likely be attracted to the easier !ife of the investor who uses borrowed 
money. How much easier it is to put up a shopping center, borrow from a pension fund or insurance company, 
Mid deduct everything paid to the inactive investor. 

Toda/s absurd system taxes entrepreneurial success at 60 percent while il actually subsidizes some 
leveraged investments. Our simple tax would put the same low rate on both activities, A huge redirection of 
national effort would follow. And the redirection could only be good for national income. There is nothing wrong 
with sboi^ing cen^, apartment buildings, airplanes, boxcars, medical equipment, and cattle, but tax advantages 
have mif^ us invest far too much in them, and their contribution to income is correspondingly low. Real growth 
will come when effort and oqrital flow back into innovation and the development of new businesses, the areas 
where confiscatofy taxation has discouraged Investment. The contribution to income from new resources will be 
correspondingly faij^. 

Totaf Potential Growth from Improved incentives 

We project a 3 percent increase in output from increased total work in the U.S. economy, and an 
additional increment to total output of 3 percent from added capital formation and dramatically improved 
entrepreneurial incentives. The sum of 6 percent is our best estimate of the improvement in real incomes after the 
economy has had seven years to a^lmitafe the changed economic conditions brought about by the simple fiat 
tax. Bo^ die amount and the riming are conservative. 

Even this limited claim for economic improvement represents enormous progress By 2002, It would 
mean each American will have an income about $1900 higher, in 1 995 dollars, as a consequence of tax reform. 
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INCOME DISTRIBUTION AND FAIRNESS 

The fiat tax would not make evciyone better off straightaway. Today, heavy taxation of successful salary 
earners and entrepreneurs yields quite a bit of revenue, pushing these people out of their most productive 
undertakings and diverting their attention to tax avoidance. Until a response to improved incentives takes place, 
it is an obvious mathematical law that lower taxes on some people will have to be made up by higher taxes on 
others. If tax reform were a zero-sum process, giving relief to some by raising taxes on others, it would be 
politically unlikely to occur. I^vitalization of the economy, with more income to divide betwi;en the big earners 
and the rest, is the point of tax reform. Our flat tax, however, is designed to be fair from the start. It will insulate 
the poor from all taxation. It will dramatically limit the taxation of wages and salaries, especially among those 
who are most successful and productive. It will pay for these tax reductions by imposing on business income a 
sensible tax at a low rate, thus raising the amount of federal revenue collected from businesses. 

The current personal and corporate taxes tax wages heavily and business income lightly. The fiat tax 
would reverse this inequi^ and benefit the gieat majority of Americans, whexsc income comes almost entirely in 
the form of wag«{. In «>mparison to the current per^nal income tax on wages, the flat tax would impose a lower 
burden on both low earners and high earners. We can’t tell if there arc any income groups who would pay 
significantly higher taxes, including the wage taxes they would pay directly and the business taxes they would 
pay indirectly. This group could not include the poor, who receive almost no business income. 

If we arc right that improved incentives will actually raise real incomes by 6 percent after seven years, 
then it won't take too long for the taxpayers who lose at the outset to come out ahead. The worst immediate 
impact of the flat tax is to reduce after-tax incomes of people who have been aggressive and successful in 
keeping business inccmte out of die hands of the IRS. The tax rates on their business incomes will rise to 19 
percent. But these pcxiple arc particularly likely to be able to tsMe advantage of the growth of the economy 
stimulated by improved taxation. 

Interest Rates 

The flat tax would pull down interest rates immediately. Today's high interest rates ere sustained partly 
by the income-tax deduction for interest paid and the tax on interest earned. The tax benefit ameliorates much of 
the pain of high interest, and die IRS takes part of the income from interest. Borrowers toleiate high interest rates 
and lenders require them. The simple tax would permit no deduction for interest paid and pul no tax on interest 
received. Interest payments throughout the economy will be flows of after-tax income, thanks to taxation of 
business income at the source. 

With the simple tax, borrowers will no longer be so tolerant of interest payments, and lenders will no 
longer be concerned about taxes. The meeting of minds in the credit market, where borrowing equals lending, 
will inevitably occur at a lower intemst rate. Potentially, the fall could be spectacular. Much borrowing comes 
from corporations and wealthy individuals, who face marginal tax rates of 34 and 40 percent. On the other hand, 
the wealthy, almost by definition, are die big lenders in the economy. If every lender and every borrower were in 
the 40 percent bracket, simple logic shows that a tax reform eliminating deduction and taxation of interest would 
cut interest rates by four tenths — for example, from 10 to 6 percent. But the leakage problem in the United States 
is so great that the actual drop in interest would be far short of this huge potential. So much lending comes 
through the devices by which the well-to-do get their interest income under low tax rates that a drop of four 
tenths would be impossible. Lenders taxed at low rates would be worse off if taxation were eliminated but 
interest rates fell by that much. The meeting of the minds in an economy wUh lenders enjoying low mai^inal 
rates before reform would have to come at an interest rate well above six tenths of the pre-reform level. But the 
decline would be at least a fiffti — say from 10 percent to 8 percent. Reform would bring a noticeable drop in 
interest rates. 

The decline in interest rates brought about just by putting interest on an after-tax basis would not by 
itself change the economy very much. To Ford Motors, contemplating borrowing to finance a modern plant, the 
aatmetion of tower rates would be offset by the cost of lost interest deductions. But the flat tax will do much more 
than put interest on an after-tax lasis. Tax rates on corpoiations will be slashed — to a uniform 19 percent from 
the double taxation of a 34 percent corporate rate on top of a persona! rate of up to 40 percent. And investment 
incentives will be improved dirough first-year write-off. All told, borrowing for investment purposes will 
become a better deal. An investment boom is likely to occur. As the boom develops, borrowing will rise and will 
tend to push up interest rates. In principle, interest rates could rise to their prereform levels, but only if the boom 
is vigorous. We can't be sure what will happen to interest rates after tax reform, but we can be sure that high- 
intorest, low- investment stagnation will not occur. Either interest will fall or investment will take off. 

As a safe wtirking hypodi^is, we will assume that interest rates falJin the year after tux reform by about 
a fifth, say from 10 to 8 percent We t^ume a quiescent underlying economy, not perturbed by sudden shifts in 
monetary policy, government spmding, or oil prices. Now, take a look at borrowing decisions made before and 
after refonn. Suppose a pre-reform entrepreneur is considering an investment yielding SI million .i year in 
revenue and involving $800,000 in interest costs at 10 percent interest. Today the entrepreneur pays a 40 percent 
tax on the net income of $200,000, giving an after-tax flow of $120,000. After reform, the entrepreneur will earn 
the same $1 million, and pay $640,000 interest on the same principal at 8 percent. There will be s 19 percent tax 
on the earnings ($190,000), without deducting interest After-tax income is $1,000,000 - $640,000 - $190,000 = 
$170,000, ivell id>Dve the $120,0<M) before reform. Refonn is to the enftepreneur’s advantage and to the 
advant^e of capital formation. Gains from the lower tax rate more than make up for losses from denial of the 
interest deduction. 

How can it be that both the entrepreneur and the government come our ahead from the tax reform? They 
don’t — ^thcre is one element missing from this accounting. Before the refonn, ihe government collected some tax 
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(m the isterest peid by the cntrqjreneur — potentisUy as much as 40 percent of the $800,000, but, as our stories 
about leakage make clear, the government is actually lucky to get a small fraction of that potentiriL 

To summarize, the flat tax automatically lowers interest rates. Without aui interest deduction, borrowers 
require lower costs. Without an interest tax, lenders are satisfied with lower payments. The simple flat tax will 
have an important effect on interest rates. Lower interest rates will also stimulate the housing market, a matter of 
great concern to almost everybody. 

Housing 

Everyone who hears about the flat tax, with no deductions for interest, worries about its effect on the 
housing market. Won't the elimination of the deduction depress the prices of existing houses and impoverish the 
homeowner who can only afford a house because of its interest deductions? In all but the long l un, house prices 
are set by the demand for houses, because the supply can only change slowly. If tax reform increases the cost of 
carrying a house of given value, then demand will fall and house prices will fall correspondingly 

If tax reform had no effects on interest rates, its adverse effect on carrying costs and house values would 
be a foregone conclusion. Inevitably, the prospective purchaser faced with the loss of the interest deduction 
would have to settle for a cheaper house. Collectively, the reluctance of purchasers would bring house prices 
down so that the buyers could ^ord the houses on the market. But, as we stressed earlier, our tax reform will 
immediately lower interest rates. And lower rates bring higher house prices, a point dramatically impressed on 
homeowners in reverse in the early 1980s when big increases in interest severely dampened the housing market. 
The total effect of reform will depend on the relative strengths of the contending forces — the value of the lost 
interest deduction against the value of lower interest. There are good reasons to think interest rates would fall by 
about 2 percentage points— say from lO to 8 percent for mortgages. 

We won't argue that tax reform will stimulate tiie housing market. But we do feel that the potential 
effects on house prices are small — small enough to be lost In the ups and downs of a volatile market. Basically, 
reform has two effects — to reduce interest rates and related costs of funds (and so to stimulate housing and other 
asset markets) and to deny interest deductions (and so to depress housing). To a reasonable approximation, these 
influences will cancel each other out. 

If tax reform sets off a rip-roaring investment boom, interest rates might rise in the years following the 
immediate drop at the time of the reform. During this period, when corporations will be competing strongly witii 
home buyers for available funds, house prices would behind an otiierwise brisk economy The same thing 
happened in the great investment boom of the late 1960s. But to get the strong economy and new jobs that go 
with an investment boom, minor disappointments in housing values would seem a reasonable price, In the long 
run, higher incomes will bring a stronger housing market. 

What about the construction industry? Will a slump in new housing accompany a tax reform that 
banishes interest deductions, as the industry fears? Hie fate of the industry depends intimately on the price of 
existing housing. Were tax reform to depress housing by laising canying costs, the public’s interest in new 
houses would fall in parallel with its diminished entiiusiasm for existing houses. Because tax reform will not 
dramatically alter carrying costs in one direction or another, it will not enrich or impoverish the construction 
industry. 

So far, we have looked at the way prospective buyers might calculate what value of house they can 
afford. These calculations are the proximate determinants of house prices. But they have no bearing on the 
situation of an existing homeowner who has no intention of selling or buying. To the homeowner, loss of the tax 
deduction would be pure grief 

Our transition proposal takes care of the problem of existing mortgages without compromi.sing the 
principles of die flat tax or diminishing its revenue. Homeowners would have tlie right to continue deducting 90 
percent of their mortgage interest. Recall that the bank would then be required to pay tax on the interest it 
received, even though interest on new mortgages would be untaxed. Homeowners could expect to receive 
attractive propositions from their banks to rewrite their mortgages at an interest rate about three percentage 
points lower, but without tax deductibility. Even if banks and homwwners could not get together to lower rates, 
the homeowmer could still dedi^ 90 percent of what he deducted before. 

CHARITABLE CONTRIBUTIONS 

Deduction of contributions to worthy causes would be a thing of the past under our tax reform. Will the 
nation stop supporting its churches, hospitals, museums, and opera companies when tlie lax deduction 
disappean? We think not. But we should also be clear that incentives matter — the current tax system with high 
marginal rates and tax deductions provides inappropriately high incentives for some contributions. The 
tmmedi^ effect of tax reform may be a ^mall decline in giving. Later, as the economy surges forward under the 
impetus of improved incentive fiw productive KJtivity, giving will recover and likely exceed its current levels. 

Tax reform will be a tiemendous boon to tire economic elite from the start. Alter all, those with high 
salaries will beneflt directly and immediately from the reduction in the tax rate from 40 percent to 19 percent. 
Those with lightly taxed business income stand to benefit more indirectly. Their economic activities are severely 
distorted by the devices and activities they have adopted to avoid taxes. Freed from these distortions, they may 
well become better off even though they are paying more taxes. For both groups, removal of tax deductions from 
their tavorite cultural activities is a reasonable price to pay. With substantially higher afrer-tax incomes among 
timir customers as well as donexs, tiic universities and otiier institutions will make up part or i^haps all of the 
pemnd they will lose when tax deductions disappear. □ 
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Chairman Archer. Mr. Reynolds, you may proceed. 

STATEMENT OF ALAN REYNOLDS, DIRECTOR. ECONOMIC 
RESEARCH, HUDSON INSTITUTE 

Mr. Reynolds. Thanks. 

A tax system that is friendly to economic progress must, number 
one, impose the lowest possible marginal tax rates on both capital 
and human capital, and two, be as neutral as possible between sav- 
ings and consumption. That applies to both of the major proposals 
we have heard here today. The Nunn-Domenici proposal has high 
marginal tax rates, so I score it on one of the two criteria not so 
well. 

No economist who is remotely familiar with research or tax pol- 
icy really denies that either of these flat taxes on a consumption 
base would improve long-term economic growth. What the usual 
claim is, they say there is a tradeoff between efficiency and equity 
and between growth and fairness. It is as though the tax system 
should hold the economy back in order to make sure that nobody 
speeds ahead of anybody else. As the Australians like to put it, 
mow down the tall poppies; don’t sow more seed. 

The trouble with this idea of sort of playing Robin Hood with the 
Tax Code is, there is no evidence that it has ever worked. There 
was an OECD study in 1985 that concluded, “the evidence for al- 
most all countries suggests that the tax overall has relatively 
minor effects on income distribution.” They found zero effect in the 
United States. Yet any time any proposed tax change is made that 
would be conducive to savings, any change — capital gains, lower 
rates, anything — they are routinely dismissed out of hand by in- 
come statistics that are quite primitive. 

These tax distribution tables that we use are highly misleading, 
an exercise in partial equilibrium accounting or bookkeeping. At 
best, even if they could be purged of errors about how do you han- 
dle the corporate tax and that sort of thing, they would only show 
the immediate, most visible impact of tax changes on annual in- 
come and ignore completely the longer run impact on lifetime in- 
come. 

Punitive tax rates on the return from saving must result in cap- 
ital becoming more scarce relative to labor. When anything be- 
comes more scarce, capital included, it also becomes more valuable. 
So before tax returns to capital it must rise by at least enough to 
compensate for the tax. 

For example, if lendable funds become more scarce, those who 
have already accumulated financial assets can command higher in- 
terest rates. If fewer apartments are built because of high taxes on 
rental income, then the landlords can charge higher rents on the 
remaining apartments. If fewer young people invest time and tui- 
tion on advanced degrees, then those who already have those pro- 
fessional credentials can charge higher fees or command higher 
managerial salaries. 

In short, the tax burden on human capital has shifted to labor 
and, particularly, unskilled labor. When the ratio of capital to labor 
falls, so also do productivity and real wages. 

This was very well explained by CEA member Joe Stiglitz as 
early as 1978 in his critique of the estate tax, and as also expanded 
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in his 1988 textbook. I don^t quote him simply because he is a Dem- 
ocrat. Some of my best friends are Democrats, including Bob Hall 
here. 

This is Stiglitz’ quote, part of it: 

General equilibrium effects have important distributional consequences. A tax cn 
interest may reduce the supply of savings and this, in turn, may reduce the produc- 
tivity of workers and their wages. A tax on capital may reduce the supply of capital, 
thereby increasing the return on capital. The degree of inequality may be increased 
by sucn a tax. If, as a result of the income tax, skilled workers supply less labor 
and investment is discouraged, unskilled laboris productivity and hence their wage 
will decline. 

In short, what Stiglitz is saying here is that what passes for soak 
the rich t^es on capital or on skills, in the static distribution ta- 
bles and in media articles are really soak the poor taxes in dis- 
guise. We have to consider what happens in the long run to the 
wages of less skilled workers if tax policy makes savings and skills 
more scarce. There is nothing particularly fair about an economy 
that is stagflation prone, deeply dependent on the mercy of foreign 
savers, and is offering inferior job opportunities. 

A flat tax, by contrast, will increase the economy's stock of cap- 
ital and of human capital, will encourage investment in both, and 
that reduces the relative income shares of those already endowed 
with those assets. We are spreading and expanding the wealth at 
the same time while greatly increasing real tax receipts. 

Thank you very much. 

Chairman Archer. Thank you. That is a lot of excellent informa- 
tion. I wish that I could digest all of it at once. 

Mr. Reynolds. I do have a prepared testimony which I hope you 
will look at. 

Chairman Archer. If your prepared testimony is available, it 
will be inserted in the record without objection. 

[The prepared statement follows:] 
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TESTIMONY OF ALAN REYNOLDS 
HUDSON INSTITUTE 

Modem developments in economic theory, such as “optimal tax” and “new growth” theories, stress 
the importance of incentives to economic progress, emphasizing that (1) marginal tax rates must be 
kept as low as possible on both capital and human capital, and that (2) tax policy should be as neutral 
as possible between consumption and savings. Unlike the current tax regime, or some proposed 
alternatives, the Hall-Rabushka “flat tax” meets both criteria.* 

Empirical research in the nineties has confirmed what economic logic has long suspected. There is 
no longer any room for reasonable doubt that, as Mendoza and Tesar put it, “a well conceived tax 
reform can improve the economy’s savings, investment, and growth rates and result in sizable welfare 
gains. That study cited eight others to demonstrate that point. Another survey by Engen and 
Skinner referred to a dozen more papers supporting their own finding (based on 1 07 countries over 
15 years) that “a ten percentage point tax increase is predicted to reduce output growth by 3.2 
percentage points per annum. World Bank economists Easterly and Rebelo looked at evidence 
going back to 1870 and recent comparisons between 28 countries, finding “a negative association 
between [economic] growth and ... the marginal income tax rate.”'* They also found that “about two 
thirds of the countries in our sample generated less revenue than would be collected by implementing 
a linear [flat rate] tax with a rate that coincides with the lowest statutory rate.” 

I have cited numerous other studies in previous testimony before this committee (January 17, 1995) 
on the importance of marginal tax rates to labor force participation, intensity of work effort, and 
investment in human capital (education and training).’ Work and education incentives are strongly 
affected by high marginal tax rates resulting from the loss of transfer payments if incomes rise, as well 
as from the tax code per se.^ Researchers at the IMF, for example, estimate that “an increase of 1 
percentage point in either consumption or labor income taxes may induce a reduction in the hours of 
work between V 2 and 1 V 2 percentage points.”^ 

Skepticism on this power of tax policy to improve the quantity and quality of labor and capital is now 
largely confined to a few agencies advising Congress and the Executive branch, such as the 
Congressional Budget OflBce, Congressional Research Service, Council of Economic Advisers and 
U.S. Treasury. Economists at these agencies cannot deny that lower marginal tax rates are quite 
likely to improve capital formation and work incentives. Instead, they typically engage in a highly 
selective review of obsolescent studies (e.g., neglecting most or all of the recent work just mentioned) 
in order to insinuate that any beneficial effects from lower marginal tax rates on labor and savings are 
highly uncertain and not worth the trouble of estimating.* The inference that Congress should not 
act in the absence of a total “consensus” among economists amounts to saying that Congress should 
never do anything (because there will always be a few stubborn or ill-informed economists). 


‘ The Nunn-DomcnicL “LISA Tax” imposes extremely high marginal lax rates at quite modest income levels, 
on both labor income and returns on savings, though amounts saved would be exempt. 

^ Enrique G. Mendoza & Linda L. Tesar, “Supply Side Econonrucs in a Global Economy,” National Bureau of 
Economic Research [NBER] Working Paper No. 5986, April 1995 

’ Enc M. Engen & Jonathon Skinner, "Fiscal Policy and Economic Growth," NBER Working Paper No 4223, 
December 1992. 

* William Easterly and Sergio Rebelo. “Fiscal Policy and Economic Growth: An Empirical Investigation,” 
paper presented to a World Bank conference, Washington D.C., February 8-9, 1993. 

' Another even newer example of this large body of evidence is Nada Eissa, “Taxation and Labor Supply of 
Married Women: The Tax Reform Act of 1986 as a Natural Experiment.” NBER Working Paper No 5023, February 
1995 


® Marginal tax rates of 49-75% for most recipients of the Earned Income Tax Credit are a serious disincentive 
to work, but would be alleviated by the enlarged personal exemption under a flat tax. See Edgar Brownmg, “Effects of 
the Earned Income Tax Credit on Income and Welfare,” National Tax Journal, March 1995, and John Karl Scholz, 
“The Earned Income Tax Credit” National Tax Journal, March 1 994 

’ E Mendoza, A. Razm & L Tesar, “An International Companson of Tax Systems in Industrial Countries, ” 
StaJ/ Studies for the World Economic Outlook, IMF, December 1 993, p. 101. 

* In a paper presented to the National Tax Association, Arlington VA, May 22, 1995, Jane Gravelle of the 
Congressional Research Service says a 1987 paper by Mroz "suggests that errors in statistical techniques may be 
responsible for large responses [of female labor supply to tax rates] found in many previous studies ” As Triest points 
out, “it IS important to recall that Mroz's results apply only to [hours worked by] working women,” not to whether or 
not marginal rates affect the decision to work. Robert K Triest, "The Efficiency Cost of Increased Progressivity," in 
Joel Slemrod, ed.. Tax Progressivity and Income Inequality, Cambridge University Press, 1994, p. 142. 
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This sort of appeal to ignorance is often buttressed by faulty theoretical speculations. It is often said, 
for example, that people may decide to work less, rather than more, in response to lower taxes, 
because they could have just as much after-tax income as before with less work. However, that 
argument confuses a revenue-noitral reduction in marginal tax rates with a revenue-losing “tax cut” 
that is unrelated to productive behavior. If average tax burdens remain the same while marginal rates 
decline, any “tax cut” applies only to increases in income (e g., from saving or improving skills). If 
a nuyority of p}eople worked less and/or saved less, the economy would produce less real income per 
person, leaving no possibility for a so-called “income effect” for the economy as a whole.® 

Partial Equilibrium Revenue Estimates 

The information and advice that policy makers receive often ignores valuable lessons 

that academic research, and indeed very basic economic reasoning, can provide. . . . 

There is little rationale for discarding partial information in favor of ignorance.'® 

The misinformation that Congress often has to cope with is most mischievous in the case of partial 
equilibrium analyses of the effect of tax changes on revenue and income distribution. In the process 
of drafting 1986 Tax Reform Act, for example, faulty estimates of revenue and tax incidence led to 
the notion that lower marginal tax rates on labor income must be offset by higher tax rates on the 
returns to capital — pension contribution, profits and capital gains. Yet revenue growth turned out 
to be unexpectedly rapid where tax rates were reduced (the individual income tax) and surprisingly 
disappointing where tax rates were increased (corporate profits and capital gains). In this case and 
many others in the eighties (e.g., passive loss provisions, alternative minimum taxes for corporations), 
estimated revenues from highly inefficient “tax increases” were greatly exaggerated, if not invisible, 
due to inadequate consideration of behavioral responses." After two seemingly large increases in 
marginal tax rates on upper-income individuals, enacted in 1990 and 1993, revenues from the 
individual income tax fell from 8.6% of GDP in 1989 to 8.2% in 1994. 

To avoid accounting for behavioral savings and labor supply responses when making 

policy forecasts . . . cannot be justified based on existing studies.'^ 

In the process of estimating revenues (and also of estimating the distributional effects of tax 
changes), it is always assumed that tax policy has no effect at all on real GDP, labor supply, savings, 
interest rates, stock prices, capital flows, exchange rates, or any other “macroeconomic” variables. 
Although revenue estimators have begun to include a few microeconomic behavioral responses (such 
as capital gains realizations), no microeconomic efficiency gain or loss is ever permitted to have any 
effects on the overall economy, or even on the extent of tax avoidance For such reasons, revenue 
estimates always exaggerate gains from higher tax rates, and always exaggerate losses from lower 
tax rates. The reasons for these systematic errors go far beyond the question of whether the estimates 
are static or dynamic. Although revenue estimating procedures remain unduly secretive (the 
mysterious “black box” technique), they do not ^pear to ask even the most obvious questions -- such 
as the impact of estate planning on receipts from the income tax, the impact of corporate taxes on 
debt-equity ratios (leverage), or the impact of capital gains taxes on asset values and national wealth. 

When estimating what tax rate would be needed under a flat tax, even proponents of such a reform 
adopt the usual “static” procedure. That is, they start with some recent measure of existing labor 
and business income, subtract exemptions and business deductions, and then calculate what average 
rate on the remaining tax base would yield as much revenue as current taxes on incomes and estates. 
This technique wroi^y assumes that the amount of income earned and reported would be no higher 


* Alan Reynolds, “Marginal Tax Rates” in David R. Henderson, ed.. The Fortune Encyclopedia of Economics, 
Warner, 1993. 

Alan J Auerbach, “Public Finance in Theory and Practice,” National Tax Journal, December 1 993. 

“ Alan J Auerbach. “Tax Projections and the Budget: Lessons from the 1980s," NBER Working Paper No. 
5009, February 1995. 

William C. Randolph & Diane Lim Rogers (Congressional Budget Office) “The Implications for Tax Policy 
of Uncertainty About Labor Supply and Savings Responses," paper presented at the Nabonal Tax Association, 
Arlington VA, May 22-23, 1995. 
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than It IS now. A huge body of research on the behavioral response to taxation tells us with great 
certainty that the assumption of unchanged income is incorrect. A maximum marginal tax rate of 
20% or less is going to result in a very significant increase in the amount of money income that is 


reported for tax purposes. Part of that 
increase will be due to reduced tax avoidance, 
and from a shift into cash income and out of 
perks, stock options and deferred 
compensation schemes. Some 
additional increase in the tax base will be due 
to increased work, savings and investment. 
There is some controversy over which effect 
is most important, but there is no doubt at all 
that the tax base of both individual and 
business income taxes will expand as the 
marginal tax rate falls. 

If “static” estimates conclude that a 19-20% 
tax rate would be revenue neutral, the reality 
is that such a rate would actually result in a 
very substantial increase in real tax receipts 
over time. As Figure 1 shows, past reductions 
of high marginal tax rates on individual 
income (1965-68 and 1982-89) were followed 
by sustained increases in real receipts from this 
tax (and other taxes), while periods of higher 
tax rates (1952-64, 1969-70 and 1990-94) 
saw little or no lasting increase in real 
receipts. 


TOP INDIVIDUAL TAX RATE 
AND REAL TAX RECEIPTS 

TAX RATE RECEIPTS: BILLIONS OF 1967$ 



55 60 65 70 75 80 85 90 94 


Tax Foundation; 0MB; Hiatorical Statistics of the U.S. 

Figure 1 

REAL CAPITAL GAINS TAX REVENUES 
ROSE WHEN TAX RATES FELL, AND FELL 


Figure 2 shows a similar pattern for the capital 
gains tax, with real receipts rising whenever 
the marginal rate fell, and vice-versa. 


WHEN TAX RATES ROSE 
''^REAL REVENUES ' 
—MAXIMUM TAX RATE 


Increases in revenue resulting from a 
reduction of deadweight losses (such as not 
trading securities to avoid capital gains tax) or 
implicit taxes (such as accepting the lower 
return on tax-exempt bonds) are welcomed by 
taxpayers. The top 1% gladly paid 27.6% of 
all federal income tax in 1988, up from 17.9% 
in 1981. Nobody will gain when “the rich” 
now pay a shrinking share of taxes in response 
to the 1993 increase in tax rates. “If, for 
example, a taxpayer responds to reductions in 
the marginal tax rate on wages by increasing 
taxable wage income (e.g., by spending more 



hours in paid work, or bargaining for a higher revenues office of ta 

share or cash wages in total compensation), 

then this response increases taxes paid and is 

also associated with an increase in the taxpayer’s well-being.”'* 


Marlin Feldstein, “The Effects of Marginal Tax Rates on Taxable Income: A Panel Study of the 1986 Tax 
Reform Act,” NBER Working Paper No. 4496, October 1993. 

Hall and Rabushka estimate, quite conservatively, that added work effort and capital formation would raise 
real GDP by 5-7% within a few years. For any given average tax rate (typically around 1 9% of GDP), real lax receipts 
would rise by a similar amount, even aside from reduced evasion and substitution of cash income for perks, stock 
options and the like. Robert Hall & Alvin Rabushka, The Flat Tax, Hoover. 1 995, pp 86-87. 

Richard Kaslen, Frank Sammaitino & Eric Todcr, "Trends in Federal Tax Progressivity, 1980-93,” in 
Slemrod, op. cii., p. 35. 
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A static approach to estimating a national sales tax suffers the opposite miscalculation from that 
affecting the flat tax. While static revenue estimates are sure to overestimate the tax rate required 
under a flat tax on labor income and business capital, the same techniques are very likely to 
underesUmatQ the flat rate that would be required on sales. Any additional tax on sales would 
certainly reduce sales and thus shrink the tax base, requiring a substantially higher tax rate than 
would be assumed by calculating a percentage of today's sales, in the absence of that tax. Since 
exports are excluded from taxation, any increase in the ratio of exports to GDP would further shrink 
the base of a sales tax and require a still higher tax rate on domestic consumers High rates of sales 
tax, even VAT, are also notoriously prone to smuggling and “bootlegging" (offering a lower price 
for cash, with no receipt) It is instructive that when Mexico increased the VAT from 10% to 1 5% 
in 1995, the tax was left at 10% near the border to avoid losing sales and revenues to the U.S. 

The flat tax, by contrast, is as leakproof as can be imagined. Under current law, employers deduct 
the cost of benefits but employees do not pay taxes on those perks (17% of compensation) 
Corporations deduct the cost of interest paid, but corporate bonds and commercial paper are often 
held by tax-exempt institutions or foreigners, who pay no tax on the interest income. Two huge and 
growing loopholes are effectively closed by applying a low flat tax to gross business income, minus 
only the cost of wages and capital equipment. The taxation of benefits at the employer level and 
reduction of marginal tax rates on employee salaries would reverse the trend of negotiating for 
overly-generous medical benefits, making the flat tax the most cost-effective health reform proposal 
ever devised. Although the individual income tax is conceptually equivalent to a consumption tax, 
the flat tax on business cash flow is more comparable to a profits tax. And because perks and interest 
expense are not deductible, the flat business tax is far more inclusive than the present tax on business 
profits (albeit at a lower rate and with expensing for capital). 

The uniformity of [flat] marginal tax rales . . . means that income can be taxed at its 
source; taxing income at its source will reduce compliance costs and increase 
compliance rates. . . . Many of the advantages of a flat-rate tax come only from a pure 
flat-rate tax, not from its modified form. . . . Nick Stern, of the London School of 
Economics, calculated that the . . optimal flat-rate tax was 19 percent. . . Jerry 
Hausman of M.I.T. claims that by introducing a flat-rate tax, it may be possible to 
lower the tax rate facing almost all income groups, because the reduction in the 
distortions would generate such a large increase in labor supply'*^ 

Alternative proposals for replacing individual and corporate income taxes with a national sales tax 
do not include any direct tax on business income, as the flat lax does. As a result, the sales tax rate 
would have to be much higher on labor in order to totally exempt income from capital. There would 
also have to be extremely stem inspection of imports and exports, and of retailing (including flea 
markets, garage sales and sales of used cars).*’ 

Distribution Tables Ignore Tax Shifting 

It is unfortunate that tax policy changes that would improve incentives to add to savings or labor 
income are often blocked by opinions and statistics that give a highly misleading impression about 
who is really hurt by high tax rates that ostensibly fall on “the rich.” There have been complaints, for 
example, that taxpayers earning more than $100,000 would receive 52% of the benefits from the 
recent House tax bill.** This is scarcely surprising since 43% of all individual income taxes are paid 


Joseph E. Stiglitz, Economics of the Public Sector, Norton. 1 988, p. 6 1 9.& 489 See also why “ii may be 
desirable to have a fiat-rate tax” on p 502, and why a flat rate tax is politically more stable on p. 160n 

” “The general view among experts, a view obviously shared by most governments, is that 10 percent may well 
be the maximum rate feasible under a retail sales tax ” Vito Tanzi, Taxation in an Integrating World, Brookings 
Institution, 1 995, pp. 50-5 1 . 

Steven Pearlsiein, “Widening the Income Gap: Tax, Spending Cuts May Add to Inequality," The Washington 
Post, May 29, 1 995 An accompanying chart shows that the 22% of families earning more than $75,000 receive 50% of 
pretax income, which is just another way of saying they produce 50% of national output 



611 


by the 4% of tax returns reporting incomes above $100,000.’* A distribution-neutral tax reduction, 
which returned taxes in the exact proportion paid, would undoubtedly be attacked as conferring 43% 
of the benefits to “the rich,” and doing nothing for those who pay no taxes. Any change in the tax 
code designed to improve savings is bound to be most helpful to those who save. And those who 
save are bound to have higher incomes later in life (e.g.^ dividends, interest income, and capital gains) 
than those with similar salaries who do not save. Any proposal that hopes to increase saving without 
benefitting those who do most of the saving is sure to fail. 

What is most misleading about the typically emotional, non-analytical popular discussions of the 
"fairness” issue is the failure to consider what happens to wages of less-skilled workers if tax policy 
makes savings and skills more scarce than otherwise. There is nothing particularly “fair” about a 
stagnant economy with inferior job opportunities. 

The official “distribution tables” that play such a big role in tax policy debates are fundamentally 
flawed — to the point of being essentially meaningless. This is not a question of doing a better job 
with constructing such tables, but of discarding them as unrepairable. The whole concept of 
distribution tables does not even begin to ask the right questions, so it cannot possibly lead us to 
the right answers. It is simply an effort to substitute bad accounting for good economics. Even the 
unquestioned habit of dividing “families” into, say, the highest and lowest fifths of the income 
distribution is quite suspect when the income floor defining the top 20% is rising because of a larger 
portion of families earning higher incomes (see Appendix A). 

Distribution tables involve many dubious technical problems, such as arbitrarily deciding what share 
of the corporate tax to asrign to labor or to capital (some tables used in the 1986 tax reform debates 
totally ignored the corporate tax), or how to “impute” the rental value of homes. Arbitrary 
assumptions, however, are the least of many problems making distribution tables quite useless. 

A more serious problem is that annual incomes are a notoriously poor measure of longer-term living 
standards, or lifetime income. The group with the lowest income in any single year includes, as 
Fullerton and Rogers point out, “some young workers just starting their careers who will likely earn 
more later, some retirees who had earned more earlier, [and] some people with volatile incomes who 
just had a bad year . . They found that if you label the top 30% of the population as rich, and the 
bottom 30% as poor, then 13.8% of those who appear to be poor in any given year will actually he 
rich over their lifetimes, while 2.6% of the annually rich are actually poor.™ Many of today’s “poor” 
are just young people who are trying very hard to become tomorrow’s “rich.” High marginal tax 
rates on the returns to schooling and saving make climbing the income ladder very difficult for 
newcomers, greasing the rungs on the ladder of opportunity. Looking at taxes from a lifetime 
perspective also shows that any consumption-based tax (e.g., the individual flat tax or a single-rate 
VAT) is proportional, not regressive, because lifetime income is virtually identical to lifetime 
consumption for most people (the difference is bequests, which make consumption a better tax base 
than income, because heirs can consume in excess of income by tapping wealth). 

Another issue likely to be ignored by any distribution tables is how to account for the very real 
savings from making the tax code extremely simple. With a flat tax, taxpayers are going to save real 
money and valuable time -- perhaps $200 billion a year or more — from not having to keep 
complicated tax records, buy tax books and software, and hire accountants and tax attorneys. How 
should that benefit be distributed among income classes?^’ The biggest savings go to those with the 
most complicated tax forms, but that includes many small businesses and small investors. The biggest 
losers from tax simplification are an affluent bunch — lawyers, accountants and tax lobbyists -- but 
their skills could usually be adapted to more productive pursuits. All taxpayers benefit from reduced 
collection costs. The IRS staff and budget could be greatly reduced and many offices leased or sold. 


The top 4% of tax retums paid 43% of federal income tax in 1993, according to Associated Press 
calculations But note that the percentage of tax retums with incomes above $1 00,000 is much smaller than the 
percentage of working people with incomes that high, because millions of people pay no income tax, while most joint 
returns with incomes above $100,000 have at least two full-time salaries f)er tax return. 

Don Fullerton & Diane Lim Rogers, IVho Bears The Lifetime Tax Burden?, Brookings Institution, 1993, pp. 

2&26. 


I am indebted to Alvin Rabushka for raising this question. 
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The most fundamental problem with distribution tables, however, is that the longer-run “incidence” 
of high marginal tax rates on savings and human capital — who is actually hurt -- is quite different 
from what the general public has been lead to believe. Distribution tables are an inherently misleading 
exercise in ''partial equilibrium'’' accounting, representing only the immediate, most visible impact 
of tax changes on annual incomes, and totally ignoring the longer-run effects on lifetime incomes. 

Changes in labor supply, savings and investment . . . would affect wage rates and 
interest rates, which in turn feed back to employment and savings decisions, and then 
in turn to wage rates and interest rates. ... It requires a “general equilibrium” model 
to account for all these effects 

High tax rates on the returns from saving (such as dividends, interest income and capital gains), or 
on stocks of accumulated capital (estates), must result in capital becoming more scarce, relative to 
labor. This may even happen fairly quickly, due to “capital flight” to other countries. When anything 
becomes more scarce — including capital or exceptional skill — it also becomes more valuable. 
Before-tax returns to capital rise by at least enough to compensate for the tax, leaving after-tax 
returns unchanged or higher in the long run (partly because net returns to capital have to be 
competitive with returns available on international markets). 

The ways in which capital taxes raise the pre-tax return to capitalists may be thought of in terms of 
physical capital (if apartments become more scarce, landlords charge higher rents), or as financial 
capital (if lendable funds become more scarce, those who have accumulated savings can charge 
higher interest rates). The main point is that those who already own increasingly scarce capital do 
not bear the tax in the longer run. In the short run, capital taxes fall more heavily on those who are 
trying to acquire capital, such as young people trying to start a business or buy a house. The ultimate 
burden of capital taxes, however, is clearly on labor. When the ratio of capital to labor stops 
growing, so do productivity and real wages 

The idea that capital taxes are likely to be shifted to labor should not be surprising to anyone familiar 
with general equilibrium economics. The point was stated most clearly by Joseph Stiglitz many years 
ago, in his classic critique of the estate tax: 

The reduction in savings and capital accumulation will, in the long run, lead to a lower 
capital-labor ratio; and the lower capital-labor ratio will . . . lead to an increase in the 
share of [national income received by] capital. Since income from capital is more 
unequally distributed than is labor income, the increase in the proportion of income 
accruing to capital may increase the total inequality of income.^ 

Stiglitz generalized this important point in his 1988 textbook. Economics of the Public Sector : 

General equilibrium effects have important distributional consequences ... A tax on 
interest may reduce the supply of savings and . . . this in turn may reduce the 
productivity of workers and their wages. ... A tax on capital may reduce the supply 
of capital, thereby increasing the return to capital ... the degree of inequality may 
actually be increased by such a tax. . . 

If as a result of the income tax, skilled workers supply less labor and investment is 
discouraged, unskilled laborers* productivity and, hence, their wage, will decline. 

The long-run incidence of a tax on savings (or capital) may be on workers. 

In short, what appear to be “soak the rich” taxes on capital or skills (in static, partial equilibrium 
distribution tables) may well turn out to be “soak the poor” taxes in disguise. This general equilibrium 
result applies to taxes on estates, capital gains, dividends, and high marginal rates in general. 


” Jane G Gravclle, “Behavioral Feedback Effects and the Revenue Estimating Process,” op. cii. 
“ Joseph E. Stiglitz, “Notes on Estate Taxes," Journal of Poliiicai Economy, April 1978 
Stiglitz, Economics of the Public Sector, op cit., pp. 393, 493 A 430. 
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A similar mechanism is at work with high tax rates on human capital. Today’s steep marginal tax 
rates on joint returns with incomes above $140,000 are, to a considerable extent, aimed at reducing 
the return on past investments made in MBA, MD, JD and PhD degrees. The trouble is that fewer 
people will invest so much time and tuition in higher education in the future if they believe they will 
face punitive tax rates later, when they finally reap the rewards at mid-life. Trostel estimates that a 
1% increase in tax rates eventually leaves the economy with nearly a 1% smaller stock of human 
capital, with a much stronger effect if marginal tax rates are “progressive” (thus falling most heavily 
on returns to advanced schooling).^’ Proposed deductions for tuition do not address the main 
incentive, which is the after-tax return on schooling, not the up-front cost. The main cost of schooling 
is time spent not working. Moreover, a tuition deduction would be useless to less affluent students 
who pay their own way (through scholarships, loans and work), because they rarely have enough 
taxable income to benefit from a deduction. 

Just as tax-induced scarcity of capital results in the tax burden falling on labor, in the form of lower 
wages, tax-induced scarcity of human capital is shifted to consumers. Scarce professionals charge 
higher fees, and scarce managerial talent can command higher salaries. Although the full impact of 
discouraging investment in human capital may not be felt for a generation, some occurs more quickly 
through reduced immigration of high skilled and talented people, and increased emigration of such 
people (“brain drain”). Talent may also be diverted from highly-taxed productive activity toward 
“underground” activities or rent-seeking (lobbying for government favors, such as import quotas). 

Because high tax rates on highly skilled people tend to make skills relatively scarce and thus raise 
before-tax incomes for those who already possess such skills, Stiglitz has speculated that a flat tax 
(though a very big improvement) might not be flat enough: 

If the labor supply of the skilled is relatively elastic, and of the unskilled relatively 
inelastic, then a uniform [flat] marginal rate on both might increase the before lax 
relative wage of the skilled; to offset this, one might wish to have a lower marginal 
tax rate on the skilled. 

General equilibrium theory predicts that as a result of the tax-induced relative scarcity of skilled 
people, before-tax salaries and fees in skilled occupations will be bid up. An increased supply of 
people with professional and managerial skills, by contrast, “places downward pressure on the return 
to skills, easing, rather than exacerbating, distributional concerns. Ironically, punitive tax rates 
on “the rich” (i.e., on savers and on human capital) go a long way toward explaining why the 
distribution of before-tax incomes has become less equal in every major “welfare state” of Europe 
and North America, but not in most Asian NlCs, where marginal tax rates are quite low (particularly 
on capital). 

It is not easy to earn a high income. Steeply rising marginal tax rates have a demoralizing impact on 
those who might otherwise make that difficult struggle, thus making capital and skills artificially 
scarce and valuable. 

By increasing the incentive to save, and to invest time and money in education and training, a flat tax 
would enlarge the economy’s stock of capital and human capital, thus reducing the relative income 
shares of those who are already endowed with such assets, while increasing real tax receipts and 
enlarging national wealth in the process. 


“ Philip A. Troslel, “The Effect of Taxation on Human Capital,” Journal of Political Economy, Apnl 1 993. 

“ Joseph E. Stiglitz, "Pareto Efficient and Optimal Taxation,” in Alan Auerbach & Martin Feldsiein, eds.. 
Handbook on Public Economics, North Holland, 1988. 

Mary E. Lovely, “Economic Development in a Global Context," National Tax Association, Arlington VA, 
May 22-23, 1995. 
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Appendix A: Income Distribution Statistics Are Fatally Flawed 

The 1994 Green Book, from the House Ways and Means Committee, shows “average family cash 
income by family type and income quintile” (Table H-23) for 1973, 1979, 1989 and 1992 The 
figures for married couples with children are less misleading than total family income, because 
unmarried mothers have been a rising percentage of all femilies, making comparisons of family income 
invalid over long periods of time. 

The choice of years is less than ideal, because 1973 and 1979 were cyclical peaks, followed by 
inflationary recessions that hurt the poor quite badly. Price controls in 1973 also understated 
measured inflation and thus overstated real incomes. Because inequality always increases in 
recessions, it would be more reasonable to compare 1992 with other years just after recession, such 
as 1976 or 1983. 

There are many problems with Congressional Budget Office adjustments to Census figures. The 
CBO includes things that are not real income (realized, nominal capital gains) and excludes things that 
are (in-kind transfer payments). As a result, “CBO shows income falling in the bottom two quintiles 
[from 1980 to 1993], while Census shows income rising.”^* Also, any annual snapshot of income 
ignores wealth and is a poor measure of actual living standards; using consumption or an average 
of income over several years shows far more “equality" than annual income data. 

Taking these figures at face value, with all their flaws, still does not show what many people suppose. 

Among married couples with children, the mean average of cash income in the top fifth rose by 16% 
from 1973 to 1992, which many interpret as proof that “the rich got richer.” This is incorrect. Aside 
from the top 20% (or 1% or 5%) of the income distribution, every other “fifth” has both a floor and 
a ceiling (the maximum is obviously unlimited at the top). The income floor defining the top 20% 
is determined by income growth at lower income levels. 

As Figure 3 shows, the percentage of 
families earning more than $50,000 a year 
(in constant 1992 dollars) rose sharply from 
1980 to 1989, and remained fairly high in 
1992. The much discussed "vanishing 
middle class” has been precisely matched by 
a rising percentage of families earning what 
had previously been considered a high 
income. 

One result of so many more families earning 
relatively high incomes was to push up the 
minimum income needed to be counted 
among the “top 20% ” According to the 
Green Book, the amount of income needed 
to make it into the top fifth rose from 
$52,937 in 1973 (measured in 1989 dollars) 
to $60,895 in 1992. We should scarcely be 
surprised that a mean average of all income 
above $60,895 is larger than the average of 
all income above $52,937. The average in 
1992 was 16% larger than it was in 1973 in 
large part because the floor had been raised 
by 15%. Since the 1992 average excludes all income between $52,937 and $60,895, while the 1973 
figures include those lower incomes, the average had to increase substantially. The ‘"top fifth” turns 
out to be a moving target. 


THE "MIDDLE CLASS" 
MOVED UP 

ANNUAL INCOME 

lUNOER $15,000 ■S1S-S0.0Q0 ■QVEfl $50.000 


PERCENT OF FAMILIES 



Statistical Abstract of the U.S., 1994. Tbi. 714. 

Figure 3 


” William G. Gale, '‘Comments;” in Joel Slemrod, ed.. Tax ProgressMty and Income Inequality, Cambridge, 
1994, pp. 51-57. 
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Whenever real wages and salaries are rising, the incomes of those who work are bound to gain 
relative to those on relatively fixed “cash” incomes (as opposed to in-kind incomes, such as Medicaid 
and food stamps), including welfare mothers who now dominate the bottom fifth. Comparisons of 
average real incomes between the top fifth (where the average number of workers exceeds two), and 
the bottom fifth (where the average number of full-time, full-year workers is close to zero) must 
necessarily show widening “inequality” whenever employed people are receiving any pay increases 
that exceed inflation — unless cash transfer payments are also rising in real terms. 

Since there is no ceiling on the income included in the top 20% or 1%, dividing all income above the 
rising floor by a fixed percentage of the population will necessarily show an increase in mean income 
in that group whenever a rising percentage of families are earning higher real incomes, thus pushing 
up the minimum amount of income needed to be counted among the top group. This flaw is fatal. 
It means that the whole exercise of comparing real income growth by fifths is a statistical hoax. 


Appendix B; Attempting To Use Tax Policy To Favor Exporters 

One argument in favor of a value-added or retail sales tax (over an income tax that exempts income 
saved or returns from saving) is that GATT rules would allow such a tax to be rebated when goods 
were exported. This is supposed to favor exports and thus reduce the U S trade and current account 
deficit In reality, the current account deficit would decline only if the sales tax proposal was more 
effective in promoting savings than in encouraging investment (i.e., if U.S. savers invested abroad) 

Suppose it was feasible to impose, say, a 16% sales tax on all goods and services. Like any other 
price increase, this tax would indeed reduce demand for imports, but it would equally reduce demand 
for domestic products. Rebating the tax at the border (a very costly procedure) would not make U.S. 
exports any cheaper than they are today, because they do not bear such a tax at the present lime. 

Because the larger domestic market would shrink as a result of the sales tax, the incentive to invest 
In capacity for domestic sales would be reduced. Businesses would tend to shift production toward 
exports — e.g., making more cars with right-hand drive and fewer with left-hand drive. If the U.S 
was operating close to capacity, however, shifting output toward exports would require that a larger 
share of domestic demand be filled by imports. The U.S. might export more Hondas from Ohio, but 
also import more Fords and Chryslers from Canada and Mexico. 

The U.S. has a chronic current account deficit because savings have been inadequate to finance 
investment. That investment-savings gap (about $160 billion last year) is filled by an inflow of foreign 
capital from private investors and/or foreign central banks, so long as they are willing to accumulate 
dollar-denominated securities and real property. The impact of any tax reform proposal on the capital 
surplus and matching current account deficit ultimately depends on its impact on savings and 
investment. The flat tax encourages investment through low tax rates on the returns, and through 
treating purchases of capital equipment no differently than wages (both are immediate expenses) The 
flat tax also encourages savings by eliminating the double taxation of dividends and triple taxation of 
capital gains and estates. In my judgement, the longer-run effect on savings is likely to be larger, thus 
reducing the need to finance investment with foreign savings. 

In the shon run, though, the value of U.S. stocks, bonds and nonresidential property would 
undoubtedly rise, reflecting the discounted present value of the reduced marginal tax on returns to 
capital. Such a bull market would attract considerable foreign investment for a few years, pushing 
the dollar up (as happened with the capital -friendly tax reform of 1981). The Fed could prudently 
limit the potentially deflationary impact of the rising dollar by accommodating the demand for dollars 
at lower interest rates (long-term rates would fall anyway, due to elimination of the “tax premium,” 
making all bonds and mortgages equivalent to tax-exempt bonds). The medium-term effect of a flat 
tax will be a dramatic increase in U.S. wealth, a reduction of interest rates, and a roaring boom In 
business investment, tax receipts, domestic savings, and inflows of foreign savings. In the longer am, 
as the capital stock expands toward a new equilibrium — increasing capacity to meet both domestic 
and export demand — added domestic savings and wealth will begin to displace capital inflows, 
pushing the current account toward surplus. 
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Chairman Archer. There are so many things I would like to ask 
you because I think both of you are great resources to this Commit- 
tee, and we would like to continue to work with you in the months 
ahead so that we can get your input to try to resolve the best alter- 
native to accomplish the goals that all of us want to see happen. 

I am a little bit curious about your comment, Dr. Hall, about bor- 
der adjustability. I don’t have the expertise of an economist like 
you. I have a business background, and I think some degree of 
common sense, but certainly not the degree of expertise that you 
have on economic issues. 

If I am able to produce a product in my business and by some 
fell swoop reduce the price of that product by 15 to 20 percent, so 
that suddenly I am able to export it for 15 to 20 percent less than 
what I was charging in the last month, how does that increase the 
value of the dollar? 

Mr. Hall. Well, the dollar, Mr. Chairman, is a price in this in- 
stance that is determined relative to other currency, for example, 
the German deutsche mark in a fluid market. In that market, the 
value that Germans get for the deutsche mark in exchange for dol- 
lars is determined every few minutes and is driven very much by 
their opportunities to purchase. If suddenly American goods are 
much cheaper to Germans and, correspondingly, German goods 
more expensive to Americans because the counterpart border ad- 
justment says that we tax the imports at the VAT tax rate as they 
come in, and say it is a 20 percent tax rate, then the exchange rate 
can change by 20 percent instantaneously and leave us where we 
were before. 

That is precisely what will happen. That is what happened, for 
example, in the British experience. 

Chairman Archer. I am not speaking now in my hypothetical 
example of border adjustability of a tax. I am just speaking about 
the price of my product that I am able to sell now because I have 
been able to eliminate a certain expense in my operation; therefore 
I am more efficient, and therefore I am able to sell that product 
at a 15 to 20 percent lower price. 

What I worry about in the macroeconomic description that you 
give to all of this is that if that is true, then we don’t have to worry 
about countries that have cheaper labor rates that can produce a 
product that is cheaper, because the currency exchange rates will 
take care of all that and there is no problem. And I don’t think the 
real, practical, day-to-day economic world works that way. 

If, for example, it was going to be taken care of as you say, then 
when we went through this massive increase in the price of oil in 
the seventies, the exchange rates would have taken care of that 
and it would not have had any impact. The relative price of prod- 
ucts between what our selling price is as we go overseas and what 
the price of the incoming foreign product is when our consumers 
have to purchase it, it seems to me, have not historically been off- 
set. Changes in those relations have not been offset by the value 
of the currencies. 

Let me add one other thing, and maybe this is overly simplistic, 
but if in fact by border adjustability removing the expense of gov- 
ernment, which is an expense of doing business, from the price of 
the product when we sell it is going to increase the value of the 
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dollar, don't we need a more stable, more valuable dollar today? 
Would that not help us? All the complaints I hear from economists 
today is that the dollar is too soft. We have been talking about arti- 
ficial means to bolster it and to improve its value. 

Mr. Hall. You have raised some very interesting questions. On 
the last point, I would certainly not be one to say that we should 
try to do something artificial to the dollar. The mechanism that I 
described 

Chairman Archer. I am not suggesting we should either. But if 
we had border adjustability in the price of our products and the re- 
sult was that the dollar improved in value, it seems to me we 
would be reaching for a goal that right now most economists I have 
talked to believe would be healthy. 

Mr. Hall. Well, it would be a very artificial way to do it, because 
if we put in border adjustment and then appreciation of the dollar 
occurred, that would leave us back where we are today. It would 
just be an artifact of that change that the dollar is worth 20 per- 
cent more. It wouldn't really mean anything because when we try 
to purchase something with those dollars, they turn out to be worth 
what they used to be worth because we now have to p^ a 20 per- 
cent import duty that we didn't used to have to pay. So the pur- 
chasing power of our dollars in the world market is exactly the 
same, and that is why the change occurred in the first place. 

The other question you raised was, for example, when oil be- 
comes more scarce, as it did when OPEC cut back oil production. 
There is no way that an exchange rate by itself can deal with the 
scarcity. Border adjustment doesn't create any scarcity, doesn’t af- 
fect supply or demand of anything. It is something that can just be 
immediately accommodated by exchange rates. 

On the other hand, when there is less oil being produced, that 
is something that makes us worse off as an oil consumer, and there 
is nothing that exchange rates can do. So there is no suggestion 
here that exchange rates completely insulate us from the world 
market. That would be impossible. But they do completely offset 
the effect of border adjustments. 

Again, I want to stress I am not against border adjustments. 
They don't have any harmful effect. It is a neutral issue. I just 
want to caution anyone against the notion that somehow the U.S. 
position in the world economy would be different if we had border 
adjustments as opposed to not having border adjustments. To 
economists, it is a nonissue. It is not harmful, but it is a nonissue. 

Chairman Archer. Thank you very much for your response to 
that. 

I had a colloquy with my friend Jack Kemp earlier today, and he 
said that there is no way that his commission — at least he is re- 
ported to have said, and he somewhat confirmed it today — that his 
commission would recommend a value-added tax and you have de- 
scribed the flat tax that Dick Armey introduced as a VAT tax. 
Where does Mr. Kemp go? 

Mr. Reynolds. Maybe I should answer that. I will probably be 
the research director on his commission. 

A lot of this has to do with the way you describe things. Con- 
sumption is the base of all the taxes we are talking about in the 
sense that we are exempting savings, so by definition, that is a con- 
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sumption tax. That is sort of the sense in which he means, it is 
much like a value-added tax. 

The business portion of — I would not describe the business por- 
tion of Hall-Rabushka as a VAT, although that is the portion most 
would call a VAT. The other part, I certainly would call a 
consumption-based income tax or an income minus savings tax. 
The returns from savings at the individual level are gone and the 
returns from savings at the business level are taxed. One of the 
biggest loophole-plugging parts of it is that business can no longer 
deduct interest expense, so leverage is no longer a way to escape 
business taxation. 

I wouldn’t worry much about the terminology. We will come up 
with a good plan and will certainly look at anything you have pre- 
pared, or any of the other congressmen who have talked about a 
consumption tax. Whether a tax is explicitly levied on what we buy 
as opposed to what we earn is a rather subtle distinction in an 
economist’s mind because all taxes fall on individuals as workers 
or suppliers of capital. So where we collect it is an issue, but not 
a critical issue, and it shouldn’t be as divisive an issue as it has 
become. 

Chairman Archer. I hope that your counsel will be accepted and 
heard by the members of this commission, because I think that the 
points that you are making are extremely important. 

We could go on forever on this. I am going to recognize Mr. 
Christensen for inquiry. 

Mr. Christensen. Thank you, Mr. Chairman. I have one quick 
question. Yesterday, late in the day, we heard a panel, all four 
pretty much agreed that a consumption tax would not go after the 
underground economy as we have been saying it would. 

Mr. Reynolds, what is your take on that? What would they base 
their opinion on? 

Mr. Reynolds. They seem to equate the underground economy 
with drug dealers and that is probably a pretty small piece of the 
puzzle. There is avoidance and evasion by even sophisticated peo- 
ple wearing business suits that testify before this Committee. I 
wouldn’t know of any people like that, but for example, I increased 
my mortgage, increased my deferred compensation, switched from 
NASDAQ stocks to munis when this Confess increased the mar- 
ginal tax rate to 36 percent. This is all perfectly legal tax avoidance 
strategy. 

How do any of these proposals aflFect that? You are lowering my 
marginal rate, so I have less incentive to do that sort of thing. 
When the marginal rate was 28 percent, I didn’t even keep records 
of my business lunches and things of that sort. So really you are 
getting at the incentive. 

There is enormous evidence that tax evasion activity is highly re- 
sponsive to the tax rate involved. This isn’t true of illegal activities, 
but the sales tax is not going to fix that. You are not going to re- 
port the sale of an illegal drug any more than you are going to re- 
port the income from it. That is, I think, a poor way to sell that 
proposal. There will be avoidance of sales with a high sales tax and 
there will be avoidance of income with a high income tax, and our 
task is to keep the tax rates down to minimize either type of avoid- 
ance. 
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Does that help? 

Chairman Archer. Not really. Will you yield to me briefly? 

Mr. Christensen. Yes. 

Chairman Archer. It seems to me in that equation you leave out 
one aspect. It is true that the sale of the drug would not be subject 
to the tax because it is still illegal and underground, but the pro- 
ceeds from the sale of the drug, when spent by the recipient of 
those proceeds, is going to bear a share of the cost of government. 
If the person who is pushing the drugs illegally gains the money 
from the sale and buys a Mercedes, they are going to pay a share 
of the cost of government; whereas today, under the current system 
or even under the flat tax, they will not pay. Isn't that a fair 

Mr. Reynolds. Yes. All of these tax reforms that lower rates, in- 
cluding a sales tax, will reduce avoidance and evasion. That is 
more important in terms of revenue, vastly more important than 
the issue of illegal activity. 

What is wrong with your example is that most of the customers 
of the drug lord, if you will, are earning their income in the legal 
economy and paying income tax, so we are going to free the cus- 
tomer of the tax and get the pusher — that would be OK, but it 
probably doesn’t yield any revenues. Somebody who is a Wall 
Street broker snorting coke is using aftertax income to buy the 
coke now. You are going to alleviate his income tax and go after 
the seller. I see that as a wash and as a nonissue. 

Chairman AitCHER. Let’s talk about an area that is not, it seems 
to me, a wash, although you may be able to elucidate it. All of the 
various members of our economic society that deal in cash are pay- 
ing no income tax when they are recipients of cash, nor is there a 
deductibility under the current income tax system for the person 
who pays that money. The person who receives that cash irrespec- 
tive of the activity, whether it be — I won’t isolate names, but you 
know the various types of activities that deal in cash — when they 
spend that money they are going to pay part of the consumption 
tax if it is a tax on goods and services. 

Mr. Reynolds. True, 

Chairman Archer. Whereas today they pay nothing, nor is there 
a deduction under the current Code for those people who make the 
payment in cash to them. 

Mr. Reynolds. Yes. I will give you some examples since you are 
being nice enough not to — home repair and home cleaning. If some- 
one comes and cleans your house, you pay cash; you don’t report 
Social Security either by the way. I suspect that might be a minor 
advantage of sales tax. 

But the major advantage of both proposals, including this one, is 
that a lot of the reason people avoid taxes is, the rates are too high. 
You get the marginal rates down and that is going to be a much 
more copious revenue generator than the other thing. 

The other issue you are raising has a lot to do with people’s per- 
ception of fairness, and I can’t comment on that. I didn’t do that 
well in moral philosophy. 

Chairman Archer. You are a very excellent witness, and I am 
very grateful to you. I don’t want to get into an argument with you 
because I am trying to learn. 
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The GAO testified that the loss, not including illegal activities, 
to the cash economy, where we were not getting any income tax, 
was somewhere around $120 billion a year. Now, I don’t think that 
is insignificant, and that is a cumulation of all of these activities 
that we were talking about. It’s not the money going into tax-ex- 
empt bonds. 

I would submit that one of my concerns is that if we are going 
to try to get at that and create the feeling of fairness on the part 
of all Americans, lowering the rate won’t get them. If I am paying 
zero percent today and you come to me and say you can pay 20 per- 
cent, isn’t this a wonderful deal, I am a human being, I am going 
to say, I don’t want to pay 20 percent. That was the argument in 
1986, that if we reduced the rate to 28 percent, people would say, 
that is so much less so I will be so delighted to pay it. But if they 
were paying zero, they didn’t. 

Mr. Reynolds. It worked to some extent, too. You had a revenue 
windfall after the 1986 bill partly as a result of that and partly as 
a result of people like me reporting higher cash income. That is 
correct, and I accept your point as far as it goes, but I think we 
have to weigh the fact that with the sort of sales or VAT tax rate 
that we will be talking about — and I am afraid the numbers will 
be higher, because when we look at what is going to get left out, 
like hospital rooms and financial services and so on, the rate will 
be pretty high; you have to offset against that savings — that there 
will undoubtedly be smuggling and selling under the counter at 
wholesale to evade that tax too. 

Basically, people will evade taxes. In countries where they have 
very high sales tax, such as Brazil, that is the one that is avoided 
and that is where the underground economy is. Where they have 
high income tax, like this country, that is the one that is avoided 
and that is where the pressure is. 

Chainnan Archer. I yield back to the gentleman from Nebraska 
if he has further comments. 

Mr. Christensen. Thank you, Mr. Chairman. 

Chairman Archer. Thank you for yielding the time. 

Mr. Collins. 

Mr. Collins. Only one or two questions. 

You mentioned those who tried to maybe successfully evade re- 
porting some income or switching their income to nontaxable areas, 
as you did with bonds. What percentage of the taxpayers would fit 
into that category? Because most working people receive a W-2 or 
1099 for services rendered. 

What percentage of the taxpayers would actually fit into your 
bracket, not your income bracket, but would have the means 

Mr. Reynolds. Before the rate went up, I was targeted to be in 
the 36 percent bracket. Because I am clever, it will probably be 31 
percent. I think that with the spread of 401(k)s which is a way to 
defer compensation, and municipal bonds that are held by people 
in tax brackets as low as 28 or 31, these are significant revenue 
losers. 

All of the itemized deductions people are complaining about los- 
ing are mostly an advantage to fat cats like me, and I will gladly 
give them up for a low marginal rate even if you keep my average 
rate as high as it is. 
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Mr. Collins. Would you make it 5 percent of the taxpayers being 
able to shift funds around 

Mr. Reynolds. I think it is bigger than that, more like 10 is a 
possibility. Investments, pension deferral; it is usually only low- 
income people who can use IRAs. 

Mr. doLLlNS. One question about the cash economy mentioned: 
If someone receives in cash, they don’t hoard that cash. They prob- 
ably spend that cash on a consumer good somewhere or another 
service, so the cash revolves again within the private sector econ- 
omy, whereas if the government were successful in taxing that cash 
transaction, then they would take a portion of that transaction out 
of the private sector into the government till. 

So it is which comes first, the chicken or the egg? 

Mr. Reynolds. They will either take it out of what you spend or 
out of what you earn. By the time you die, it doesn’t matter much 
because we tend to spend everything we earn and that is why in- 
come tax and consumption tax really aren’t that different. 

Mr. Collins. Thank you. 

Chairman Archer. Thank you very much. We look forward to 
having further contact and input from you as the months go on. We 
appreciate your coming. 

Mr. Reynolds. Thank you, Mr. Chairman. 

Chairman Archer. Our last panel is Hon. Paul Craig Roberts, 
Dr. Richard Rahn, Stephen Moore, Steven Hayes ana Michael 
Rothschild. 

Mr. Rahn. 

STATEMENT OF RICHARD W, RAHN, PH.D., CHAIRMAN OF THE 
BOARD, BUSINESS LEADERSHIP COUNCIL 

Mr. Rahn. Thank you, Mr. Chairman. 

Mr. Chairman and Members of the Committee, thank you for 
giving me the opportunity to testify today. My testimony is deliv- 
ered on behalf of the Business Leadership Council for whom I am 
pleased to serve as chairman of the board of directors. I am also 
president of the Novecon companies, which create and operate busi- 
nesses in the former Soviet Union and Eastern Europe. 

Mr. Chairman, you have been quoted as saying you are “commit- 
ted to tearing out the income tax by its roots.^’ Your goal is not only 
desirable, but now a necessity as a result of advances of electronic 
money and the smart card. Thoughtful observers understand that 
the present income tax system is increasingly dysfunctional and 
must be replaced. The rising complexity and costs of the manage- 
ment of compliance with the existing tax system have made it not 
only unfair but increasingly uneconomic. 

The present income tax system is strongly biased against produc- 
tive savings and investment, which in turn has sharply reduced 
our rate of capital formation and, hence, the standard of living for 
most Americans. New technologies such as electronic money and 
the smart card will make the existing tax system increasingly dif- 
ficult to manage and easy to escape for those who so choose. The 
existing system is intrusive, subject to, and all too often abused by, 
government officials as not compatible with a free society in which 
citizens should be considered innocent until proven guilty and not 
have to fear their own government. 
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My testimony can be summarized in the foliowring four points: 

The new electronic money and smart card technologies which will 
operate on a global basis outside the control of any government 
make the replacement of the existing income tax in the very near 
term an absolute necessity, because anyone who chooses to do so 
will be able to escape taxes on interest dividends and capital gains 
with virtually no danger of being caught. 

The new technologies can solve many of the problems in provid- 
ing desired social safety for the poor or elderly and in eliminating 
the regressivity problem with a tax reform proposal such as a na- 
tional sales tax. 

Any new tax system must rely on what is possible without exces- 
sive regulation or intrusion into the private lives of its nation's citi- 
zens, because an intrusive system is not only incompatible with a 
free society, but given the rapidity of technological progress, will al- 
ways be destined to fail. 

All the major new alternative tax proposals, including the Armey 
flat tax, Nunn-Domenici and a national sales or VAT are vastly su- 
perior to the existing tax system, but it is imperative they be de- 
signed to be fully compatible with the new technologies. 

The revolution taking place in electronic money means that 
banks and other organizations will be able to create their own 
money for transactional or investment purposes and literally move 
these moneys around the globe at the speed of light. Definitions of 
income and money will be increasingly blurred, presenting an im- 
possible task to the tax collector who tries to tax things which can 
be transformed instantaneously into something else and move any- 
place in the world with no paper or electronic trail. Public key 
cryptography, which has already been developed, means electronic 
banknotes can be certified without the issuer knowing to whom it 
was issued. Smart cards used as an electronic purse can have the 
same anonymity as paper cash. 

Government authorities cannot stop this revolution because it is 
a worldwide revolution, with too many people having the knowl- 
edge. Censorship and regulation will not work because progress in 
developing the means of evasion will always be far ahead of those 
who are trying to restrict it, in the same way that most totalitarian 
governments have largely given up trying to control flow of infor- 
mation because technology has made it an impossible task. 

As responsible Members of the Congress you have only one 
choice and that is, design a new tax system which provides ade- 
quate revenue for the government without attempting to tax what 
cannot be involuntarily taxed. Fortunately, the task is not only do- 
able, but if correctly done will result in much higher rates of 
growth and a simpler, less intrusive system. 

New technologies will greatly assist the management of many 
government programs. For instance, smart cards are already being 
used in some food stamp programs to reduce fraud. Smart cards 
could be used to provide low-income people or everyone with a tax- 
free consumption allowance each month to offset the regressive fea- 
tures of a national sales tax. 

Smart cards will also prove to be much better vehicles for the el- 
derly to receive and spend their Social Security and Medicare 
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funds, given they can be uploaded or downloaded through the tele- 
phone and can be used only by the intended recipient. 

In conclusion, those who believe envy to be a virtue rather than 
a sin will begin with their familiar whine about the distributional 
impact of any replacement for the current tax system. Given that 
the income data will be increasingly less reliable, so in turn will 
the distributional data. We urge tne Congress to ignore the envy 
crowd and instead concentrate your energies on designing a tax 
system which raises the required amount of revenue with the least 
amount of economic damage, so all Americans will benefit from re- 
sulting higher rates of economic growth. 

Thank you, Mr. Chairman. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF RICHARD W. RAHN 
THE BUSINESS LEADERSHIP COUNCIL 

Mr. Chairman and Members of the Committee, thank you for giving me this 
opportunity to testify today on replacing the income tax. My testimony is delivered on 
behalf of the Business Leadership Council, for whom I pleased to serve as Chairman of 
the Board of Directors. Tlie Business Leadership Council is a new association of 
entrepreneurial business leaders who are committed to working to limit the size of 
government and to expand economic growth. Its members believe that the central 
purpose of all economic policy should be to promote a higher standard of living for the 
American public and that among the most important means of achieving this goal is the 
adoption of sound tax policies. In addition, 1 am President of the Novecon companies, 
which create and operate business joint ventures in the former Soviet Union cind Ezistem 
Europe. Relevant to my testimony is the fact that one of our companies is engaged in a 
project to market smart card technology in the former Soviet Union. 

Mr. Chairman, you have been quoted as saying you are ‘‘committed to tearing out 
the income tax out by its roots'". Your goal is not only desirable, but now a necessity as a 
result of the advances in electronic money and the smart card. 

Thoughtful observers understand that the present income tax system is 
increasingly dysfunctional and must be replaced. The rising complexity and costs of the 
management of and compliance with the existing tax system have made it not only unfair 
but increasingly uneconomic. The present income tax system is strongly biased against 
productive saving and investment, which in turn has sharply reduced our rate of capital 
formation and hence the standard of living for most Americans. New technologies, such 
as electronic money and the smart card, will make the existing tax system increasingly 
difficult to manage and easy to escape for those who so choose. Finally, the existing 
system is intrusive, subject to, and all too often abused by, government officials, and is 
not compatible with a free society, in which citizens should be considered innocent until 
proven guilty and not have to fear their own government. 

At your request, the focus of my testimony today will be on the impact of new 
technologies on the tax system. Rather than go into great detail on these technologies, I 
am appending the cover story from Business Week (June 1 2, 1995), and an cuticle I wrote 
for the Washington Times, entitled The Death of the Income Tax? (March 6, 1995). 
These articles give sufficient background on the relevant technologies. 

Summary 

My testimony can be summarized in the following four points: 

1. The new electronic money, or E-money, and smart card technologies, which will 
operate on a global basis outside the control of any government, make the 
replacement of the existing income tax, in the very near term, an absolute necessity 
because anyone who chooses to do so will be able to escape taxes on interest, 
dividends, and capital gains with virtually no danger of being caught . 

2. The new technologies can also solve many of the problems in providing desired 
social safety nets for the poor or elderly and in eliminating the regressivity problem 
with tax reform proposals such as the national sales tax. 

3. Any new tax system must rely on what is possible without excessive regulation or 
intrusion into the private lives of its nation’s citizens, because an intrusive system is 
not only incompatible with a free society but, given the rapidity of technological 
progress, will always be destined to fail. 

4. All of the major new alternative tax proposals, including the Armey flat tax, 
Nunn-Domenici (but at lower rates), and national sales tax or VAT, are vastly 
superior to the existing tax system; but it is imperative that they be designed to be 
fully compatible with the new technologies. 
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Importance of E-Monev 

The revolution taking place in electronic money means that banks and other 
organizations will be able to create their own money for transactional and/or investment 
purposes and literajly move these moneys around the globe at the speed of light. The 
definition of money as a government-created legal tender v«!l become less and less 
relevant. The existing distinctions between money, goods, services, and assets will 
increasingly dis^pear as they become more interchangeable. 

Definitions of income and money will be increasingly blurred, presenting an 
impossible task to a tax collector who tries to tax things which can be transformed 
instantaneously into something else and moved to anyplace in the world with no paj^r or 
electronic trail. Public-key cryptography, which has already been developed, means 
electronic bank notes can be certified without the issuer knowing to whom it was issued. 
Smart cards used as an electronic purse can have the same anonymity as paper cash. 

Government authorities cannot stop this revolution, because it is a worldwide 
revolution with too many people having the knowledge. Censorship and regulation will 
not work because progress in developing the means of ev^ion will always be far ahead of 
those who are trying to restrict it. In the s^e way that most totalitarian governments 
have largely given up trying to control the flow of information, because technology has 
made it an impossible task, governments need to realize that the old central bank 
monopolies on the issuance of money will also go die way of the buggy whip. 

Government officials have two choices: to redesign their tax and monetary 
systems to reflect technological reality, or to try to create a system in which every 
investment and every expenditure by every person is known throughout their lives. In the 
new world of monetary freedom there is no halfway ground. Either the government will 
know everything, or the government will only know what is voluntarily revealed. An all - 
knowing government is doomed to fail, practically and politically, and attempts to impose 
a “big brother” government could impoverish the Nation and trample our liberties. 

Thus, as responsible Members of Congress, you have only one choice, and that is 
to design a new tax system that provides adequate revenue for the government without 
attempting to tax what cannot be involuntarily taxed. Fortunately, the task is not only 
doable but, if correctly done, it will result in much higher rates of growth and a simpler, 
less intrusive tax system. 

The new technologies will greatly assist the management of many government 
programs. For instance, smart cards are already being used in some food stamp programs 
to reduce fraud. Smart cards could be used to provide low income people (or everyone) 
with a lax free consumption allowance each month to offset regressive features of any 
national sales tax. Smart cards will prove to be much better vehicles for the elderly 
to receive and spend their Social Security and Medicare funds, given that they can be 
uploaded and downloaded through the telephone and can be used only by the intended 
recipient. 

An important practical consideration when designing a replacement for the 
existing income tax is whether the proposed tax base is realistically subject to tax in the 
aftermath of the electronic mvolution. This is because as a general principle, what cannot 
be taxed efficiently should not be taxed at all. The converse, however, does not hold. 

If taxpayers may easily avoid reporting particular types of income or transactions 
with virtually no danger of being caught because of technological innovations, then the 
tax on that type of income or transactions is, quite literally, voluntary and will only be 
paid by tiiose conscientious citizens v4io abide by our tax laws out of a sense of duty and 
honor rather than the threat of civil or criminal penalties. Establishing a genuinely 
voluntary tax is not a formula for fairness and will le^ to a disproportionate burden 
being borne by those who choose not to evade. 



626 


The tax base of the future will need to be tied to long-term relationships, real 
estate, tangible property or other high-profile or public assets or activities. Income flows 
that may be effected in secret, electronically and anywhere in the world are bad 
candidates for taxation in the electronic age. Taxes tied to real property or tangible 
persona] property or the sale of goods and services to the public are much more difficult 
to evade. Taxes tied to the employer-employee relationship are enforceable because of 
the stability, length and visibility of the relationship. Taxes tied to the operation of 
businesses dealing with the public or with many business customers are more easily 
enforced because of the necessarily public and open nature of such businesses. 

The electronic age with virtually instantaneous international financial transactions 
and with encrypted confidential smart cards substituting for money will make the taxation 
of capital transactions, interest and dividends increasingly problematic. In an age where 
most people can today transfer money and pay bills with an ordinary telephone, enforcing 
taxation on these types of transactions will become virtually impossible. The cost of 
trying to enforce them may well exceed the revenue collected and certainly will exact a 
price in terms of lost economic efficiency and lost privacy rights that exceeds the benefits 
of their continued taxation. 

Those who believe envy to be a virtue rather than a sin will begin their familiar 
whine about the distributional impact of any replacement for the current tax system. 
Given that income data will become increasingly less reliable, so in turn will tax 
distributional data. We urge the Congress to ignore the “envy crowd”, and instead 
concentrate your energies on designing a tax system which raises the required amount of 
revenue with the least amount of economic damage, so that all Americans will benefit 
from the resulting higher rales of economic growth. 

Congress cannot properly determine what type of tax system we should have until 
it is determined what the revenue goals for the new system should be. 

From the end of World War II until the late 1970s, there was a common belief that 
our economic and societal ills could be cured by increasing the role of government. As a 
result, government grew larger and larger both in absolute and relative terms, not only in 
the United States but in much of the rest of the world. Fair-minded people increasingly 
understood that the Keynesian economists were wrong, and that distinguished 
economists, such as Frederick von Hayek and Milton Friedman, had both a better 
understanding of how the economy operates and better prescriptive solutions. They 
taught us that beyond a certain point increasing taxes, government spending, and 
regulations did more to reduce the social welfare than to improve it. The increasingly 
widespread recognition that government could, and indeed had, become 
counterproductive ushered in the Reagan revolution. The result has been that government 
taxation and spending have not grown relatively over the past twelve years, even though 
regulation has continued to grow in both relative and absolute terms. 

During the past twenty years, serious academic work has been done on the 
appropriate size of government, not only for the United States, but for the rest of the 
world as well. The empirical evidence that government taxing, spending, and regulation 
is well beyond the optimum point is now overwhelming, and all Americans are suffering 
as a result. Specifically, we now know that social welfare and economic growth would be 
maximized if government were one-quarter or less of Gross Domestic Product, as 
contrasted with the present more than one-third. 

Knowing this, it makes no economic or political sense to design a new tax system 
to raise as much money on a static revenue basis as the existing system. We know that as 
we downsize government in relative terms, economic growth rates will increase. We 
know that as we reduce high marginal tax rates and the current tax bias against saving and 
investment, we will increase the supply of productive labor and have a higher level of 
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capital formation, which will lead to higher rates of economic gmwth. (Please see charts 
at back of testimony.) 

Because the majority in this Congress has had the course to develop a path to a 
balanced budget that slows the rale of growth of govemmenl spending, the federal 
government share of GDP should fall to 18% by 2003. History tells us that economic 
growth will increase as a result. This means that you can generate the same tax avenue 
at reduced tax rates . At the same time, because of higher growth, there will be fewer 
people in poverty, thus reducing the demands on government assistance programs, and 
hence government spending. 

Fair-minded i^ople understod that the mason you wish to slow the growth of 
government spending is not because you are mean-spirited or tools of the rich. It is 
because you understand that a smaller government will mean that most Americans, and 
particularly poor Americans, will have much greater opportunity and live much better. It 
is too bad that some in the media cannot distinguish between the "name" of government 
programs and the cost-effectiveness of these programs. Eliminating a government 
program with a compassionate name, but whose cost to die taxpayers is greater than the 
benefits to the recipients, is the compassionate and responsible thing to do. Because 
some of your political opponents and some in the media are irresponsible is no reason for 
you to stoop to their level. For America's sake, continue to have courage. 

Unfortunately, the Congress has let itself get trapped by budget rules that make no 
sense. Again, I am referring to the requirement of "relatively static" revenue estimates for 
tax and spending changes. These rules make no economic sense, and they make no 
political sense, now diat a majority in Congress favors economic growth and opportunity 
over static redistributionism. When the rule makes no sense, change it. (The left in the 
media and their academic and political allies will scream; but the American people vole 
on performance, not on arguments about whose tax forecast model is correct.) 

The reason it is important not to be slaves of die wrong rule is that the current rule 
will force you to have higher tax rates. This is equally true for consumption-based 
income tax plans, the flat tax, and the national sales tax proposals. Because of the static 
revenue trap, all of the proposed plans will increase taxes on some sizable portion of the 
population, thus causing for them unnecessary hardship and their justifiable political 
opposition. 


There are three politically viable and economically sound alternatives that could 
replace the existing income tax; a so called consumed income or cash flow tax (Nunn- 
Domenici, but at a lower rate), a national sales tax, and a flat rate income tax (Armey.) 
Each of these proposals would simplify the existing tax system, eliminate the tax bias 
against savings and investment, reduce the disincentive to work, and promote economic 
growth and a higher standard of living for the American public. 

Each of these proposals has distinct advantages and disadvantages, which this 
Committee must address over the next few years as it meets the challenge of developing a 
replacement for the income tax. The Business Leadership Council is establishing a Tax 
Alternatives Working Group to work systematically through these issues, and we look 
forward to working with this Conunittee as the debate unfolds. 


Even though all of the major proposals for a replacement tax are vastly superior to 
the existing tax system, none is perfect, and all will have problems in the transition 
period. These problems can largely be mitigated bv reducing the maximum marginal.tax 
rate froncLthat which, their proponents propQsmg^_T^i$_can_be done responsibly, by 

furthgr.Jte.diidng the .gm.wth-ln. spending so that eventuallv .ail Jevels of government are 

absorbing, less than 25%_oLGDP. This would entail reducing federal spending to the 
neighborhood of 15-17%. In effect, virtually all businesses and individuals would be 
getting a "tax cut", thus mitigating their political opposition and reducing the 
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impediments to work, save, and invest. In fact, the higher economic growth engendered 
by the spending growth reductions and the less destructive tax system is likely to increase 
the absolute revenues for government to spend. 

For the full benefits to occur from any of the income tax replacement plans now 
being discussed, they must be accompanied by drastic changes in the operations of the 
IRS. While it will indeed cause some revenue loss to restrict the IRS’ ability to take 
actions without first proving willful wrongdoing, and to reduce the paperwork and 
documentation the IRS can require, it is a small price to pay for a free society. In 
addition, a national sales tax ought not to be enacted without the repeal of the 16 lh 
Amendment, because without such a repeal there is a great danger that some future 
Congress will inflict on us both an income tax and a national sales tax. At the same time, 
a flat tax ought not be enacted vrithout the Congress’ curtailing the IRS. 

Conclusion 

In conclusion, a new tax system should be designed to generate the optimal 
revenue, and government should be scaled back accordingly. The new tax system should 
be simpler and fairer. The IRS should be eliminated or sharply curtailed. 

It is no longer optional whether we should scrap the current dysftinctional income 
tax: electronic money makes that a necessity, because interest, dividends, capital gains, 
and some other income will be able to be hidden. The silver lining is that E-money and 
smart cards can solve the regressivity problem and will force us to design an unobtrusive, 
pro-growth tax system which will benefit all Americans. 



629 





e 

<D 


e 


O 


e 


e 




Government as a Share of GDP 










630 



s^tETIOQ e66T 5° suotxtT-II 



The death of the income tax? 


631 


OP-ED 


PAGE A 20 / MONDAY. MARCH 6. 1995 « 



« 4 > U ( 



£ I S-S-® >oc 

=*“ 2 a C a Sii « 

^ 5 3 S .c « 3 -c 

“• 3 =-s|§'£s-.!||a 



o-Casgga = 

o T 5 u 

S.B n S V C.s 

^ 1,1 o s'! » 

o s - -5 S < h ^ E 

lit &8 

i^E'SSsSa.s 


w on 0 5 ^ 

|S|-- 3 ?|SS = 

sSsSS^’sl 

“illiijii 




C V-1 T7 « M 
„ O u a -g Sa 

E«.si ifo 
fe S. & I 3 a I « 
« « i >>■- 5 -a s 

® S 3 S> w c 

S?^ 1 »SS'= 
si " ^ 6^5 

^ S c o» g-a 

X J 2 ‘« il-o I 


Z3“^ fl U O S a to 
aiS V 3 '3-S.c S*g 

£ 3 O.^ ^ e « 1. ^ 


i£Sg*s oc*r“ 

, 9 M a c u « oB< E 

iaSoi 5 l.S. 2 i 



£|*i 

■ 2 |« 

•g.s 2 

.3 S'S'S 



632 


THE FimiRE 

i n his pmscnped suii and wire- rimmed glasses, 'Hmothy L. j piece of plastic with an embedded microchip that you wiD 
Jones looks ever>’ bit the traditional Bntish banker. Sure I “load'’ up with E -money you buy with traditional oirrency. Or. 
enough, he has spent a dozen years at National West min- j you might store your digital corns and dollars — downloaded 
ster Bank PLC. Bui ask Jones what he is doing now', and over phone lines ^m your bank or other issuer of E-money — 
he responds with an mtensily worthy of a Silicon Valley en- on your PC or in an electronic “wallet,” a palm-size device 
irepreneur. Leaning across a table, he waxes eloquent about used to store and transmit E-money. 

his new enterprise, Mondex. and the future of the product This digital money will let you shop onlme. zapping money 
he's selling; a new kind of elect ronic money to a merchant over the Internet, or perhaps paying for a mo- 


Mondex, which was launched by NaiWest. is not alone: 
A raft of companies are developing their own forms of eiec- 

ironic money, 

known as E- 
cash. E-cash 
is money that 
moves along 

multiple channels largely outside the established network of 
banks, checks, and paper currencv' overseen by the Federal Re- 


Cover Story 


vie on demand over an interactive-Tv network. It also has the 
poteimaJ to replace cash and checks for everyday purchases — 
in stores, restaurants, or taxis that accept E-cash. Business- 
es could also keep a stash of E-cash on hand for buying office 
supplies, or use it to transact directly with each other instead 
of going through banks and electronic funds transfers. 

THE START OF A REVOUmON. In many ways. E-cash, which 
can be backed by any currency or other asset, represents the 
biggest revolution in currency since gold replaced cowTie 



serve. These channels enable consumers and businesses to shells. Its diversity and pluralism is perfectly suited to the an- 


send money to each other more cheaply, conveniently, and 
quickly than through the banking system. 

Some of the E-cash players are faceless, dubious outfits 
that exist in cyberspace and can be traced only to a post-of- 
fice box — in the physical world. But there are plenty of 


archie culture of the Internet and the evolving web of net- 
works known as the information Superhighway. “Electroiuc 
commerce will literally change the way business is done 
worldwide,’’ says James G. Cosgrove, vice-president and gen- 
eral manager for business multimedia services at AT&T. “We’re 


others, ranging from techno-savvy startups with names 
such as DigiCash and CyberCash, to corporate icons in- 
cluding Microsoft, Xerox, and V’isa. Citicorp is even develop- 
ing what It calls the Electronic Monetary System, an entire 
infi^cructure for using electronic money to be issued by Citi 
and other banks. 

These compames are pan of a mass experiment that couJd 
transform the way we think about money. In the process, it 
could change consumers' financial lives and shake the founda- 
tions of global financial systems and even governments. 

Digital money is the ultimate — and inentable — medium of 
exchange for an increasingly wired world. With E-cash, you'll 
no longer need to carry a wad of bills in your pocket or fumble 
for exact change Instead, you might carry a credit-card-size 


about to see another revolution similar to the Industrial Rev- 


olution.” Adds Richard K. Crone, senior 
manager in the financial-services group at 
KPMC Peat Marwick; “We're in the begin- 
ning stages of the cash -replacement cycle.” 

But the advent of E-cash raises all sorts 
of questions, most of which remain unan- 
sw'ered; Who should be allowed to issue E- 
cash. and who will regulate those issuers? 
How will taxes be applied in cyberspace, 
which transcends physical boundaries? Who 
will set the standards? How do you ensure 
that payments made over the Net «dll be 
secure? How will consumers be protected? 



EARLY MONEY 
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OF MONEY 


E-cash could 
transform 
the world’s 
financial life 


How wiJ] regulaiors police money laiuidenng and counterfeii- 
ing on private networks? 

While regulators wrestle with these questions, technology 
is remaking the monetary system. Thats what Microsoft CEO 
William H- Gates III had in mind when he bid for personal-fi- 
nance software maker Intuit Inc. He saw programs such as 
Iniuit’s as the gateway that would draw millions of consumers 
onto his online network where they could pay bills, get finan- 
cial advice, or shop, perhaps paving him for access. But the 
Justice Dept, worried about Microsoft’s reach, and he aban- 
doned the deal on May 20 

Tough break, but it will hardly slow Gates dowm. Microsoft 
is working with Visa on a system for securing credit-card 
transactions over the Net. But that’s just one piece of a 
much bigger problem Microsoft is trying to solve. Gates has 
dozens of programmers bust' detising a swreeping system, Mi- 
crosoft N'etw'ork. to help people do business safely in cyber- 
space — or more specifically, in Microsoft's own network and 
interaciive-T\ systems — using a range of payment options. Mi- 
crosoft won't reveal much about its E-cash plans, but, says 
Nathan P. Myhrvold. Microsoft's top advanced-technology 
e.xpert, "we're very interested in the area,” 

They should be. The stakes are enormous. Seamus McMa- 
hon, a vice-president at Booz. Allen & Hamilton, sees as 


■^1 The current money system 
is largely monolithic. Near- 
^ ^ m^or countries have 

— ^ a single system of national 
currencies and bank checks. 
Most have elaborate infrastructures built 
around commercial banks and a central 
governing body such as the Federal Re- 
serve Board. That entity is usually the 
only facili^ allowed to issue money. Per- 
haps because of their monopoly struc- 
tures, money systems tend to resist 
change and innovation, leaders can move 
millions of doUais around the globe at 
the touch of a button. But the small 
check-based transactions of consumeis 
can take days to clear And chartered 
airplanes physically 
transport billions 
of checks around 
the country every 
workd^. 


E-CASH 




) CybarCoah) 






E-cash m^ be techno- 
lo^cally light-yean 
ahead of eariy money. 

But in tnaiq? w^, it is 
closer to seashells than 
greenbacks. E-cash is 
digital money that moves 
through a multiplicity of 
networks instead of the 
current bank system. It 
comes in lots of guises, 
is created by lots of indi- 
vidual parties, and is 
backed by anything con- 
stituents demand as an 
accepted medium of ex- 
change: g(fid, dollars, 
yen, whatever It is the 
ultiinate, and inevitable, 
currency for the wired 
worid. Competition is in- 
tense, producing rapid 
innovations. Using money 
downloaded to your pc or 
a pahn-size electronic 
“wallet," you’ll be able to 
zap money to merchants 
on the Net — or buy a 
newspaper bster than 
you can grab a green- 
back. If you're a business 
owner, you can bypass 
banks and move E<^ 
directly to customers 
and suppliers. The ad- 
vantages: convenience, 
speed, cost saving The 
technology is complex, 
but to the user; E-cash 
is as ea^ as pushing 
a button. 
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much as 20% of totaJ household expenditures caking place on 
the 1-way just 10 years from now. ]f any operation, whether 
Citicorp or a startup such as Mondex, gained control of a 
new medium for even pan of those exchanges, it would 
have the opportunity 
to charge royalties or 
fees for its use and 
earn interest on the 
E-money sitting in its accounts. Even a tiny charge, when 
applied to milLons of transactions, w'ould be highly lucrative. 

E-cash could also create a competitive free-for-all. Be- 
cause the Internet knows no boundanes, a company offering 
E-money can gam direct access to millions of consumers and 
businesses — no matter what state or country they are in. 
'The retail banking market w-iU collapse and give way to 
global competition," says Eric Hughes, president of Open 
Fmanaal Networks, a Berkeley /Calif ) consulting firm. “TTiose 
(regional) separations don’t work on the Internet.” 
w*«MC CONSUMERS' TRUST. Govemmenif’ and central banks’ 
control of money flows has already been loosened, as shown by 
recent currency and market crises in Me.xico and elsewhere. 
But with the growth of E-cash, money could flow in and out of 
countnes at lightning speed without being traced, weakening 
governments' ability to monitor and tax. “Over the long haul, 
this IS going to lead to the separation of economy and slate.” 
declares Bill A. f rezza, president of Wireless Computii^ Asso- 
ciates and CO- founder of the advocacy group DigitaLibeny. 

The growth of E-money could also be bad news for banks. If 
other companies successfully offer their own brand of digital 
cash, they could bj-pass banks as primary providers of consu- 
mer financial services. The companies, not the banks, might be 
consumers' first contact when they wanted to obtain some 
digital money. "Banking is essential to the modem economy, but 
banks are not. " says J. Richard FYedericks, senior managing di- 
rector at Montgomery Securities. 

Commercial banks are, of course, entrusted with the crea- 
tion of money through the fractional reserve system. They 
lend out more than they have on deposit, and they are the 


only companies authorized to 
do so. If each unit of E-cash 
had to be backed by a corre- 
sponding unit of traditional cur- 
rency, that would mean that 
lending out E-cash wouldn't 
create new money. Bui if non- 
bank money suppliers started 
backing just a fraction of their 
digital cash with traditional 
money — ju« as commercial 
banks today keep on hand only 
a fraction of the deposits on 
their books — nonbanks, which 
are largely unregulated, could 
create money just as commer- 
cial banks do now. 

Bankers must move fast to 
keep up Ronald A. Braco, 
head of electronic banking at 
Chemical Bank, estimates that 
banks have less than five years 
to come up with viable E-mon- 
ey products before other players carve out the biggest chunks 
of the market for themselves. “No question, it’s for real,” says 
Richard M. Rosenberg, chairman and cEO of BankAmerica 
Corp. In a couple of years, “it will take off fairly dramatical- 
ly." The issues now: winning consumers' trust and getting 
them to change their buying habits. 

The first step in that direction could be to get consumers 
used to usii% credit cards for purchases on the Internet Once 
that happens, the thinking goes, they may be willing to start 
using E-cash systems. 

One of the first purveyors of a Net credit-card system is 
First Virtual Holdirigs, run by onetime celebrity manager Lee 
Stein. Stein has launched a relatively simple system using E- 
mail that lets consumers use credit canis on the Internet 
without fear that their account numbers will be misappropri- 


This could 
be bad news 
for banks. 
What if phone 
companies 
offered their 
own brand 
of E-money? 



The New World 
Of E-Cash 


^mV|HH^^nvenient and flexi- 
ble than trai^onal money. U can be 
used by consumers and businesses, and 
for everything from buying wares on the 
Internet to lending a pal flve bucks. 

* Banks that issue E-cash could find 
it much cheaper than handling 
checks and the paper records that ac- 
company traditional money. 

* Consumers doing business on the 
Internet will find some forms of elec- 
tronic money afford much greater pri- 
vacy than usuig ordinary credit ca^. 


• Uncontrolled growth of E<ash sys- 
tems could undermine bank- and gov- 
ernment-controlled money systems, 
pving rise to a confusing and ineffi- 
cient Babel of competing systems. 

• E-cash may be less secure than bank 
mon^ Money stored on a PC could be 
lost forever if the system crashes. 

• E-cash could foster a have and have- 
not society. Itiose with PCs would 
have ready access to the stufl^ while 
those without, many of them low-in- 
come consumers, would noL 

DMl iusica«u 


* Money laundering and tax evasion 
could proliferate in stateless E-money 
systems as criminals use untraceable 
(^rdollars to hide assets ofCshore. 

* Counterfeiters could create their 
own personal mints of E-cash that 
would be indistinguishable from real 
money. 

* If computer hackers or other crimi- 
nals were to break into E-cash sys- 
tems, they could instantaneously filch 
the electronic wealth of thousands or 
even millions of innocent consumers. 
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aied. The card numbers are stored away on a 
protected computer system and never pass over 
the network. Instead, consumers register with 
First Virtual by phone and receive I. D. numbers 
in exchange for their card numbers. When they 
want to buy something electronicahy, they simply 
supply theu- 1. D. number to the merchant. 

First Virtual, which became the first secure 
patTnent system on the Net when it handled its 
first transaction last October, is growing fast. 
Stem won’t disclose actuicy levels, but he says 
volumes are increasing by 165t a week. “If you 
make it simple and safe, people will use it,” he 
says. First Virtual has enliked such merchants as 
Apple Computer. Reuters, and National Fiiblic 
Radio — which sells transcripts of programs. 

Most electronic extensions of the credit-card 
system, though, are built around encryption — 
scrambling card numbers so the.v can pass safely 
on electronic neiworks. For example. CyberCash 
Inc, a Reston rV'a.) startup, is culling its teeth on 
a deal with Wells Fargo & Co. for encrypted 
credit-card transactions over the Internet. 

Visa and MasterCard, not surprisingly, are 
also working to make credit cards usable on the 
1-way. Visa is, among other things, developing 
with Microsoft a system using encryption technol- 
ogy that they hope will become an industry mod- 
el. "We want to be sure that the industry as a 
whole has certain standards.” says Carl F. Pasca- 
rella, president and CEO of Visa LSa. Meanwhile, 
MasterCard has teamed with Netscape Inc., a 
maker of security and browsing software for the 
[ncemet. to pursue a similar goal 
OMUTSHMI EXKRMKNT. Credit -card -based sys- 
tems have the advantage of seeming familiar 
to consumers But the card systems don't do 
every^hing cash can: They’re not anonymous, 
they do not work person-to-person, and they 
have credit limiL- They’re also not suited for the 
grassroots economy the Internet makes pos- 
sible. where any outfit or individual can sell its 
warts, whether a newsletter or a stock tip. 

That's where E-cash comes in. But E-cash 


CREDIT CARDS IN CYBERSPACE 

‘if you make it simple. , .people will use it 



needs to be just as secure as credit cards for — 1. E t S 1 
people to use it. David Chaum, CEO of pioneer 
DigiCash in .Amsterdam, has done the most to solve this 
problem. He has devised a clever system that uses so-called I 
public-key ciw-ptography that, like encryption, makes it pos- j 
sible to send sensitive information over the Net. But Chaum’s ; 
big breakthrough was ‘'blinding'' technology, which lets the is- ' 
suing bank cenifv an eiectromc note without tracing whom it j 
was issued to. The result: Your E-cash, unlike an encrypted 
credit -card transaction, is as anonymous as paper cash. 

Chaum has yet to announce firm deals with compames to 
issue his E-monev. But in a pilot, some 5,000 consumeis are 
part of a DigiCash marketplace, using the equivalent of SI 
million in E-money to do business with 50 companies, from 
Encyclopaedia Bntannica Inc. to Ricky’s Junk Shop. Chaum's 
technology is also at the heart of CaTE, a European Commis- 
sion-sponsored project to develop an electronic wallet for 
par -European use. 

c.AFE's setup IS similar to Jones’s Mondex system. “Imagine j 
it’s the same as physical money, and you won’t be far off," says ■ 
Jones. Mondex money will be created initially by .N'atWest ; 
and a partner. Midland Bank plc. which will then “sell'' it to ] 
customers. The E- money is loaded onto credit -card-size "smart'' , 
cards wnih embedded microchips. The cards can be used in j 
point-of-sale terminals or fit into electronic wallets that can ' 


k I .\ CF!0 Kn st Virruiil Holdings 

transmit money to merchants or — ^jusi ^ with traditional cash 
but not with credit cards — to other consumers Mondex money 
IS still in pilot fotm. but the company has signed up 40.U0O con- 
sumers and over 1.000 retailers in the Wiltshire town of Swin- 
don to test Mondex money beginning in July. 

CyberCash. too, is experimenting with E-cash in addition to 
its ciedii-card- based system. In the E-cash system, consumers 
will set up E -money accounts at their banks. Then, using pro- 
pneiarx- software provided free of charge by CybeKTash, 
they can go about their business on the Net. At the end of 
the day, CyberCash will clear all the E-money transactions 
and conven E-cash balances back to dollars. 

-No matter who develops the best E-cash, consumers and 
businesses alike stand to reap sizable benefits. No longer will 
consumers ha\ e to wait for change or scurry to automated tell- 
er machines for cash — out of sight, they hope, of the nearest 
mugger. E-cash will let businesses carry out transactions 
around the world without transfenrmg bank funds — and they ^ 
will be better able to reach a large population of technological- i 
ly savvy-, often affluent consumers. 

Moreover, because E- money is basically software, it can 
pixigrammed to do things that papei- money could never do. 
crosoft's Myhrvold explains that electronu money could 
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earmarked for spedaJ purposes, with conditions on where it can 
be spent. For example, a business could have an electronic ver- 
sion of petty cash to be used for supplies at an Office Depot — 
but not a beer at the local tavern. Or parents could wire to a 


college student E-mon- 
ey that is designated 
for rent or books. 
"There will be new 


forms of smart money and payment systems that can only be 
done online,” says Myhrvold. 

Along with the opportuTubes. though, comes huge uncertain- 
tj-. Exisui^ monetary regulauons don’t cover all of the poten- 
tial uses of E-cash. Nathaniel S. Borenstein, a computer scien- 
tist and co-founder of First Virtual, says: “One of the hardest 
questions merchants ask us is, 'When do we owe taxes'*’ " 
TTiat’s not a trivial question" With E-money, the merchant 
could be in Guam and the buyer m Canada, while First Vtr- 
lual’s computers are located m Ohio. So whose sales tax do you 
pay? Borenstein 's advice to merchants: “I tell them to consult 
a lawyer.” 

'There’s also a major potential for crime (page 78). E-money 
can be easily sent in and out of a country undetected, facilitat- 
ing money laundenng on a grand scale. Tkx evasion could be- 
come a matter of pushing a button. And without foolproof 
cryptography, counterfeiters could replicate the series of digits 
that constitutes E-money. Governments u’ould be hard pressed 
to monitor or control stateless E-money. “Digital cash is a 
threat to every government on the planet that wants to man- 
age its currencv"." savs David E. Saicton, executive vice-presi- 
dent of Netl, a startup that has developed a secure way to 
send electronic checks across the Internet. 


BATTU OF TIC LOGOS. Even law-abiding citizens and compa- 
nies using E -money could be victims of sophisticated hacker 
attacks Says Colin Crook, senior technology officer for Citi- 
corp: "We have to assume electronic money will be the sub- 
ject of sustained attack from ail kinds of people.” 

Another open question — and a large one — is the role of 
banks in the new electronic world. “E-cash will be offered by 
both banks and nonbanks, " says Chaum. Sure enough, DigiCash 
or CyberCash could join forces with ATtT or Microsoft just as 
easily a.- with Citibank Having one of those companies dispens- 
ing E-cash directly to consumers could do senous damage to 
banks' main link with their customers. 


Even if banks are involved, they could find other players 
taking center stage. Early entrants to the E-money business 
c-ould set the operating standards for digital cash And the non- 



THE FLEXIBILITY OF CASH 

“Imagine it’s the same as physical 
money, and you won’t be far off” 


— Tl.MOTHV JOSES CEO. Mondex 

banks could even devise systems that would make their logos 
the first thing people see. William M. Randle, senior vice- 
president at Huntington Bancshares. warns that banks could 
become “buttons on a network operated by other entities.” 
Improbable” Not really. Take a look at credit-card process- 



ing. Twenty years ago, 
banks owned the card- 
iransaction-processing busi- 
ness. Now. close to 80% of 
card transactions are pro- 
cessed by nonbanks such 
as First Data Resources 
Inc., says kpmc’s Crone. 

A similar erosion has 
occurred in wholesale 
banking, where banks 
have ceded to such outfits 
as General Electric Infor- 
mation Services and Elec- 
tronic Data Systems Corp. 
nearly the entire market 
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Edward E. Furash, aJ chough the situation is improving, few- 
er than 100 banks offer full-sen-ice electronic data inter* 
change, as the data pan of payments transmission is known. 
“We should do more of that,” says Richard Matteis. head of 
Chemical Banking 
Corp,'s Geosen’e unit. 

Banks have one key 
advantage: a near lock 
on consumers’ trust when it comes to depositing money. For 
that reason, many bankers tend to dismiss the threat implic- 
it in E-money. "The reason fiiiancia] institutions are going to 
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win in the long run is trust,” says Kawika Daguio, the Amer- 
ican Bankers Assn.’s federal represenutive on operations 
and banking. Indeed, many E-cash makers are choosing to 
partner with banks because of that consumer trust. ‘We've 
positioned ourselves to work with the banking industry and 
make sure that if there are heroes in this, it is the banks,” 
says William N. Melton. CEO of CyberCash. 

But Microsoft’s bid for Intuit last fall gave bankers a 
collective scare. And even though the deal did not work out, 
banks worry that Microsoft could hook its 70 million Win- 
dows customers into the electronic-commerce networks that 


CALL IT E-MONEY MANAGEMENT 



A QUICKENING PACE 

“Complexity has gotten beyond the level that 
people can deal with” 


— SCOTT COOK, Chairman Intuit Inc. 


I t’s a Saturday morning sometime in 
the not-too-distant future, and you 
sit down at your PC to do a littJe 
end -of- the- month planning. First, you 
call up the balances from your various 
accounts — credit-card, checking, sav- 
ings, and E-cash — and break down 
your spending by category. Oops, bet- 
ter cut down on those pricey dinners. 

Your investments are ofifeetting 
some of those expensive habits — at 
least you hope so. Finding out is as 
easy as a few cbcks of a mouse but- 
ton, as you call up your investment 
portfolio. Hmmm, it may be time to 
get into a more aggressive mutual 
^nd. So you quickly dispatch a soft- 
ware "agent" to rustle up profiles for 
the top-performmg funds. By filling 
out an online form, you transfer 
some of your holdings into a hot 
overseas fund. 

Just as technology is revolutioniz- 
ing money, it is also set to transform 
the way we manage our money. 
“Complexity has gotten beyond the 
level that people can deal with,” says 
Scott D. Cook, the founder and chair- 
man of Innui Inc. With programs like 
Quicken, Intiut’s best-selling personal* 
finance software. Cook aims to make 
that complexity easier to deal with, 
-AUTOMATIC ACEKTS.' Indeed, to- 
day’s programs for personal-finance 
management and home banking are 
giving consumers unprecedented con- 
trol over their financial life. But this 
is just the beginning. Gradually, pro- 
grams are linking users to banks, 
electronic bill-paying services, and a 
broad array of vendors of finandaJ 
advice that is scarting to be offered 
online. Colin Crook, head of technolo- 
gy at Citibank, says software pro- 
grams will be constantly at work for 
you, for instance, usmg information 
gleaned on the Net to optimize your 
portfolio. “You’re going to hand off 
your personal affair s in cyberspace 
to automatic agents who represent 
you," says Crook. 


The competition to supply these 
services wifi be heated. Microsoft 
Corp.’s Bill Gates saw the potential — 
one reason why he was willing to 
shell out S2 billion for Intuit. With 
that deal blocked by the Justice 
Dept., Microsoft is throwing its con- 
siderable resources behmd Microsoft 
Money, a home-grown personal-fi- 
nance package already offered by 
Chase Manhattan and others. From 
Money, Microsoft expects to link 
customers to a variety of online fi- 
nancial services, including electronic 
bill-paying. Bank of America and Na- 
tionsBank recently paid $35 million 
for Meca Software, which makes 
Managing Your Money. And Intuit, 
for its pan, has just released new 
programs for selecting mutual funds 


and planning for retirement and chil- 
dren’s college education. 

Expect banks to jump into the 
fray. They are sitting on a gold mine 
of valuable data: their customers’ 
payment information. The statements 
they send out, though, typically offer 
little value, and consumers’ cr^t- 
card, checking and savings, and in- 
vestment accounts are handled sep- 
arately. “There is an opportunity to 
consolidate that,” says Richard K. 
Crone, a banking consultant at kpho 
Peat Marwick. 

With so much available to help you 
manage your financial afbirs, some- 
day you may be able to bag those 
Satunlay mornings at the computer 
and instead just take a long weekend. 

By Amy Cortese in New York 
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it is developing — with or without banks’ help. If Microsoft 
becomes a utility, “it will take a lot of business from the 
banks,” says Montgomery’s Fredericks. 

Now several of the 
biggest banks are 
pushing hard to devel- 
op E-money. Citi- 
bank’s Electronic Monetary System is one of the most ad- 
vanced bank offerings, although officials there stress that it 
is still in development. It would allow retail and business cus- 
tomers of Citi — or any other bank that paid to use Citi’s sys- 
tem — to convert mon- 
ey in their accounts to 
electronic cash. Citi 
customers would also 
have access to a credit 
line they could draw 
down in E-money, just 
as they would use a 
credit card. Banks 
“should be experiment- 
ing,” says Sholom Ro- 
sen, vice-president for 
electronic commerce at 
Citi. “That’s what 
we’re doing." 

Beside NatWest and 
Midland, Bankers TVust 
Co. has a group dedi- 
cated to electronic com- 
merce. And even some 
regional banks see op- 
portunities. There is 
Wells Fargo's work 
with CyberCash. First 
Union Corp.. based in 
Charlotte, N.C., has 
created an electronic 
mall for Internet trans- 
actions. Even Cardinal 
Bankshares Inc., a $607 
million Lexington (Ky.) 
bank, on May 24 
formed a new subsidi- 
ary, Security First Net- 
work Bank, which aims 
to grow into a full-ser- 
vice interacuve bank on 
the Internet. “We’l] be 
a one-branch bank in 
Kentucky w^th poten- 
tial customers all over 
the U.S.," says CEO 
James S. Mahan III. 

While It’s not clear 
who the players will 
be 10 or even 5 years 
from now, it is inevita- 
ble that much E-money will onginate outside the purview of 
central banks such as the Federal Reserve or the Bank of 
England, which are largely responsible for traditional mone- 
tary regulation. And that has major policy implications. 

Tb begin with, consumers using the stuff could be extreme- 
ly vulnerable. When consumers lose their ca-edil cards, they 
are only liable for the first $50 of charges on the card. But for 
now at least, if a consumer misplaced, say, a Mondex card, it 
S would be like losing cash. Similariy, if your digital coins are 
i stored on the hard drive of your pc, a system crash could wipe 
V. out your electronic savings. 



HIP TO HACKERS' HEISTS 

“ We have to assume electronic money will 
be the subject of sustained attack ” 

— COLIN CROOK, technology chief Citicorp 


Electronic money also creates vast opportunities for tax 
evasion, money laundering, and other financial crime. "There is 
an imaginable potential for a serious challenge to the whole po- 
litical and sodai order," says First Virtual's Burenstein. “I am 
not all that sanguine that the government has the control 
they think they do.’’ For pet^e tryii^ to avoid paying taxes to 
a national government, the lure of a stateless currency would 
be powerful indeed. Already, “virtual currencies’’ servii^ elec- 
tronic communities of people are springing up on the Internet. 

Then there’s the issue of the volatility of money. The effects 
of lugh-speed electronic trading have been painfully apparent in 
market crises over the 
past several years. 
Market swings could 
be magnified if con- 
sumers and businesses 
could send their money 
around the globe with 
the touch of a button 
on a PC. 

The monitoring of 
national money sup- 
plies will also change. 
While some regulators 
dismiss the issue, ar- 
guing that E-money 
will inevitably convert 
back to traditional 
money and get count- 
ed, other experts dis- 
agree. Martin Mayer, 
a guest scholar at the 
Brookings Institution, 
says that he expects 
the Fed to lose con- 
trol of a significant 
portion of the money 
supply. 

One of the most 
pitched debates is 
likely to be over pri- 
vacy. As a society, we 
have relied on a sys- 
tem that allows us to 
keep some transac- 
tions private by using 
cash, while others, 
such as big-ticket pur- 
chases, are entrusted 
to a credit-card com- 
pany or a bank. Com- 
peting forms of E-cash 
offer wildly diffenng 
degrees of privacy: 
DigiCash's E-money 
offers virtually com- 
plete anonymity, while 
every dollar you 
spend using the credit -card -based systems would leave a 
trail. The problem will be balancing individuals’ rights to pri- 
vacy wnth government's need to monitor money flow and 
trace criminaJ activity. 

BfSAKMC MTO THE E-4NMT. More dire is the possibility of ma- 
jor break-ins to E-money systems — the electronic equivalent of 
penetrating the U. S. Mint. If someone were to crack the so- 
phisticated code of, say, the DigiCash system, he could start 
minting unlimited amounts of his own EhgiCash money. 

That’s why it is all the more alarming that some regula- 
tors and even some central bankers still seem unconcerned 
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with the advent of E-cash. After a breakfast speech to 
several hundred business leaders in San Francisco last 
March, Fed Vice-Chairman Alan Blinder was asked wheth- 
er the Fed is studying the regulatory issues surrounding 
digital cash. His an- 
swer “Digital what?" 


Then, after pausing a 
moment, he added 
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“It's literally at the thinking stage." 

Slowly, though, some regulators are beginning to eicplore the 
concept of E-money so they can set poiides. The Federal Re- 


serve’s payment-systems committee is meeting with Chaam of 
DigiCash and other E-money pioneers. State tax collectors are 
looking at the issue of taxir^ electronic commerce. The Finan- 
cial Crimes Enforcement Network is also weighing in. Even 
the White House technology oCfice is taking a big interest. 

It’s not a moment too soon. “There’s no going back," says 
DigitaLi belly’s Frezza. “The genie’s out of the bottle. The 
Internet doesn't have an off switch." And no amount of wish- 
ing by regulators will change that 

By Kelley Holland and Amy Cortese in York, unth 
bureau reports 


PATROLLING THE BLACK HOLES OF CYBERSPACE 


A t first glance, the offer sounded 
legitimate. First Bank of the 
Internet began advertising to 
Net browsers in March, offering a 
new way to pay for goods over the 
Net. By sending First Bank a check 
for at least $20, cybershoppers would 
get a Visa automated teller machine 


banks and regulators warning them 
about FBoi. First Bank CEO Vinn K. 
Beigh, a 34 -year-old computer tech- 
nician in Des Plaines, 111., says he 
will soon pull his Net listing. But he 
is still looking for a way to cash in 
on the wave of electronic commerce, 
“There is quite an interest in 



TANGLES FOR THE TAX MAN 

“If you go to a cashless society, it makes it very 
difficult tracking . . . reportable income” 

— JOHN GIBBONS. President Clinton’s lop lechnol(>g>' adviser 


card “loaded" with their money — less 
a hefty 5% commission — which they 
could then use to obtain cash or pay 
for their cyberwares. 

First Bank got numerous inquir- 
ies — but it also drew some unwanted 
scrutiny. State banking regulators 
w'amed that it couldn't call itself a 
bank. The Office of the Comptroller 
of the Currency sent an advisory to 


buying on the Internet,'’ he insists. 

He’s got that nght. First Bank 
isn’t the only upstart trying to cash 
in on the demand. Consider World 
Trade Clearinghouse Ltd., which of- 
fers a gold-backed cybercurrency 
with cashlike anonymity that offers 
“protection from bureaucratic snoops, 
nasty ex-spouses, and lawsuit- hungry 
lawyers.” And officially opening this 


month is the Internet Online Off- 
shore Casino, run out of the 'lUrks 
and Caicos Islands, which says it will 
accept all manner of E-money and 
pay customers 10% annual interest 
on the balances they leave in an off- 
shore bank the company recently 
bought. 

'ITiese enterprises may never 
draw in a meaningful number of cus- 
tomers. And many raise red flags to 
regulators. But the government is 
also a long way fixim getting a good 
Ax on the activities of the much 
larger number of ostensibly legiti- 
mate E-money players. 

MONEY LAUMWms. The regulatory 
gaps are sizable. For example. Stan- 
ley E. Morris, director of the lyeas- 
uiy Dept-’s Financial Crimes En- 
forcement Network (FincEN), points 
out that there are no laws that limit 
the balance of electronic currency 
that can be loaded onto an E-cash 
card. That could create a major op- 
portunity for money launderers. And 
no one has determined how to define 
whose tax Laws apply to Cracsactioas 
in cyberspace (page 8). Says John H. 
Gibbons, assistant to the President 
for science and technology; “If you 
go to a cashless society, it makes it 
very difficult tracking cash income 
or reportable income. 

Right now, regulators are simply 
trying to understand the new tech- 
nology and how the market is evolv- 
ing. Last April, the Federal TVade 
Commission held a conference to ex- 
amine the impact of electronic com- 
merce on consumer protection. Fin- 
es n' is organizing a coUoquium on 
electronic currency to be held later 
this fall. “We are nowhere near the 
issue of regulating it," warns Fin- 
CEN’s Morris. “We’re one step back." 
Given the speed with which the mar- 
ket is advancing, regulators don't 
have much time to close that gap. 

By Amy Barrett in Vfa^ingUm. 



640 


Chairman Archer. Thank you, Dr. Rahn. 

Hon. Craig Roberts, you may proceed. 

STATEMENT OF HON. PAUL CRAIG ROBERTS, INSTITUTE FOR 

POLITICAL ECONOMY AND FORMER ASSISTANT SECRETARY 

OF THE TREASURY FOR ECONOMIC POLICY 

Mr. Roberts. Thank you, Mr, Chairman. I would like to con- 
CTatulate you on holding these hearings. It is leadership that the 
American people have not seen in their lifetime. 

The income tax must be abolished for two reasons. The first rea- 
son is that Americans will not again be a free people until they are 
shorn of the requirement to report their income and wealth to the 
IRS. The second reason is that the disincentives associated with in- 
come taxation make it the most costly method of raising revenues. 
Faced as we are with a new phenomenon, the rise of global capital- 
ism, the United States will not be able to afford for much longer 
a tax system that reduces the rates of investment and productivity 
and makes the United States a relatively unattractive place to in- 
vest financial, physical and human capital. In the 21st century, we 
will not be protected against the folly of our own policies by the 
prevalence of socialism everywhere else on the planet. 

To those bom under the income tax, it might seem as American 
as apple pie. However, for most of our history, the United States 
had no income tax. One hundred years ago last April 8, the Su- 
preme Court struck down the income tax as an unconstitutional 
measure. Justice Steven J. Field, a Democrat, went further. He 
condemned it as class legislation. He compared it to a 1691 English 
statute that taxed Protestants, Catholics and Jews at different 
rates. It required a constitutional amendment, the 16th, to estab- 
lish the income tax in 1913, which is a relatively recent time for 
a country whose origin was 1776. 

The 16th amendment passed as a political act directed at the 
Northeast. In other areas of the country, incomes were not large 
enough to produce any liability under the tax. In 1910, for example, 
William Shelton of Georgia wrote that southerners favored ratifica- 
tion of the amendment “because none of us here have $4,000 in- 
comes.” 

The income tax is not as American as apple pie. It is a discrimi- 
natory tax. It discriminates against success, it discriminates 
against savings and investment and subsidizes consumption, it dis- 
criminates against work and subsidizes pleasure. There is nothing 
good that can be said about the leisure tax. 

Socialist-minded folk used to say that the income tax was fair be- 
cause it was a rich man’s tax, but the income tax ceased to be a 
rich man’s tax more than half a century ago. It is a mass tax. Some 
people still say the income tax is fair because it redistributes in- 
come. However, today income is redistributed through the expendi- 
ture, not the revenue side of the budget. 

The method by which revenues are raised is independent of the 
question of redistribution. Sales tax revenues can be redistributed 
just as easily as any other kind. Not even regressive forms of tax- 
ation prevent redistribution of income to the poor. 

For example, revenues from a tax that fell disproportionately on 
the poor could be used to provide food stamps, housing subsidies 
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and Medicaid only to the poor. Everyone would pay some tax, but 
only the poor would get the benefits of the expenditures. So even 
if income redistribution were a moral imperative, it does not re- 
quire income taxation to achieve it. 

Many of the income tax's unique disadvantages can be addressed 
by eliminating progressivity, lowering the rate and exempting sav- 
ing from the tax base. A low rate flat tax that exempted from tax- 
ation all income that is saved would be a vast improvement over 
the current tax system. However, people would still have to report 
their income to the IRS, and this Committee should not underesti- 
mate the value to people of freedom from the requirement that 
they report their income to the IRS. I, for one, would be willing to 
pay a higher sales tax rate in order to ransom my freedom from 
the IRS. And I wouldn’t be surprised if many people felt the same 
way. 

How much time do I have, Mr, Chairman? 

Chairman Archer. You technically have 1 minute, but we are 
not going to limit you rigidly to that. 

Mr. Roberts. I am not going to go through the questions of the 
collection problems of the retail sales tax versus a VAT. If we adopt 
a value-added tax that calculates the tax liability by the credit or 
the invoice method that is used by the member countries of the 
EEC, then it would be a self-policing tax because businesses are re- 
funded VAT paid on the inputs, and buyers and sellers would have 
no common interest to collude in falsifying invoices. This credit 
method would also make the border tax adjustment or the export 
rebate easy to calculate, as each firm would have a record of VAT 
paid on its purchases. 

The great disadvantage of VAT is that unless the net of tax sales 
price is listed, VAT is an invisible tax, and therefore it is easy to 
raise it to excessive rates to support pork barrel spending. In con- 
trast, an excessive sales tax rate would encourage massive evasion 
and be self-defeating. It is very difficult to evade a VAT calculated 
on the credit method. 

Perhaps a solution would be to repeal the 16th amendment and 
substitute in its place a constitutional amendment that limits VAT 
to, for example, 10 percent. Simply limit VAT constitutionally to a 
fixed rate and then conduct the government with whatever reve- 
nues the economy brings in. This would guard against the gradual 
escalation over time of what could be a hidden tax. 

In your deliberations, please keep in mind that the 20th century 
is not the norm but a departure from the ideal sought by the vast 
struggles in the 17th and 18th centuries to curtail rapacious gov- 
ernment and make it accountable to the people. In the 19th cen- 
tury, we gathered fruit from these achievements, but the 20th cen- 
tury brought a return to big government with all-inclusive claims 
akin to the divine right of kings. Fascist, Nazi, Communist, Social- 
ist and welfare states are the 20th century’s contribution to 
misgovernment and human misery. 

In the United States, Franklin D. Roosevelt finished off federal- 
ism with his New Deal, supposedly to save us from the failures of 
capitalism. All this proved to be a fraud, a turning away from mo- 
dernity to a reactionary past. 
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Everywhere big government has failed. There is no longer any 
doubt of it. If we are to be an economically successful country in 
the 21st century, we need a tax system that does not discourage 
saving, deprive families of businesses that they create, disadvan- 
tage exports and impose large compliance costs. So in place of the 
existing taxes on income and wealth, a retail sales tax or a con- 
stitutionally limited VAT would be a great improvement. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Testimony of Paul Craig Roberts 
before the 

Committee on Ways and Means 
U. S. House of Representatives 
June 8, 1995 


Mr. Chairman, members of the Ways and Means Committee, I 
congratulate you for holding these hearings. It is leadership that 
the American people have not seen in their lifetime. 

The income tax must be abolished for two reasons: The first 
reason is that Americans will not again be a free people until they 
are shorn of the requirement to report their income and wealth to 
the IRS. The second reason is that the disincentives associated 
with income taxation make it the most costly method of raising 
revenues. Faced as we are with a new phenomenon, the rise of 
global capitalism, we won't be able to afford for much longer a tax 
system that reduces the rates of investment and productivity 
growth and makes the U.S. a relatively unattractive place to invest 
financial, physical, and human capital. In the 21st century, we 
will not be protected against the folly of our own policies by the 
prevalence of socialism everywhere else. 

It is fitting that this reassessment is coming from the House. 
The House of Representatives was conceived by our Founding Fathers 
as the body of government closest to the people. They endowed the 
House with the initiative power of government. The function of the 
House as the expression of popular will was destroyed by the income 
tax. The money from the income tax turned representative 
government into a vote-buying operation that obliterated the 
integrity of Congress. The House must now reclaim the government 
for the people. 

It will not be easy to do. The status quo takes advantage of 
reasonable people and uses compromise to stifle change. However, 
change is coming, because it has already been initiated elsewhere- - 
in Latin America, Europe and the far East. Even in what used to be 
called communist China, stock markets have displaced the Communist 
Party as the arbiter of investment. In Europe privatizations are 
creating competitive firms and industries in the place of 
nationalized sloth. Even the British Labour Party has officially 
abandoned its 77-year-old commitment to nationalized industry. We 
can adapt to these world-wide changes by again becoming capitalist 
ourselves, or we can attempt to hide behind protectionism and sink. 

To those of us born under the income tax, it might seem as 
American as apple pie. However, for most of its history the U.S. 
had no income tax. One hundred years ago last April 8, the Supreme 
Court struck down the income tax as an unconstitutional measure. 
Justice Stephen J. Field, a Democrat, went further and condemned it 
as class legislation. He compared it to a 1691 English statute 
that taxed Protestants, Catholics, and Jews at different rates. It 
required a Constitutional Amendment, the 16th, to establish the 
income tax in 1913, a relatively recent time for a country whose 
origin was 1776 . 

The amendm^ nt passed as a political act directed at the 
Northeast . In other areas of the country incomes were not large 
enough to produce any liability under the tax. In 1910 William 
Shelton of Georgia wrote that Southerners favored ratification, 
"because none of us here have f our-thousand dollar incomes." 

This view proved to be short-sighted. The income tax ceased 
to be a rich man's tax and became a mass tax. Once this happened, 
economists found it easier to acknowledge its defects, and 
politicians could garner middle class votes by cutting tax rates. 
The two most popular presidents in the postwar era, John F. Kennedy 
and Ronald Reagan, are associated with income tax rate reduction. 
However, reductions in tax rates have not altered the share of 
income that Americans have to turn over to the IRS. The 
unrelenting burden of the tax, together with widespread public 
disillusionment with the waste and ineffectiveness of government 
programs and increased recognition of the income tax's harmful 
economic effects, have stripped the income tax of its hegemony over 
public policy thinking. 

The income tax is not as American as apple pie . It was a 
crude act of class and regional warfare and was explicitly 
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recognized as such. Its terrible costs were not easily seen. Other 
countries lacked sensible economic policies, and there was no 
standard for comparison. 

The income tax is a discriminatory tax. It discriminates 
against success and subsidizes failure. It discriminates against 
saving and investment and subsidizes consumption. It discriminates 
against work and subsidizes leisure. There is nothing good that 
can be said about an income tax. 

Socialist -minded folks used to say that the income tax was 
fair because it was rich man's tax, but the income tax ceased to be 
a rich man's tax more than half a century ago. Some people still 
say that the income tax is fair because it redistributes income. 
However, today, income is redistributed through the expenditure, 
not the revenue, side of the budget. The method by which revenues 
are raised is independent of the question of redistribution. Sales 
tax revenues can be redistributed just as easily as any other kind. 
Not even regressive forms of taxation prevent redistribution of 
income to the poor. Revenues from a tax that fell 
disproportionately on the poor could be used to provide food 
stamps, housing subsidies, and medicaid only to the poor. Everyone 
would pay some tax, but only the poor would get the benefits of the 
expenditures. Even if income redistribution were a moral 
imperative, it does not require income taxation to achieve it. 

Many of the income tax's unique disadvantages can be addressed 
by eliminating progressivity , lowering the rate, and exempting 
saving from the tax base. A low rate flat tax that exempted from 
taxation all income that is saved would be a vast improvement over 
the current tax system. 

However, people would still have to report their incomes to 
the IRS. This committee should not underestimate the value to 
people of freedom from the requirement that they report their 
incomes to the IRS. I, for one, would be willing to pay a higher 
sales tax rate in order to ransom my freedom from the IRS, and I 
would not be surprised if most others felt the same way. 

The virtues of a consumption tax over an income tax are now 
widely understood. I doubt if there is a single respected 
economist any place on earth who would deny them. However, the 
greatest advantage of a sales tax is not that it is a consumption 
tax, but that it gets the IRS out of the lives of most people. 

As long as the government collects revenues from any source, 
there will be an IRS. Under a sales tax, the extent of the IRS's 
involvement in private life would depend on the sales tax base, and 
this would depend on the rapaciousness of the government. If 
services are subjected to the sales tax, then professionals who 
sell services would have to serve as sales tax collection agents 
for the government. Evasion is possible, and the higher the sales 
tax rate, the greater evasion would be. 

It is sometimes suggested that states could serve as the 
collection mechanism for a federal sales tax. However, five states 
do not have a sales tax, and there is variability among the states 
as to the tax base. It is likely that the IRS would confront more 
collection problems from a federal sales tax than it does from the 
current system of income tax reporting. However, convenience for 
the IRS should never be the standard by which we design our tax 
system. Indeed, the convenience for the tax authority is the last 
consideration that representatives of a sovereign people should 
address. If we are to remain a free people, it is the IRS, not the 
taxpayer, who must awake each morning wondering if it is going to 
be drawn and quartered. 

The collection and evasion problems of a sales tax and the 
problem of cascading or taxing items in the chain of production 
more than once- -minimal in the case of a retail sales tax- -can be 
avoided by moving to a value added tax (VAT) . A value added tax 
that calculates tax liability by the credit or invoice method used 
by member countries in the European Economic Community is self- 
policing, because businesses are refunded VAT paid on their inputs 
and buyers and sellers have no common interest to collude in 
falsifying invoices. The credit method also makes the border tax 
adjustment or export rebate easy to calculate as each firm would 
have a record of VAT paid on its purchases.' The subtraction method 
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used in the Nunn-Domenici tax bill is simpler for companies but not 
self -policing, and calculating the VAT rebate on exports would be 
complex . 

However, VAT can have one great disadvantage: If the net-of- 
tax sales price is not listed, VAT is an invisible tax; therefore, 
it is easy to raise it to excessive rates to support pork-barrel 
spending. In contrast, excessive sales tax rates would encourage 
massive evasion and be self-defeating. 

Perhaps a solution would be to repeal the 16th Amendment and 
pass a Constitutional amendment that limits VAT to, for example, a 
10 percent rate and then conduct the government with the revenues 
that the economy brings. 

In your deliberations, keep in mind that the 20th century is 
not the norm, but a departure from the ideal sought by the vast 
struggles in the 17th and 18th centuries to curtail rapacious 
government and make it accountable to the people. In the 19th 
century we gathered fruit from these achievements. But the 20th 
century brought a return to big government with all-inclusive 
claims akin to the divine right of kings. Fascist, nazi, 
communist, socialist and welfare states are the 20th century's 
contribution to misgovernment and human misery. In the U. S. 
Franklin D. Roosevelt finished off federalism with his New Deal, 
supposedly to save us from the failures of capitalism. All of this 
has proved to be a fraud, a turning away from modernity to a 
reactionary past. Everywhere big government has failed. There is 
no longer any question of it. 

If the United States is to be economically successful in the 
21st century, the country needs a tax system that does not 
discourage saving, deprive families of businesses that they create, 
disadvantage our exports, and impose large compliance costs. In 
place of the existing taxes on income and wealth, a retail sales 
tax or a constitutionally limited VAT would be a great improvement. 

A retail sales tax or a VAT would be easier to comply with 
than our complex income tax system that forces taxpayers to hire 
experts to compute their tax liabilities. A retail sales tax or a 
VAT would end the tax bias against saving and, thereby, encourage 
more investment and a higher saving rate. A tax that can be 
legally rebated on exports under GATT would improve the 
international competitiveness of U.S. labor and goods. A retail 
sales tax or a VAT would also pick up revenues from the cash 
economy, for example, illegal drug profits that are spent on 
consumption items, but not reported as income. When the further 
advantages of more freedom and less government intrusiveness are 
added, the case for a retail sales tax or a VAT is overwhelming. 
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Chairman Archer. Thank you. 

Mr. Hayes, you may proceed. 

STATEMENT OF STEVEN L. HAYES, PRESmENT, CITIZENS FOR 
AN ALTERNATIVE TAX SYSTEM, LOS ANGELES, CALIF. 

Mr. Hayes. Thank you, Mr. Chairman. 

I would like to start off and tell you that I really believe the 
country owes you a great debt of gratitude for bringing this issue 
to the fore. I want to thank you personally and on beh^f of the or- 
ganization I represent, Citizens for an Alternative Tax System, We 
are truly a grassroots organization. None of us are paid; we are all 
volunteers, devoting our time because we believe very firmly that 
this country needs the elimination of the income tax, the elimi- 
nation of the IRS, and its replacement with a retail sales tax as 
a way of gathering revenue for the government. 

I have worked as an attorney for a number of years, and I have 
spent time dealing with the Tax Code. I became so disgusted with 
the Tax Code that in 1986 I decided I wasn’t going to do it any- 
more, and I started looking at alternatives. 

What I think is important, having dealt with the system, is that 
we look at an alternative that does a number of things. We look 
at an alternative that is simple. We look at an alternative that is 
fair, because the devotion of the people to any law is what makes 
it enforceable; if it is not perceived to be fair it will not be enforce- 
able. We must look for something that really helps savings and 
helps work, instead of penalizing savings and work. And we look 
at something that, perhaps most importantly, gets the IRS out of 
our lives, that totally, as the Chairman says, tears the income tax 
up by its roots and throws it away. Because, Members of the Com- 
mittee, I believe that no matter what is said about a flat income 
tax, one of the problems, perhaps the greatest problem, is that it 
keeps the IRS mechanisms in place and it keeps the ability for you 
gentlemen, for other Members of Congress, to be replaced at some 
point, and then it would be very simple to reinstitute the dreaded 
system that we have. We need to get rid of the income tax and we 
need to get rid of the IRS. 

Now, all of the tax proposals are calling themselves consumption 
taxes. They are all saying, obviously we need to be a consumption 
tax. A consumption tax which like the Nunn-Domenici program, re- 
quires all of us to fill out essentially the same 1040 that we do now 
and requires 120 million tax returns to be filed this year isn’t real- 
ly much of an improvement. 

The flat income tax, as proposed by Congressman Armey, re- 
quires us to fill out a tax return every month. If you do the math 
on that, that is over 1.5 billion tax returns per year that have to 
be filled out. All of those require, in order to be enforced and col- 
lected, the retention of the IRS and the retention of the mecha- 
nisms which they use to collect the income tax, the mechanisms 
which you hear complaints about on a daily basis. Under the IRS 
rules, the only way you can collect an income tax in this countiy, 
is you have to be guilty until you are proven innocent by yourself. 
That is just not right in a free society. 

We have heard some talk about the underground economy and 
how we are going to get at the underground economy. The Chair- 
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man has stated that we have to get at the underCTound economy 
because the conservative estimate by the IRS is that $120 billion 
of income taxes are being evaded each year. I have worked in the 
tax area and I suspect that the real estimate of cost of the under- 
ground economy is probably closer to $200 billion a year, and any 
tax system we have needs to address the underground economy. 

The national retail sales tax, I believe, does the best job because 
it taxes what a person buys. A Quick example: In California, 90 
percent of the revenues raised by tne sales tax, 90 percent, are paid 
by 8 percent of the merchants. So you are talking about most of 
the revenues coming from merchants where they don’t have much 
of an evasion problem. We are going to get at the underground 
economy. 

I do a lot of radio shows. I talk to a lot of Americans who call 
up and who say, How are you going to get rid of the income tax? 

One of them called me and said, You know, Congress has put us 
in slavery. I said. What are you talking about? He said, We have 
to fill out an income tax return. I said, Well, how is that slavery? 
He said. Slavery as far as I am concerned is being compelled to do 
something you don’t want to do for which you are not compensated 
and for wnich you are punished severely if you do it wrong. 

Well, Members of the Committee, I believe you certainly have the 
power to continue a system that requires Americans to fill out and 
spend not 5.5 billion hours but probably 8 billion hours now, but 
you don’t really have the right to compel us to do so. What I believe 
you have the obligation to do is to free us from the income tax, get 
rid of the IRS and tear the income tax out by its roots so it won’t 
come back. 

With a retail sales tax in place, we will become a magnet for cap- 
ital from around the world and we will see a boom in this country 
the likes of which we have never known because instead of taxing 
incentive, instead of taxing savings, we are going to reward them. 
You get to keep what you earn, you get to keep vmat you save, and 
you get to make the choice for the first time since we have had an 
income tax. 

Thank you. 

[The prepared statement follows:] 
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REVITALIZE THE AMERICAN ECONOMY 
REPLACE THE INCOME TAX WITH A NATIONAL RETAIL SALES TAX 
By Steven L. Hayes 

Oiaiimiin and Ktoibers of the Ccmumtlee, it is a privilege U> he asked to testily. My 
is Sieve Hayes, f am an attorney who dealt with the Internal Revent» Cxxie for over 20 years. 
For most of diose years, I complained about the insanity of the income tax and how it was 
damag ing not only OUT economy but also our American way of life. In 1987, after the passage 
of the 1986 Tax Reform Act, I made the decision duit it was indefensible for me to continue 
fnacticing inanarea of law which I believed was wrong. Accordingly, I phased out the tax Law 
pmrtion of my practice and now our firm only pracikss business law and buriness litigation. 

I am also serving as the prerident of Citizens For An Alternative Tax System ('CATS'"), a grass 
roots organization formed in 1990. We arc all volunteers. Neither our officers, our chapter 
directors nor our members neceive salaries or cars cor other perks. AU of us are taking time away 
from our families arul jobs because we believe ttiat the current income tax system must be 
changed. Our supporters can be found at all points of the pc^tical spectrum, but we have one 
oomnum goal—die replaceimmt of the individual aiul crnporate Income tax and die estate and 
gift tax with a national retail saks tax. Ihls change is vi^ to reviving oiu' nation's econmny and 
freeing each of us from die tyranny of the income tax. 

In response to the ewer 5,000 radio and TV appearances made by our spokespersons in the past 
five years, thousands upon thousands of people have called and written us asking for 
informadon about our proposal to replace the detested income tax with a nadona! retail sales 
tax. Americans are demarding a tax system that causes du; kasi amount government 
intrusiem in our lives and that has the I»st negative impact cm die economy. The American 
people are frustrated, impatient and angry because they know that the income tax system is 
beyond repair and believe that this should be obvious to everyeme but, until recendy, no one in 
Washingtem seemed to hear. 

As these hearings so eloquently state, Washington is now listening. Many Members of Gmgress 
are commenting that when they return to their districte and conduct town meetings, their 
oonstituents are demanding tax tefonn. Wlwn they explain the alternatives, these Members are 
find^ that an alternative that provides for die elimination of the income tax and eradication 
of the Internal Revenue Service is pieferred by margins of more than 2 to 1 . 

In its January 8, 1995 issue, Fhmde magazine ran an article entitled 'What If We Abolished the 
Federal Income Tax?". This article discussed replacing the income tax widi a national retail 
saks tax and invited leaders comment. Ln response, over 40,000 letters were received. 96% 
were in favor aboJl^ung die Inopme tex arul replacing it with a national retaU sales tax and 
4% were opposed . 

Althoigh many in Washington seem to doubt this, Americans really do understand the effects 
of taxes on their lives. They know dut the right type of federal tax will encourage savings and 
investment, reward hard work, remove an enormous and expensive compliance burden from 
busine^es as^ individuals, be perceived as fair, tax the undeigiound eoonmny, be obvkms and 
not hidden, and get the IRS out of our liv». Our alternative, the national rebdl sales tax, meets 
die above criteria better Chan any of the other alternatives being discussed. The national retail 
sales tax is simple— a flat rate applied to all retail consumption of goods and services, and 
olnrious— *when you make a netail purchase of a good or service, the national retail sales tax is 
ckarly shown on die saks receipt. U you want to know how much federal tax you paid, all you 
have to do is Uxdc at die receipt. 

What national retail saks tax rate would be needed to replace die revent^ currently generated 
by die individual and corpcxrate income tax? £)r. jedm Qualls, adjunct Pmfessor of Economics 
and bitemational Affairs at Washington University in St. Louis, Missouri, used the COREMOD 
policy simulaticm model to delineate the economic effects of replacing the income tax widi a 
national retail sales tax. He found that a 16 to 17 percent sales tax rate was needed to replace 
die income tax collections of $587 billion in 1990, given a amsumer spending level of $3,605 
trillion in that year. 

There has been a lot discussion about the fairness of one alternative or another. The national 
retail sales tax has been labeled "regressive" and the income tax alternatives have been labeled 
■progressive." This is a distortion. Some people are concerned that the national retail sales tax 
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will collect most of its tax revenues directly from lower income groups. This is not true. 
According to the Current Population Reports published by the Department of Commerce, 
American families with annual incomes under $18,149 account for only $500 billion of the 
$3 j 605 trillion of consumer retail spending. As with the present income tax, middle* and higher* 
income families will pay the great nuijority of the national retail sales tax. 

Economists maintain that the regressivity of the national retail sales tax is overstated because 
it should be meastired over a person's lifetime not each year. Although in some years 
consumption will not equal income, the consumption of most households roughly equals their 
lifetime income. The national retail sales tax is really a pro{x>rtional tax. 

However, replacement of the income tax with a national retail sales tax will have initial effects 
on people with fixed or lower incomes. There are simple ways to prevent unwanted burdens 
on these people. With the national retail sales tax, the federal government collects our taxes in 
the simplest and fairest way. While there are a number of proposed methods for creating a 
safety net for our citizens, we believe that the most effective will be through cash rebates. 
Through the use of cash rebates we can ensure that a family of four would essentially pay no 
natiorud retail sales tax on the first $15,000 of retail purcluses in a year, approximately ti\e 
equivalent of the standard deduction and the personal exemptions cturently allowed the 
present income tax system. 

My testimony will address the national retail sales tax, the flat income tax proposal sponsored 
by Congressman Armey and the consximed income tax proposal sponsored Senator Nutm 
and Senator Domenici. 

Chairman Archer has asked that our testimony address the following points: 

1 . Is tile proposed alternative ea^ to comply with aiul does it reduce the role of the Federal 
Government in our lives? 

2. Does the proposed alternative encourage greater savings and investment? 

3. Does the proposed alternative improve the international competitiveness of American 
workers rmd businesses? 

4. Does the proposed alternative pick up revenue from the undergrovmd economy and 
others who currently do not comply with the tax laws? 

5. Does the proposed alternative tear the income tax out by its roots? 

IS THE NATIONAL RETAIL SALES TAX EASY TO COMPLY WITH AND DOES IT 
REDUCE THE ROLE OF THE FEDERAL GOVERNMENT IN OUR LIVES? 

Compared to the income tax, all three alternatives promise a reduced compliance burden. 
However, the national retail sales tax is clearly the easiest with which to comply and will most 
reduce tiie role of tiie federal government in our lives. 

While on a radio talk show, a caller told me that preparing tax returns was government* 
imposed slavery. He explained that slavery was being compelled to do work that you didn't 
want to do without being paid for it and being planished severely if you did not ob^. He was 
right. The fOTemost goal of any alternative to the present iiKome tax should be the freeing our 
dtizens from govemment-enforced "slavery." Our intention to free Americans from tiie slavery 
of an insane tax ^stcm has led some journalists to label us as the "New Abolitiorusts." This is 
a label of which we are proud. 

As a professional weD acquainted with the problems of complying with our present income tax 
system, it is frustrating to me when "experts" attempt to show the costs of a tax system by 
merely compiling the costs of the government agencies collecting the tax and enforcing the tax 
law. This method only reflects a small portion of tiie actual costs. Compelling taxpayers to 
amass records and prepare any type of tax return takes taxpayer time that is, in essence, an 
additional cost of (he tax system. Time thus expended could have been devoted to productive 
activities. According to tiie Tax Foundation, corporations with assets of $1 million or less (more 
tiian 90 percent of aU corporations) paid a minimum of $387 in compliance costs for every $100 
they paid in income taxes ($14 billion in compliance costs for $3.7 billion in income taxes). 
Ironically, if this time and money could have been devoted to the production of goods and 
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services and not to the preparation of rum-productive paperwork, the economy would grow 
even more which would in turn lead to more taxes being collected. 

Our current federal income tax system is beset with administrative problems. In 1992, 
Americaru filed 113,604,503 individual income tax returns (including 15,495,419 nonfarm sole 
proprietor returns), 1,484,752 partnership returns and 3,869,023 corporation returns tor a total 
of 118,958,278 tax returns. A^rding to GAO reports, IRS employees err on one out of every 
ten income tax returns enter into the IRS computers, ar^ the IRS has more than $200 
billion in misstated payments from taxpayers and refunds. Most troxibling, the National 
Research Council pr^cts a major breakdown could occur in the present income tax system 
before the year 2000. 

Which of file fiiree alternatives is file easiest with which to comply and most reduces the role 
of the federal government in our lives? Each of the fiiree alternatives should answer the 
following questions: 

(a) What is taxed, who files the return and who administers the tax system? 

(b) Who files the tax return and how often? 

(c) How complex is the tax return? 

WHAT IS TAXED, WHO HLES THE RETURN AND WHO ADMINISTERS THE TAX 
SYSTEM? 

National R£tail Sales Tax 

Under file national retail sales tax, most Americans will not file any type of tax return. Only an 
estimated 10 million providers of retaU goods and services will be required to file sales tax 
returns. Most of them will file monthly sales tax returns but the larger retail establishments 
will, as they do with state sales taxes, file more frequently. The states will collect file national 
retail sales tax and send the taxes collected directly to the U5. Treasury. The Internal Revenue 
Service is not involved and will no longer interfere in the lives of ordinary Americans. 

Flat Income Tax 

Each American must file a tax return each month and then a thirteenth return on April 15. 
Owners of businesses must prepare thirteen tax returns for their personal taxes and thirteen 
more tax returns for their businesses. Enactment of the flat income tax will require Americans 
to file a minimum of 1 5 billion income tax returns each year. The flat income tax is collected 
fiirough the IRS which will at least retain the powers it now has under the federal income tax. 
However, many tax practitioners believe that file IRS will have to be granted even more 
coercive powers because many people will not make their monthly tax payments on time. 
Obviously, this does not get the 11^ out of our lives but ensures a continuing and ever- 
increasing involvement of the IRS in our lives. This is just the opposite of what any alternative 
should do. 

Consumed Income Tax 

Under the consumed income tax system, everyone must file a tax return with the IRS, which 
will still retain the powers it now has under the federal income tax. Enactment of the consumed 
income tax will require about 118,900,000 income tax returns in the first year, like the flat 
income tax, the consumed income tax does not get the IRS out of our lives but ensures a 
continuing and ever-increasing involvement of the IRS in our lives. This is just the opposite of 
what any alternative should do. 

HOW COMPLEX IS THE TAX RETURN? 

National Retail Sales Tax 

The national retail sales tax return will be simple. For example, the Texas sales tax return 
measures 33" x 83". Revenue from retail sales for the period is totaled, returns are subtracted, 
and the remaining balance is multiplied by the rate of the retail sales tax. The only record 
keeping required will be to total the retail sales, the amount of sales returns or refunds and the 
amount of the national retail sales tax collected feom customers. 
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Flat Income Tax 

Except for having to prepare tax returns thirteen times per year, the flat income tax return will 
be simple for wage earners if they have no self-employment income. The self-employed and 
all businesses must add t:^ dteir total revenxie from operations, subtract die inputs from other 
firms, subtract the amount of wages, salaries and pensions paid to workers and subtract die 
purchases of plant aiul equipment. The remaining amount is then taxed at the flat rate. 

How complex will business returns be? The business returns will be much more complex in 
actual practice than in dieory. Are we simply going to let businesses dll in a total amount for 
goods and services purchased from other firms or for die purchases of plant and equipment? 
It seems naive to me that, in the interest of fairness, we aren't going to czdorce diligendy the 
limits of what is deducted from income. Is it acceptable for a business to purchase cars for 
personal use through the business or for the owner to purchase computers for each of his twelve 
children through the business and thus reduce the taxes of the business? 

Consumed Income Tax 

The consumed income tax return for individuals will be very similar to the tax returns we are 
now used to preparing. An individual will calculate his gross income from wages, interest, 
dividends and amounts received fiom the sale of assets. From gross income the individual will 
subtract a family allowance, all "qualified savings and investments", a higher education 
deduction, and home mortgage interest, charitable contributions and alimony paid. Then the 
initial tax is calculated and a credit for social security taxes is deducted. The resulting amount 
is then paid to the IRS. 

Businesses total the revenues received, deduct the amounts paid to other firms for the goods and 
services purchased from them, including plant and equipment as well as inventory, parts, 
siq^plies, outside services and utilities but not wages paid to employees. This resulting amount 
is multiplied by 11%. Then a credit for the 7 j 65% employer portion of FICA for its employees 
is deducted and the resulting amount is the tax owed. 

This is the most complicated of the three alternatives being discussed. It will require individuals 
to keep extensive records to be able to file income tax returns. It will also require all businesses, 
not just those providing retail goods and services, to file income tax returns. 

Summary 

Clearly the alternative that is the easiest with which to comply and that most reduces the role 
of the federal government in our lives is the national retail sales tax. Over 90 million Americans 
file no tax return of any kind under this system. The 10 million returns to be filed will be much 
simpler than toe tax returns retailers must file under either toe fiat income tax or toe consumed 
income tax. The IRS is required to enforce and collect the flat income tax and toe consumed 
income tax but can be dismantled under the national retail sales tax. 

DOES THE NATIONAL RETAIL SALES TAX ENCOURAGE GREATER SAVINGS AND 
INVESTMENT? 

The rate a nation saves is directly correlated with its rate of economic growth and toe health of 
its economy. Vtore savings reduces toe cost of investment capital and increases its availability. 
Our people are taxed when they earn income, and if they then manage to save or invest some 
of it, they are taxed again on toe earnings from toe savings and investments. When income tax 
and inflation are subtracted from toe earnings on savings and investments, many Americans are 
actually losing purchasing power when toey choose to save and invest. Therefore, it should be 
no surprise that toe US. has had the lowest personal savings rate of any industrialized nation 
for the past 17 years. 

Thislackof availability of capital directly affects our productivity. To become more productive, 
American businesses must continually modernize their plant and equipment, which requires 
capital. The Office of Technology Assessment estimated that each year from 1977 to 1988 the 
cost of capital in America averaged 3.4 percent higher than the cost of capital in Japan for 
investments in machinery and equipment with a physical life of 20 years, 4.9 percent higher for 
a factory with a physical life of 40 years and 8 percent higher for a research and development 
prefect wito a 10-year payoff. It is not merely a coincidence that countries with higher savings 
rates have higher rates of sustained productivity growth. 
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Productivity is important to America. Dr. Qualls calculated that if the rate of productivity 
growth had continued at the same rate in the 1970'5 and 1980's as it was for the period 1950 to 
1967, we would live in a much different America today. At cxirrent levels of spending, diere 
would not be a budget deficit or a natioruil debt and the average family would have $10,000 
more each year in real disposable income. 

Althou^ there are some significant ditferenoes, each alternative would encourage savings and 
investment and allow for increased productivity much better than the current income tax. 

National Retail Sales Tax 

Under the national sales retail tax, savings and investment will dramatically increase. In a study 
by Dr. Laurence J. Kotlikoff, Professor of Economics at Boston University, entitled 7IS 
ECONOMIC IMPACT OF REPLACING FEDERAL INCOME TAXES WITH A NATIONAL 
SALES TAX, Dr. Kotlikoff stated. The shift in tax structures is predicted, in the long run, to 
raise the stock of US. capital by at least 29 percent and potentially by as much as 49 percent and 
to raise US. living standards by at least 7 percent and potenti^y by as much as 14 percent..” 
Dr. Kotlikoff calculated that a 16.9 percent naticmal retail sales tax rate would be needed but 
that it could decrease to 11 percent as the economy grew. 

Both Dr. Kotlikoff's and Dr. Qualls' studies fotmd ttiat the national retail sales tax causes ^ 
private savings rate (both personal and business savings) to rise substantially and produces 
tester econoinic growtii and higher productivity. In both studies, ^ higher level of capital stock 
created under the national retail sales tax results in more job creation. More earnings by 
employees in ^ private sector fuels more consumer spending. Consumer spending thus rises 
from its current level but actually declines as a percentage of GNP. 

There will alsn be what some economists call the "^xinge effect". The U.S. is the world's largest 
market and has tfie best infrastructure of any country on earth. When the income tax is replaced 
with the national retail sales tax, it will beoocne the world's largest tax haven and a "sponge" for 
capital from around the world. According to Martin Armstrong of the Princeton Economic 
In^tute, replacing the income tax with a national retail sales tax will create an inflow of foreign 
capital into this country like we have never seen. Mr. Armstrong points out that the nearest 
comparable period in nniodem history was in 1940. Seeking to avoid the ravages of World War 
n, capital flooded into the United States and government bond rates were at one percent. 

A more conservative estimate is that the adoption of the national retail sales tax will lower 
interest rates between 200 and 300 basis points. Overnight we will see the debt service on our 
national debt reduced, perhaps enough to bring the budget in balance. Our businesses will be 
more able to purchase equipment and rapidly increase productivity. Our citizens will be able 
to refinance their homes and save hundreds of dollars per memth. In short, the United States 
will experience the greatest econoinic boom in our history. 

Flat Income Tax 

Under the flat income tax savings and investment will increase because income from savings 
and investment will not be taxed. However, the rate of increase in savings and investment will 
be slower than under the national retail sales tax because ail income and business profits are 
taxed as the money is earned. Only the amount remaining after the income tax is deducted will 
be available for savings and investment. While there will be an influx of foreign capital under 
the flat income tax, the complexity of the tax and the concern that it will revert l^ck to a regular 
income tax will cause ttie increase to be less than under the national retail sales tax. 

Consumed Income Tax 

Savings and investment will increase under the consumed income tax. The consumed income 
tax allows taxable jneome to be reduced by the amount of money saved or invested. While there 
will be an influx of foreign capital under the consumed income tax, the complexity of the tax and 
tile concern tiiat it will revert back to a regular income tax will cause the increase to be less than 
under the national retail sales tax. 

Summary 

As the econoinic studies show and as common sense predicts, savings imd investment will grow 
much faster under the national retail sales tax than under either of the other alternatives. 
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DOES THE NATIONAL RETAIL SALES TAX ENCOURAGE INTERNATIONAL 
COMPETITIVENESS OF AMERICAN WORKERS AND BUSINESSES? 

The income tax seriously harms our ability to compete in the global marketplace. Our major 
trading partners around the world rely huvily on consumption taxes that are applied to all 
products sold in their countries, whether domestically made or imported, arid are "border* 
ac^ustable,” meaning that die taxes on e?qx>rted goods are rebated to manufacturers within their 
bonlcrs. (GATT does not allow rebates of income taxes.) 

Congressman Sam Gibbons (D>FL) has stated that our income tax system has caused us to be 
a nation of e xpoa te rs of jobs. Highpaying American jobs are vanishing overseas at an alarming 
rate. Without a border-adjustable tax, we handicap our exporters bemuse dieir goods contain 
the cost oi our government, whereas im ported goods do not contain ai^ cost of our government. 
Thereh>re, the income tax penalizes American products and exports and subsidizes imports. 

To illxistrate the problem, assiime that an American-made product and an identical foreign- 
made product each have a selling price of $1 XX). Both products have, as a ocanponent of ^t 
price, built-in tax increases of approximately 20 percent or $020. (In dte US. this 20 percent is 
due to income taxes; in oountrin such as European Common Market countries the increase is 
due to consumption taxes.) 

When die foreign-made product is exported to the US., the oonsumption taxes are rebated to 
the foreign manufacturer as the product leaves the country. It thus arrives in the US. at a net 
cost of $S0 and die US., for all practical purposes, does not require the product to pay any 
income tax. (Former Congressman Richard Schulze stated that in 1989 the $600 billion of 
imports that year paid an income tax of only 0.1 percent.) Thus, this product with a cost of $0S0 
competes against US.-made products costing $1X)0. 

Further inequities occur when a US. product is exp>orted to a foreign country. US. 
manufacturers receive rK> rebate of the income tax component of the cost, and to compound die 
problem, the foreign country will tack on their consumption tax (say an average of 70 percent) 
to the cost of the good. So the $1 .00 exported item ru>w costs $120 and is competing against 
similar foreign products at $1 .00. 

Why is diis important? It is estimated that each $1 billion in exports supports 19/)00 jobs in the 
US. While our OECD competitors' exports range from 15 percent to 30 percent of their GDP, 
our exports only total 6 percent of US. C^P. By increasing eiqporls, the US. can create hundreds 
of thousands of the type of high-wage jobs that our country desperately needs. 

Out international competitiveness will be affected by each of die three alternatives but in widely 
disparate ways. 

National Retail Sales Tax 

With die national retail sales tax, our intematianal competitiveness will be greatly enhanced. 
The national retail sales tax is only levied on sales in the US. Our exportswUlpay noUS. tax 
nor indude US. taxes in their prices. Imports into our country diat are sold at die retail level 
will be taxed in the same manner as US. retail products. Our companies will no longer be 
forced to locate factories in other countries in o^r to compete in a global economy. More 
hi^ier^ying jobs diat would have otherwise gone to foreign dtizens will stay in die US. With 
die national retail sales tax , we will no longer be exporting jobs to foreign oountiies, and our 
economy %vil] rapidly grow. 

Flat Income Tax 

Like the current income tax and die consumed income tax, the prices of US. exports will indude 
income taxes. Unlike die national retail sales tax, the flat income tax does not prevent imports 
from utilizing transfer pricing to largely avoid paying US. taxes. Under the flat income tax a 
company can still prodtax a product for $25 in country Y but seU it to its US. subsidiary for $.80 
and then sell it in die US. h>r $1 jOO. The only portion of the profit taxable under the flat income 
tax will be the difference between $.80 and $1 .00. 

Consumed Income Tax 

Under die consumed income tax, a US. company's earnings on exports are not taxed. Like the 
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current income tax and the flat income tax, the pri^s of US. exports will include the cost of 
consumed income taxes paid by all the company's suppliers in the US. The consumed income 
tax imposes a flat 11% import tax on the sale in tiie US. of foreign imports. 

Sttmmafy 

In the arena of international commerce, Ihe national retail sales tax is die clear winner. US. 
exports are not taxed at aU and imports will be subject to the same 16% to 18% national retail 
sales tax that US. products carry. In addition, unUke the flat income tax and the consumed 
income tax, US. oy orts will not have to include in their prices the amounts of income tax paid 
by everyone in die chain of production. 

DOES THE NATIONAL RETAIL SALES TAX VICK UP REVENUE FROM THE 
UNDERGROUND ECONOMY AND OTHERS WHO CURRENTLY DO NOT COMPLY 
WITH THE TAX LAWS? 

We must remember the old adage that laws are no stronger than die devotion of die people to 
them. The presen t income tax is increasingly viewed as being anything but fair and the devotion 
ot die people is becoming severely strained. Once our voluntary compliance rate was the envy 
oS the world. Now, even many in the IRS admit that substantial voluntary ccmiplianoe widi die 
federal income tax is a thing of the past. In 1994, an estimated 10,000,000 taxpayers elected to 
drop out of the system altogether. 

The underground eoonmny is the fastest growing segment of our economy. It is estimated that 
$127 billion of taxes went uncollected in 1992 due to the underground economy. Many analysts 
believe that estimate is too conservative and that a figure of $200 billion is closer to the truth. 
The underground economy encompasses not only illegal sources of iruome, such as drug 
dealing, gambling and prostitution, but also the average ordinary citizen who accepts a lower 
price for cash payments and doesn't report the income; the businessman who keeps two sets 
of books and pcxJcets a portion of the sales or takes improper deductions; or the self-employed 
person who charges perscmal expenses through the business. 

National Retail Sales Tax 

There will be an element of noncompliance under any tax system, but the national retail sales 
tax will be much harder to evade. Taxpayers who take improper deductions, drug dealers and 
people who refuse to file income tax returns or report all of their income have one thing in 
common— they all purchase goods and services. The national retail sales tax ensures that each 
of these groups pay their fair share when they buy their automobiles, yachts, televisions, etc. 

Will there be people who refuse to pay the national retail sales tax? Yes. There are always going 
to be people who refuse to pay any tax. However, it is much more difficult to avoid the naticmal 
retail sales tax than any income tax. In California, tiie State Board of Equalization's statistics 
show that 90% of the state sales taxes are paid by 8% of the providers of retail services. 
California sales tax officials believe that there is little or no evasion from this 8% of the retailers 
because of their size and their accounting ^sterns. Since it is unlikely that all of the remaining 
92% of the retailers will be dishonest, the amount of evasion, even if the rate was increased to 
18%, will likely be between 5% to 7%— far better than the 17% to 25% experienced under an 
income tax. 

Flat Income Tax and Consymed Income Tax 

To the extent that deductions are eliminated, the flat income tax or the consumed income tax 
may have some effect on reducing the portion of the underground economy that is caused by 
people who take improper deductions under the present income tax. However, tiiere is a high 
likelihood that this reduction may be offset by an increase in improper business deductions 
because of tiie way both alternatives propose to tax business. In addition, the only way for 
either alternative to even tax a small part of the remainder of the underground economy is to 
increase the coercive powers of the against all citizens wheti^ tiiey are honest or dishonest, 
and our country will slide further away from freedom toward "Big Brother." 

Summary 

The national retail sales tax is clearly better at ensuring that all Americans pay federal taxes and 
it accomplishes this without having to increase the harassment of our citizens or involve the IRS. 
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DOES THE NATIONAL RETAIL SALES TAX TEAR THE INCOME TAX OUT BY THE 
ROOTS? 

The IRS has the ability to suxnmcms nearly all of our hnandal reconis without ouur ccmsent and 
pry into each of our private lives. Taxpayers are presumed "guilty" until they can prove their 
"innocence". Yet, it has become apparent that the only way the IRS can continue to collect the 
income tax from our citizens is to become more and more coercive and intimidating. This is 
unacceptable and cannot be tolerated if we really are a free society. 

Natiinml Betuil Sales Tax 

The national retail sales tax is the only one of the alternatives that allows us to "tear the income 
tax out by its roots." The national retail sales tax will be administered by the states. Over 100 
million Americans will be freed from the obligation of filing tax returns and being subjected to 
IRS harassment and audits. The remaining 10 million will iBle much Ampler and easier tax 
returns tiian under the flat income tax or tihe consumed income tax. 

Flat Income Tax and Consumed Income Tax 

The flat income tax and consumed income tax are still income taxes. They require all of us to 
file income tax returns with the IRS. All of the IRS apparatus and computers and dossiers will 
still be in place. A future Congress will only have to slightly modify tfus and <hange that and 
suddenly we have the same type of horrible income tax ^stem that we are eagerly discussing 
eHminating at th«e hearings brause the fonm, the computers and the enforcement apparatus 
will still be in plae£. 

Is this an unliJtely scenario? I think not. Since the 1986 Tax Reform Act, Commerce Clearing 
House has counted more than 5/)00 changes to the Internal Revenue Code . If there is an income 
tax, there will be a huge temptation to direct investment or activities and there will be an 
unlimited amount of ccmtributions to be reaped from constitiasnts and lobbyists who want tax 
favors. 

Summary 

The national retail sales tax allows for the elimination of the IRS. The flat income tax and the 
consumed income tax ensure that the IRS will continue to be involved in our lives. 

CONCLUSION 

We believe that repealing the income tax and tearing the IRS out by its roots is the most 
important ingredient in an alternative tax system. An income tax and the IRS are anathema to 
a free society. In For Good And Evil, Charles Adams' important work on the impact of taxes 
on civilization, he points out that the astute Greeks <k>served that tyranny (oppressive 
goverriment) was the coris<»|U£rux of ftcwrosr^ kind of texaticm; conversely was tiie 
consequence of the right kind of taxation. And what was the right kind? Sides and customs 
taxes, said the Greeks. The wrcmg kinds of taxes that prodwted bad government were direct 
taxes like inoome and production taxes. The Greeks came to these conclusior\s, not from reason, 
but from tiie examples of history. 

Our income lax has proven that tiw Greeks were right. Miich of our liberty has been lost to 
make our income tax system work, exactly as the Greeks predicted. Sel«rti<m of the best 
alternative to tiw income tax is important to the cause of freedom and man's dignity. 

America has remained free because men and women have been imwilling to allow tyranny and 
oppression to dim the light of freedom. Citizens For An Alternative Tax System beUeves that 
the opportunity to eliminate a sy^em of taxation that has become oppressive everywhere it has 
been used in history— the inoome tax— exists today. 

We musinot let Bus dumce be Jo^. If %ve allow the iiu»mc tax to continue, we will be harshly 
judged not only by Americans living today but also by future generations. Replacement of the 
income tax system with a national retail sales tax is the solution that is needed by America. 
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Chairman Archer. Mr, Moore, you may proceed. 

STATEMENT OF STEPHEN MOORE, DIRECTOR OF FISCAL 
POLICY STUDIES, CATO INSTITUTE 

Mr. Moore, Thank you, Mr. Chairman, I am Stephen Moore, di- 
rector of fiscal policy studies at the Cato Institute. I thank you for 
holding these truly historic and revolutionary hearings. I must say 
that I never thought I would see what we have seen in the last 3 
days in this room any time in my lifetime or at least any time in 
this century. 

I also thank you for coming up with a proposal that I think is 
probably the most liberating public policy idea that this country 
has seen in several decades — Ronald Reagan, God bless his heart, 
never came up with an idea — this liberating idea of getting rid of 
the income tax, and I use that word purposefully, ‘‘liberating,” be- 
cause that is what this idea is about 

About 4 years ago the Cato Institute got very involved in the 
issue about whether we should abolish the income tax. Interest- 
ingly enough, when we came up with this idea we had Lairy 
Kotlikoff, whom you heard from earlier, do a study for us looking 
at the impact of this. People used to roll their eyes and say, there 
goes the Cato Institute with one of their utopian fantasies. 

It is very interesting to me how this issue has developed. We 
don't see it as a utopian fantasy anymore. In fact, what we used 
to say, to borrow a phrase from a fellow Texan of yours, if we 
adopted a national sales tax idea and had zero tax on corporate in- 
come, zero tax on personal income and zero capital gains tax, that 
that giant sucking sound you would be hearing would be capital 
from all over the world flowing into the United States. 

Imagine that there was no income tax, that there was no April 
15 to dread any longer, that there was no H&R Block to deal with 
every year. Our cities would begin to look like gleaming versions 
of Hong Kong. I truly believe that our problem in this country 
would be that we would have a shortage of stocks and businesses 
to invest in, a shortage of workers. We would make Japan and Ger- 
many look like they were standing still. And I think that our for- 
eign rivals would be forced to either comply and join us in getting 
rid of their income taxes, or fall further and further behind eco- 
nomically. 

I think this is an issue where the public, notwithstanding you, 
Mr. Chairman, is way ahead of the politicians. I have worked with 
Steve Hayes and CATS over the last 4 years and have been 
amazed at the extent to which this is a populous issue, very much 
like term limits. You see very strong, deeply rooted interest and 
support for this issue among grassroots Americans. 

It is interesting, because I have heard over the last 3 days a lot 
of the opponent talk about how this is an idea that will just help 
the rich “fat cats.” If vou go to a CATS meeting in Cleveland, Ohio 
or Houston, Tex,, and you go to one of their townhall meetings, it 
is not rich Wall Street “fat cats” that want to get rid of the income 
tax; it is busdrivers and schoolteachers and grandmothers, real 
people with real jobs, and they are very concerned about our cur- 
rent system. 
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So let me say, the proposal that we have come up with — and ev- 
eryone has a different version of the national sales tax, but there 
are basically four features of the proposal that we have come up 
with. First, we would eliminate the entire personal income tax, cor- 
porate income tax, capital gains tax and the estate tax. And by 
doing that, you can replace that with about an 18 percent flat rate 
national sales tax. This would apply to all final-use goods and serv- 
ices. The only thing that would be exempted would be housing, 
under our plan. 

The second feature of our proposal — and this is important be- 
cause it gets to the idea of regressivity of a sales tax — is that we 
would provide a $5,000 per person exemption or what you should 
call a “rebate.” So if you are talking about a family of four, $20,000 
of their first purchases would be exempt from the tax in a given 
year. This makes the system a nonregressive tax. 

In a sense, what we are coming up with is the equivalent of what 
Mr. Armey has in his plan with the zero bracket up to $36,000, al- 
though we would make it $5,000 per person. His is, I think, 
$36,000 for a family of four. But if you wanted to make your ex- 
emption as generous as his, you could do that very easily. Just 
make the exemption $9,000 per person. The bottom line is that 
there is no reason that a national sales tax has to be regressive. 

The third feature of this is that we would bring about the dis- 
mantling of the IRS by having the States collect the sales tax. As 
you know, Mr. Chairman, 45 States already have sales taxes in 
place, and one of our worries is that we want to make sure that 
we donT get a sales tax and an income tax. One of the ways of 
doing that, I think, is when you bring in place the national sales 
tax, we dismantle the infrastructure of the income tax in Washing- 
ton, to have the States collect it, and I think the States would sim- 
ply then piggyback off of the Federal tax system. By the way, this 
would not be an unfunded mandate. Under our plan, we would re- 
imburse the States for the cost of collecting the tax. 

Finally, and I think most importantly — and I haven’t heard too 
much talk about this over the last 3 days — we would require a 
supermajority vote to either raise the sales tax or to reintroduce 
any other of the taxes that have been eliminated. I think that a 
very key feature, if you want to get support for this idea, is a 
supermajority, something like a two-thirds vote requirement in 
both Houses. 

I am sure you are familiar with the Kotlikoff plan we have come 
up with. I am not going to go over the economics of that. Let me 
conclude by saying this, and this is one area where I may disagree. 
If you look over the last 3 days of these hearings, there is vast sim- 
ilarity between the plans that have been introduced — the Armey 
plan, the Nunn-Domenici plan and the Archer idea. While I am to- 
tally committed to a national sales tax, I also don’t think we should 
let the ideal be the enemy of the good. If you can pass an Armey 
flat tax plan this year, do it. I think that would certainly be a very 
strong movement in the right direction, and I think that this is one 
of those canyons; to get to a national sales tax, we may have to 
leap this canyon in two leaps, go to the Armey flat in leap one, and 
once we have established the principle, both flat rate tax systems 
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with no deductions, then I think it is a logical conclusion to say, 
what do we need an income tax system for? 

Thank you very much for holding these hearings, Mr, Chairman. 
[The prepared statement follows:] 



659 


TESTIMONY OF STEPHEN MOORE 
CATO INSTITUTE 

Thank you Chairman Archer for the opportunity to testify 
during these three days of congressional hearings on radical 
overhaul of the U.S. tax code. I commend your leadership and 
courage for convening these historic hearings. 

A revolut ionary change in our tax system is fundamental to 
re-energizing the American economy and restoring the American 
dream . Although Congress may not be ready quite yet to enact a 
flat tax or a national sales tax, let me assure you that the 
public is. Americans are entirely exasperated with the current 
income tax — they want a system that is simpler, fairer and more 
pro-growth. A recent article in Parade Magazine asked readers 
whether they would favor a national sales tax over the current 
income tax. More than 50,000 responses have been received. They 
are running 50 to l in favor of abolishing the income tax. Even 
IRS agents are writing in saying we should scrap the income tax. 

Let me state my overall conclusions from the start. 

1) The entire personal income tax, corporate income tax, 
capital gains tax, and estate tax can and should be replaced with 
an eighteen percent national sales tax that protects the poor. 
Eventually, as we cut down on the size and scope of the federal 
government and accrue the dynamic revenue feedback effects of 
hyper-charged economic growth that would result from abolishing 
the income tax, the sales tax rate could be lowered to well below 
15 percent. 

2) We ought to consider enacting the Armey flat tax plan as 
an intermediate step to abolishing the income tax completely. 
Although there is much disagreement over the merits of a flat tax 
versus a sales tax, what is most remarkable in this debate is not 
how different these two plans are, but how similar they are. For 
example : 

* The Armey plan and the sales tax plan both vastly simplify 
the tax code. 

* The Armey plan and the sales tax plan both have a 17 to 20 
percent flat tax rate. 

* The Armey plan and the sales tax plan both eliminate all 
deductions in the tax code. This means that both plans are 
fighting a common enemy; the army of special interest groups who 
have spent decades carving out their special interest exemptions 
and loopholes. 

* The Armey plan and the sales tax plan both have virtually 
an identical tax base: consumption. The economic impact is very 
similar and explosively positive. 

Mr. Chairman, it is my view that you and Mr. Armey agree on 
far more than you may think. 

The only real dispute“-and this is certainly an area of 
enormous consequence-- is whether we should collect the tax 
through a postcard income tax return or at the cash register. 

This is where the sales tax in my opinion is far superior in the 
longterm to the flat tax. I favor a national sales tax because I 
believe that the income tax is incompatible with a free society. 
The IRS routinely intrudes on our basic civil liberties and 
privacy rights--and it's intrusions are getting worse all the 
time. I want an America where it is no longer the government's 
business how much money you make and what you do with it. 

Still, it may make sense to enact the flat tax immediately 
and the sales tax later--as Cato has advocated in our Handbook 
for Congress. Once we have established the principles of a low 
flat rate tax on consumption with no deduct ions--and all the 
special interest lobbies have been steamrol lered--it is a logical 
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next step to scrap the income tax entirely. This may be a canyon 
that needs to be crossed in two leaps. The first leap should be 
the flat tax. The second the sales tax. 

In earlier testimony the case against the income tax and 
for a national sales tax has been eloquently presented. I will 
therefore discuss not the issue of whether a national sales tax, 
but how . I also want to debunk some of the common myths 
circulating about the alleged impract ica 1 it ies of a national 
sales tax. 

The Cato Institute has developed a national sales tax plan 
with the following four features: 

* An 18 percent sales tax on all final use goods and 
services (this is not a retail sales tax) except housing and 
securities. Over time the rate would gradually decline to below 
15 percent. 

* Every American would receive an annual rebate on the tax 
paid on the first $6,000 of purchases. This would mean that for 
a family of four, the first $20,000 of consumption during the 
year would be tax free. 

* The states--45 of which already have an income tax — would 
be responsible for collecting the national sales tax. (The 
federal government would reimburse the states for the cost of 
collection. This would not constitute an unfunded mandate.) 

With the states collecting the tax, the federal IRS police force 
would be largely disbanded. with the infrastructure of the 
income tax system dismantled, it would be very difficult for a 
new income tax to be reinvented, 

* A two-thirds supermajority requirement in both houses to 
raise the sales tax or any other federal tax. 

The national sales tax is the only plan that fixes all of 
the defects of the current income tax system. Here is how: 

1) Because the sales tax exempts all savings and investment, 
the double taxation problem would be eliminated. Because the 
sales tax is a single flat rate, the disincentive effects from 
high marginal rates would be eliminated. That giant sucking 
sound you would be hearing would be investment capital from 
across the globe sweeping into the United States. 

2) By eliminating the income tax entirely, compliance costs- 
-estimated at $200 billion a year--would be substantially 
reduced . 

3) The sales tax would virtually eliminate the Internal 
Revenue Service. The sales tax is the only plan that solves the 
intrusiveness of the current system. 

4) A sales tax would be paid by consumers every time they 
purchased a good or service at the cash register. Because the 
tax would appear on the receipt, the sales tax would be highly 
visible to taxpayers. All purchases--! rom an 89 cents grape 
Slurpee at seven-11 to a $20,000 Ford Bronco--would be taxed. 
Taxpayers would be constantly reminded of what a hefty price we 
pay for government in America today. 

A common question that I am asked about this plan is: Do the 
numbers really add up for the sales tax to raise as much revenue 
as the income tax does? To answer that question, in 1993 the 
Cato Institute commissioned a study by economist Lawrence 
Kotlikoff of Boston University to examine the economic impact of 
replacing federal income taxes with a national sales tax--roughly 
as described above. The purpose of the Kotlikoff study was to 
determine a) What would be the impact of the sales tax on 
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economic variables such as savings, wages, and output? and b) 

What is the necessary sales tax rate to completely replace on a 
revenue neutral basis the federal personal income, corporate 
income, and estate tax? 

Kotl ikof f discovered that to completely replace federal 
income taxes would require an initial sales tax rate of 17.4 
percent. After five years the rate could be reduced to 15.4 
percent, and after ten years the rate could be lowered to 13.9 
percent. The reason the rate can be lowered is that the study 
finds a very positive economic feedback from the tax change. 
Specifically, the Kotlikoff study finds that after ten years, a 
national sales tax would: 

1 ) More than double the national savings rate , 

2) Increase the capital stock by 8 percent above the level 
attained under the current tax system. 

3) Raise income and output by 6 percent more than would be 
achieved under the current tax system. That would increase 
national output by almost $400 billion per year. 

4) Lift the real wage rate by 3 percent. 

5) Reduce interest rates by 50 to 100 basis points. 

Kotlikoff concludes the Cato study by issuing the following 
endorsement for a sales tax: "A shift to a national sales tax has 
the potential for dramatically improving incentives to save. The 
distortion to save is so great under our current system of income 
taxation, that it appears we could switch to consumption 
taxat ion . . . and end up with much higher rates of saving and 
capital accumulation and a higher level of per capita income.” 

What then, are the arguments against the national sales tax? 
Here are the most common objections, and the reasons these 
objections are exaggerated, or in some cases, just plain false. 

Objection 1. The sales tax is regressive. 

The rebate feature of the national sales tax makes this 
proposal nonregress ive . Remember, a family of four would pay no 
tax on its first $20,000 of purchases each year. This is the 
equivalent of a zero bracket under the income tax. It is similar 
to the Armey personal deduct ion--thouqh not as generous. 

There are various ways of providing this rebate. Assuming 
that the sales tax were set at 18 percent, a family of four would 
be entitled to a rebate of $3,600 ($20,000 x 18 percent) for the 
year. The government could send a quarterly rebate check of $900 
to every family of four; a $450 check to every family of two; and 
so on . 


Another possibility would be to provide every family with an 
annual "smart card” that would have a sales tax credit based on 
family size. A married couple with no kids would receive a 
$10,000 credit on its card. Each time the couple made a 
purchase, the smart card would deduct that amount until the 
card's $10,000 credit was used up. After the first $10,000 of 
purchases, the family would begin to pay the sales tax. 

So it dead wrong to argue that a sales tax is inherently 
regressive. 

Objection 2: A sales tax of 18 percent would entail large- 
scale evasion . 

A national sales tax of 18 percent, when added to the 
existing states sales taxe^, would bring the total sales tax to 
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between 20 and 25 percent. 


Critics are right when they argue 
would encourage evasion. But coinpared 
already a huge problem with the income 
billion of income tax goes uncollected 
the IRS's own calculations. Moreover, 
their sales taxes are generally easier 
income taxes, because there are so fewe 


that a sales tax this high 
to what? Evasion is 
tax. An estimated $150 
each year--according to 
states report that the 
to collect than their 
r points of collection. 


I believe that much of the evasion that goes on with our tax 
system is a result of the correctly perceived unfairness of the 
system. Once we move to a national sales tax that is perceived 
as fair, simple and just, compliance rates will climb 
substantially. This is also true of the Armey flat tax as well. 


Objection 3: the sales tax may not be a replacement, but 
rather an add-on to the current income tax. 


A very legitimate concern voiced by many conservatives is 
the danger that America will end up with both a sales tax and an 
income tax. This has been the experience with the consumption 
tax VATs in Europe. For this reason, some critics argue that the 
sales tax is only acceptable if the 16th Amendment to the 
Constitution authorizing a federal income tax were repealed. 

That would certainly be highly desirable, but is not necessary. 

To protect against the re i nt roduct ion of the income tax, I would 
insist on a supermajority tax raising requirement. 

Objection A: The national sales tax has been a political and 
economic disaster in Europe and Canada. 

VATs have had highly negative consequences in Europe, They 
have not raised savings rates, they have not reduced income tax 
burdens, and they have been an engine of growth of government . 

For these reasons, I strongly oppose a value-added tax. But no 
European nation has implemented a national sales tax as a 
complete replacement for the income tax. This is the critical 
difference between our proposal and what has occurred in Europe 
and Canada. 


I believe that the national sales tax is the superior tax 
reform proposal on the table. Many of the reform ideas now in 
the mix--including the Nunn-Domenici plan--will soon fall out of 
the picture and the national debate will begin to revolve around 
just two proposals: the flat tax and the national sales tax. My 
preference is the sales tax, but either of these would be vast 
improvements over the current system. 
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Chairman Archer, Thank you, Mr. Moore. 

Our last witness of the day is Michael Rothschild. 

STATEMENT OF MICHAEL ROTHSCHILD, PRESIDENT, 
BIONOMICS INSTITUTE, SAN RAFAEL, CALIF. 

Mr. Rothschild. Thank you, Mr. Chairman. My name is Michael 
Rothschild; I am president of the Bionomics Institute located in 
San Francisco. Our work is to help both the general public and pol- 
icy leaders such as yourselves understand the profound nature of 
the changes taking place in our economy because of the invention 
of the microprocessor. I also work as a consultant and as a 
businessperson in Silicon Valley. 

Let me cite one fact to you. Since 1971, when the microprocessor 
was invented, the cost of dealing with information has fallen 10 
millionfold. That is like dropping the price of a barrel of oil from 
$20 to 2 cents. That is like being able to buy a brandnew 747 for 
the price of a large pizza. This collapse in the cost of information 
is leading to a complete and total transformation of our economy. 
We are leaving the machine age and entering the information age, 
and because of that, are now in a period in our country and indeed 
around the world where we have literally an unlimited number of 
investment opportunities for a complete transformation of the econ- 
omy and a much higher level of prosperity than any of us can real- 
ly imagine. But to bring that into existence, we have to have a 
level of savings to marry up with new ideas, because you can’t just 
have a new idea and turn it automatically into products. You have 
to be able to invest capital to create the laboratories, to write the 
software to create those new products. In that regard, we have 
done grievous harm to ourselves over the years by punishing sav- 
ings tremendously through the income tax system. 

As a matter of fact, I do not even like to use the phrase, “the 
income tax.” I call it a “family savings tax”; it is not an income tax, 
it is a family savings tax system. Think of it this way, the first 
$15,000 or $16,000 of income to a family is not taxed. That is about 
the level computed as required to have a minimum level of exist- 
ence. It is only when a family has enough revenue to begin to be 
able to save, has potential savings, that the so-called “income tax” 
kicks in. 

So, in effect, our system really exists as a tax on family savings. 
And it is no wonder that we have among the lowest saving rates 
among industrialized nations, and we are near our all-time low in 
savings rates. This is, in my view, a catastrophic condition at a 
time when we face virtually unlimited investment opportunities. 

The problem with the flat tax — and I must disagree with my 
friend Steve Moore — is that it is still a family savings tax, in my 
view, even though the rate starts off being flat. It will inevitably 
lead to great complexity. As you have pointed out, Chairman Ar- 
cher, we have to pull the income tax system out by its roots or it 
will grow back. 

I brought this chart to show why it is so essential to change the 
basis of tax to consumption rather than taxable income. What I 
show is that when you try to compute taxable income, the larger 
circle representing a family, salary comes in, a portion of it is 



664 


saved, becomes investment, spins off interest, dividends, capital 
gains and the rest is consumed. 

When you have four flows in the middle of the chart, it is 
through that area that we try to calculate so-called ‘‘taxable in- 
come,” and that is where the special rules, regulations and loop- 
holes come in. 

It is inevitable that people will always have a good reason why 
a certain piece of their income or their savings ought to be exempt- 
ed. That is why we generate such incredible com^exity in the Tax 
Code. It is only when you go to the end of the system, to the final 
purchases level, that it is quite clear what the basis of the tax 
ought to be. The cash register receipt for a sales tax system auto- 
matically calculates that. There is no definitional problem, and we 
have not seen an issue of creeping definitional complexity in any 
of the 45 States which has a sales tax. 

I am concerned that even though the proponents of the flat in- 
come tax talk about being able to file on a postcard, that that post- 
card sized tax return would soon grow to poster size. 

Last, I would like to talk about fairness and morality. I agree 
with Steve Moore's idea of what I call a universal rebate, not to ex- 
empt certain types of items, food, medicine, what have you, but 
simply to say that perhaps for the first 15,000 dollars’ worth of 
spending that there is a full rebate. So for a 16 percent rate, that 
would be 2,400 dollars’ worth of taxes, so every quarter we would 
automatically send back $600. What would the family have to do 
in order to get that? Simply send in an honest to God postcard size 
filing like the top half of the 1040 which simply lists the people in 
the family, and their Social Security numbers, that is it. 

After a universal rebate takes regressivity out of the problem en- 
tirely, then you are in a true ability-to-pay system. Obviously, if I 
go out and buy an $80,000 Mercedes, which I have never done, but 
if I were to do so, I am demonstrating my ability to pay in the proc- 
ess of making that kind of consumption. So this is the fairest of 
systems in that sense. 

And finally, let me close on this point. Some would have us be- 
lieve that it is not good enough to simply have taxes proportionate, 
if you would, depending on one’s ability to pay as demonstrated by 
the rate of consumption. Their concern is that some people simply 
shouldn’t get richer than other people, that getting wealthier, sav- 
ing your money, and making something for your family is somehow 
immoral. I believe this can be traced back to thinking of the ma- 
chine age, of Karl Marx, who believed that the economy was a zero 
sum game. In the machine age view, for you to get richer I had to 
get poorer, the great steam engine of the economy could only run 
so fast and produce so much. 

But we have entered the information age. It is a positive sum 
economy because of the vast technological change I alluded to ear- 
lier. You can get richer as I get richer. There is no limit unless we 
are unable to save money. Today, we are unable to save in America 
because of the family savings tax system we call an income tax, 
and I hope that you are very successful in your leadership on this 
issue and bring us into the 21st century with a national sales tax. 

Thank you. 

[The prepared statement and attachment follow:] 
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Redesigning the Federal Tax System 
for the Informaton Age Economy 

by Michael Rothschild 
President, The Bionomics Institute 


Introduction 

Mr. Chairman and Members of the Committee, it is a great privilege to testify at these 
hearings on fundamental tax reform. My name is Michael Rothschild. I am president of 
The Bionomics Institute, an educational foundation based in San Rafael, California. The 
mission of The Bionomics Institute is to help policy makers and the general public 
understand how the radical technological breakthroughs of our age are transforming the 
fundamental nature of economic life. Our work is supported by hundreds of private 
individuals, including many high-tech entrepreneurs, committed to helping bring about a 
new era of freedom, opportunity, and prosperity for all Americans. 

We believe that recent breakthroughs in information technology have created an 
historically unprecedented opportunity for an explosive increase in human prosperity. 

Not all nations, however, will seize this moment and make the most of the stunning 
opportunities presented by the rise of the Information Age. Indeed, we believe that imless 
the United States quickly abandons obsolete economic policies-like the federal income 
tax-that were originally designed for the conditions of the Machine Age, the American 
people may miss their chance to achieve the great prosperity promised by the Information 
Age. Along with balancing the federal budget, we believe that replacing the federal 
income tax with a non-regressive National Sales Tax is the single most vital economic 
reform Congress can make in creating an environment that nurtures rapid and sustained 
economic growth. 


The Microchip Revolution: From the Machine Age to the Information Age 

Just as the fall of the Berlin Wall marked a new epoch in world affairs, last November’s 
election (following the Wall’s collapse five years to the day) opened a new era in 
American political life. Almost no one predicted it, but we are now living through a 
period of sudden, discontinuous change-a radical transformation of human society. We 
are leaving the Machine Age and entering the Information Age. 

Grasping the economic policy implications of this transformation must begin with an 
understanding of its root cause: a technological innovation of unprecedented magnitude. 
Consider this fact: Every week, without pause, one billion new microchips flow from 
factories around the world. A billion a week. By the year 2000, that number will be two 
billion a week. Just 25 years ago, the number was zero. 

Microprocessors, DRAM memory, SRAM memory, ASIC chips, microcontrollers, 
electro-optical converters, and a menagerie of other specialized chips pour out of 
assembly facilities to be immediately stuffed into personal computers, cellphones, pagers, 
fax machines, satellites, CAT scanners, camcorders, cars, and an ever-expanding list of 
intelligent machines. 

Services that we already take for granted-paying by credit card at the gas pump or 
drawing cash from an automatic teller machine-were inconceivable in 1 969, when Neil 
Armstrong set foot upon the moon. The Internet. Desktop videoconferencing. 
Genetically engineered foods. Direct satellite broadcasting. The future is coming on so 
fast it seems like someone’s jammed history’s fast forward button. What was technically 
impossible yesterday is here now and it's cheap-all because of the microchip. 
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Since the computer-on-a-chip was invented in 1971, the cost of handling information has 
plunged ten million-fold. That’s like being able to buy a brand new $175 million Boeing 
747 for the price of a large pizza. Never before in human history has the cost anything 
dropped so far so fast. And given what the semiconductor technologists already know 
how to do, we will witness another thousand-fold cost plunge in the next five years. 

If the price of crude oil were projected to drop a thousand-fold — from $20 to 2c a barrel, 
every economic forecaster would predict an enormous boom. Lower prices for gasoline, 
heating oil, and the energy absorbed in making industrial products would free consumers 
to shift their consumption to goods and services now beyond their reach. As the cost of 
basic necessities collapsed, living standards would surge. 

Airlines and electric utilities, among the major oil users, would have a freld day. But 
energy-producing competitors, like coal mines and solar energy firms, would be wiped 
out. Job losses and bankruptcies would devastate the energy sector, while the rest of the 
economy grew by leaps and bounds. 

No oil price plunge is on the horizon, but the collapsing of cost information is working in 
much the same way. From biotechnology to finance to the media, America’s information 
intensive industries are experiencing stunning rates of growth. At the same time, 
traditional industrial organizations are going through wave after wave of downsizing and 
consolidation. TTie Sunday classifieds arc choked with ads begging for workers with 
advanced information-technology skills, while unskilled workers have precious few 
options. In effect, the American economy is spontaneously reorganizing itself around the 
profits generated by cheap information just as it once organized itself around cheap land 
or cheap energy. 

Like the steam engine that ended the Agricultural Age and ignited the Machine Age, the 
microchip deserves both the blame and the praise for these ineluctable trends. But it is 
not widely appreciated that the forces unleashed by the microchip dwarf even the 
transformative power of the steam engine. The development of a more powerful engine 
had only a marginally positive impact on the rate of progress in other fields. But faster 
computers and enhanced software help improve engines as well as all other technologies. 

To recast a conventional economics term, of all technologies, it is information technology 
which has the highest “multiplier effect.” Because better information technology 
accelerates the rate of innovation in every field of science and technology, and because 
the cost of information technology is imploding, the microchip’s multiplier effect is 
magnified, unleashing the most powerful wave of economic growth in all human history. 
In a way not seen since the last great information technology breakthrough-Gutenberg’s 
printing press-ended the Dark Ages and launched the Renaissance, the microchip is an 
epochal technology with the most profound economic, social, and political consequences. 
For decades to come, our economy has the potential to grow far faster than our 
population-if we do not cling to outmoded economic policies that unintentionally stymie 
this growth. 


The Bionomic View: From “Economy as Machine^ to “Economy as Ecosystem^ 

Since economic growth of such magnitude is beyond our historical experience, it is hard 
to imagine. But our inability to grasp the economic implications of the microchip 
revolution is rooted in something more subtle than a lack of comparable experience. My 
own view is that most of us are blinded by an outmoded economic mindset, a worldview 
that we inherited from the Machine Age, a paradigm that 1 call “economy as machine.” 

Just consider the language that circumscribes conventional economic discourse-on the 
Left as well as the Right. The economy is always “losing steam” or “picking up speed.” 
Congress uses subsidies, taxes, and regulations to tinker with “broken market 
mechanisms,” while the Federal Reserve “primes the pump,” “fine-tunes the engine,” and 
“brakes inflation.” Indeed, every time new technology shows signs of creating too many 
new jobs and rewarding workers for higher productivity with higher real wages, all the 
experts nod and agree that “the economic engine is overheating.” 
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The philosopher Ludwig Wittgenstein once wrote that “The limits of our language are the 
limits of our reality,” By this he meant that human beings cannot conceive, much less 
discuss, an idea unless that concept has first been made accessible through language. If 
we don’t have a word to convey an insight, that insight simply doesn’t exist. How can we 
possibly hope to understand the nature of economic growth when we insist on describing 
the economy as a machine? Have you ever seen a machine grow? 

At a time when mind-boggling new technologies make possible unheard of economic 
growth rates, we remain trapped inside a Machine Age metaphor that precludes any 
intelligent discussion of economic growth. As The Economist recently put it, 
“Economists are interested in growth. The trouble is that, even by their standards, they 
have been terribly ignorant about it. The depth of that ignorance has long been their best- 
kept secret.” The culprit, in my view, is the “economy as machine” paradigm. 

Making sense of the Information Age economy will require more than a minor revision of 
this old economic paradigm. We need radically new thinking. As the social 
conunentator Peter Drucker pul it in a recent Atlantic Monthly . “We need to develop an 
economic theory appropriate to a world economy in which knowledge has become the 
key economic resource and the dominant, if not the only, source of comparative 
advantage.” 

Recognizing this challenge and the inherent limitations of “economy as machine” 
thinking, I put forward a radically new view of economic life in my book Bionomics: 
Economy as Ecosystem (Henry Holt & Company, 1990). Bionomics argues that a market 
economy is remarkably similar to an evolving rainforest. Populated by organizations 
rather than organisms, the economic rainforest is a staggeringly complex network of 
feedback loops, relationships that are competitive, symbiotic, predatory, and parasitic. 

Just as the genetic code inside organisms evolves through mutation and natural selection 
as those organisms adapt to particular ecologic niches, the technologic code inside 
organizations- blueprints, databases, algorithms, check lists, and procedure manuals- 
evolves through innovation and competition as those organizations reshape themselves to 
fit specific market niches. In the most abstract sense, both rainforests and economies are 
self-organizing information networks. 

Neither the natural nor the economic rainforest was planned. Both economies and 
ecosystems evolved spontaneously. The mind-numbing complexity of each system 
means that neither can be planned or controlled by some central authority. 

>From the bionomic perspective, technological evolution is the ultimate source of all 
progress and economic growth. By applying an ever expanding stockpile of scientific 
knowledge to real world problems, human beings discover ways to squeeze better results 
from less input. More from less-without limit. For example, instead of devastating the 
planet by smelting the mountains of copper that would have been required to create a 
global communications network, we’ve turned beach sand into microchip-packed 
satellites and optical fibers. In a bionomic economy, new technical know-how substitutes 
for labor, energy, and materials. Units costs fall. Living standards rise. In the final 
analysis, the growth of the economic rainforest is constrained only by human creativity. 


Recycling Today’s Profits and Savings Sustains Tomorrow’s Economic Rainforest 

In practical terms, however, a great new idea cannot generate economic growth on its 
own. Until that new idea has matured into a product that yields a stream of profits, the 
business organization nurturing that idea must keep investing capital its development. 

We see the same phenomenon in nature. Every seed has two parts: an embryonic plant 
and the sugar-packed tissues of the fruit that surrounds it. Until that seedling has spread 
its first leaves and begins producing energy from sunlight, it must draw all of its 
sustenance from surplus energy that was stored by the previous generation. 

In the economy, the savings of families and the profits of businesses are the surplus 
economic energy essential to the continuing evolution of the economic rainforest. If the 
stream of savings and profits being recycled from one economic generation to the next is 
diminished, the economic rainforest of the future will shrivel. 
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Needless to say, the existence of taxes makes for a crucial distinction between nature and 
in the economy. Of course, human societies are not ecosystems. They are communities 
of conscious beings who have established governments to deal with problems that cannot 
be managed effectively through private means. Like all other organizations, governments 
must have revenues. Taxes imposed by law meet that need. Nonetheless, since past 
savings and profits support technical innovation, and since new technology is the ultimate 
source of rising living standards, does it make good sense to tax savings and profits as the 
primary source of government revenue? 

Students of taxation might properly point out that companies don’t actually bear the 
ultimate burden of taxes. Through higher prices for the goods they sell, firms shift the 
final tax cost onto their customers. In the end, individual Americans bear all the costs of 
government. Firms serve as tax collectors, but they do not actually pay taxes. 

The So-Called “Income” Tax is Actually a *Tamilv Savings” Tax 

Though it is labeled an “income” tax, the federal system actually taxes potential family 
savings. To calculate the tax bill, total family revenues (all sources of income) are offset 
by various allowances, exemptions, and deductions which in effect represent the 
government’s estimate of basic living costs. At present, tax law adjustments work out to 
roughly $1 5,000 for a family of four. Four member households pay income taxes only on 
revenues over $15,000, because that is when they start generating potential savings. 

Since tax payments could be saved if they were not taxed away, the “income” tax is, in 
reality, a tax on potential family savings. 

Consequently, the U.S. government’s single most potent economic policy is designed to 
discourage family savings and encourage consumption. Few Americans have much day- 
to-day control over their earnings. Wages levels are determined largely by one’s previous 
investment in education and skills. But people can control how much they consume and 
how much they save. Teenagers decide between more stylish clothes and a larger college 
savings fund. Families choose between larger homes and more retirement money. 
Congress chooses between farm subsidies and scientific research. A single consume/save 
decision may redirect a few dollars or a few billion dollars, but all decision-makers face 
the same basic trade-off: now or later. 

Of course, economic choices are rarely “all or nothing” decisions. Teenagers don’t 
choose between no clothes and too much college savings. Few families opt for opulent 
mansions but no retirement funds. Economic choices are made at the margin, as 
decision-makers to try to find the best mix. Should your revenues be allocated 95 percent 
consumption/5 percent savings or 92 percent consumption/8 percent savings? 

The design of the tax system is crucial to an economy’s long-term growth rate, because it 
powerfully influences countless millions of consume/save decisions. The tax on family 
savings raises the effective price of those savings, making it harder to accumulate wealth. 
When people save less, they must consume more. There’s nothing else to do with the 
money. 

The Urge to Avoid the “Family Savings” Tax Drives Ever Increasing Tax Law 

Complexity 

When the federal income tax was first enacted, it was a simple “flat tax” on the wealthiest 
Americans. But as federal spending grew, particularly after World War II, people further 
down the income ladder began to be taxed. Gradually, an income tax designed for the 
wealthy became a tax on everyone. Today, “income” taxes, together with social security 
taxes, comprise over 90 percent of all federal revenues. A nation that began the 20*^ 
century without taxes on household savings ended up with a government utterly 
dependent on such taxes. 

As the income tax began to impact more Americans, the tax law’s complexity grew. 
Today, the Internal Revenue Code and regulations weigh in at one million words and 
5000 pages. On average, the law is “reformed” once every 1 .3 years. Just since the 1 986 
flattening of tax rates, several thousand sections have been added. 
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Evil special interests, their Gucci-shod lobbyists, and PAC hungry politicians take the 
blame for punching loopholes in the tax code. But these folks are merely acting out roles 
made inevitable by a tax system that is based on the word “income” but works to choke 
off the accumulation of family savings. 

Virtually anyone can make a reasonable csute as to why at least some of their “income” 
should not be defined as taxable “income” or why some of their expenses ought to be 
deducted from the calculation of “income,” Is it fair to treat as taxable “income” money 
saved for retirement? What if it’s “too much” savings? What about mortgage interest? 
Or college tuition? Or equipment depreciation? Or research and development? 



Setting a tax rate is easy. But if it’s an “income” tax, the hard part is defining precisely 
what that rate should apply to. This is why virtually every word in the tax rules attempts 
to distinguish “taxable income” from “non-taxable income.” Rules and exceptions. 
Exceptions to exceptions. This is the shadowy domain inhabited by tax accountants, tax 
lawyers, tax lobbyists and Congressional stafifers, who like Talmudic scholars, pour over 
holy IRS texts, contorting the language to free their clients from tax hell. 

Because an “income tax” is in reality a tax on potential family savings, taxpayers will be 
endlessly creative in arguing why some of their own savings should properly be excluded 
from the tax calculation. No matter how ^Tlat” it is when it starts out an “income” tax. 
b>Ltts^ very nature, mu&t inexorably evolve into hideous complexity, political corruption 
and public cynicism . Year after year, the loophole-ridden income tax law erodes the 
public trust on which our democracy is founded-even as it shrinks the flow of savings. 

Too few of the experts seem to realize that if a tax system must be riddled with loopholes 
to make it economically woricable and politically tolerable, then perhaps its basic design 
is wrong to begin with. 


A National Sales Tax Would Promote Family Savings 

The only way to stop taxing family savings and end the politically corrosive effects of tax 
law complexity is by abolishing the federal income tax. In its place, we should enact a 
consumption tax; specifically, a non-regressive National Sales Tax on final retail 
purchases of products and services. 

A National Sales Tax would end the present tax law’s assault on family savings. Every 
dollar a family saves would be tax free. Obviously, such a radical reversal in tax policy 
change would have a dramatically positive impact on frie national savings rate. As 
depicted in a frightening front-page story in this Monday’s Wall Street Journal , the share 
of disposable income saved by American families is near its all-time low. Millions of 
baby boomers, only a decade or so away from retirement, have virtually no savings. 


Precisely at the moment in history when stunning breakthroughs in information 
technology hold the promise of a great new era of American prosperity, we as a nation 
stand at the threshold of the future with our pockets empty. The only way to completely 



670 


reverse the bias against savings, take advantage of the extraordinary investment 
opportunities before us, and rescue the baby boom generation from financial oblivion is 
by switching over to a National Sales Tax as soon as possible. 


A National Sales Tax Would End the Cycle of Ever Increasing Tax La w Complexity 


A National Sales Tax would not only stimulate a vast surge in family savings, it would 
also pul an end to the politically destructive process of ever increasing tax law 
complexity. Forty-five states, home to 98% of all Americans, already rely on sales taxes 
and not one state has suffered from the creeping definitional complexity that has 
characterized the federed income tax system. Every final retail purchase triggers a known 
tax. Cash registers figure it out and merchants send it in. 

Many consumption lax supporters endorse the VAT (Value-Added Tax), instead of an 
NST. Under this system, taxes are added into a product’s price as it moves through each 
stage of production. Two problems weaken this approach. First, the VAT requires a 
large bureaucracy to handle the paperwork. Second, and more important, the VAT is 
buried in the price of final goods and services. The car buyer cannot tell what portion of 
the car’s price is for the car itself and what portion reimburses the dealer for the VAT. In 
a democracy, taxes-like prices-should be clearly labeled. For a society’s financial 
signaling system to work effectively, citizens must know how much lax they are paying 
for a given quality and quantity of government services. 

Only a National Sales Tax offers the kind of profound, transformative change that 
Speaker Gingrich and his colleagues promised the American people last November. No 
matter how well-intentioned, any reform of the “income” tax-whether its labeled flat, 
simplified, or consumption-based-will come back to haunt those who champion it. Back 
in Gorbachev’s time, such economic reforms were called “half-measures.” Rather than 
face up to the need for genuine change, these so-called “reformers” sought to rescue the 
destructive system they had inherited. This Congress must not repeat this mistake. 


A Universal Rebate W ill Make the National Sales Tax Non-Re gressive 

If a National Sales Tax is so dramatically superior to any form of income tax, why are so 
many otherwise cl ear- thinking people so afraid of it? Simply put, because they see no 
way to avoid the harsh impact that sales taxes typically impose on low-income families. 
Since lower-income families spend virtually all their earnings on basic consumption, 
critics contend that an NST would be severely regressive, taxing away a larger share of 
the income of the poor than of the rich. 

But this problem easily solved with a universal rebate. Assuming a family of four spends 
$15,000 (or $3750 per person) on basic consumption, at a 16% rate, the NST would cost 
them $2400. But that $2400 would be rebated in quarterly payments of $600. Simply 
listing their names 2 ind social security numbers on a postcard would qualify a family for a 
rebate adjusted by family size. Regardless of income level, every family would get a 
rebate that made their basic consumption free of federal tax. 

Some older Americans argue that instituting an NST would be unfair, because they spent 
their whole lives paying taxes on income and now that they’re only consuming, they’d be 
hit again. This problem is easily handled. Instead of a rebate based on the first $3750 of 
per person consumption, that amount could be higher for those bom before certain cut-off 
dates. As these seniors die off, this transitional feature would disappear, and all 
Americans would then get a universal rebate based on the same per person amount. 

With the universal rebate in place, the NST would be completely non-regressive. Taxes 
would be based on a clearly demonstrated ability to pay. If you splurge on that $80,000 
Mercedes, you’ll pay $12,800 in NST, while I pay just $1600 on my $10,000 Plymouth 
Neon. With elegant simplicity, the NST punishes the spendthrift while rewarding the 
saver. 
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Rethinking the Morality of Taxation 

For some, even a non-regressive NST is not “fair” enough. These critics contend that tax 
system must not only be non-regressive at the low end of the income spectrum, it must be 
progressive at the high end. And if not progressive in the sense of higher tax rates at 
higher income levels, then at least those with higher incomes should pay a “flat” rate on 
all their incremental income. Or, to put it more accurately, we should tax potential family 
savings and slow the accumulation of wealth. The unspoken, but widely shared belief 
among those who take this position is that becoming rich is somehow evil. 

When Karl Marx published the Communist Manifesto in 1 848, “a heavy progressive 
income tax” was his second priority after the “abolition of property.” Marx opposed the 
accumulation of wealth because he saw the economy as a zero-sum game. Like some 
thundering steam engine, Marx’s economy could only run so fast and produce so much. 
For me to win, you had to lose. Win-win outcomes were impossible. Income-the 
accumulation of wealth-was inherently evil, because it could only be gained by grabbing 
it fi-om the weak. All profit came from exploitation. This is the very essence of 
“economy as machine” thinking. 

Today, we know better. Or at least we should. Though zero-sum, class war rhetoric still 
shapes the mindset of liberal democrats, the Information Age economy is a positive-sum 
game where win-win outcomes are the norm. New wealth flows from higher 
performance at lower cost, a phenomenon driven by technological innovation. Newt 
Gingrich’s recent comparison of an optical fiber and wire cable leaps to mind. More like 
a rapidly evolving rainforest than a steam engine, the economy is a complex, living 
system whose growth is limited only by human creativity and the availability of the 
savings needed to turn new ideas into reality. 

Rejecting Marxist envy and zero-sum, Machine Age thinking, the moral message 
conveyed by a National Sales Tax is, “No matter how rich you get, if you continue to 
save and help grow the economic rainforest by financing new technologies and jobs, 
you’ll pay no tax. You only pay when you take resources out of the economy and 
consume above a basic level.” 

If Congressional leaders truly mean it when they promise Americans a new “Opportunity 
Society,” they must begin by eradicating the federal income tax . Notwithstanding Karl 
Marx, there is no shame in getting rich. There is only shame in “reforming” an income 
tax designed to prevent all Americans from doing so. 
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THE BIONOMICS INSTITUTE 


The 

Economist 


MAY 27TH-JUNE 2Nn 1995 


Down in the jungle, something stirs 


C OMBINE a clever name with a re- 
ceptive market, and you have the 
makings of an entertaining new trend. 
The name is “bionomics", which has 
nothing to do with giant greenhouses, ar- 
tihciai limbs or releasing the awesome 
power of the mind. It is about the econ- 
omy. The receptive market consists of 
politicians of various stripes, eager to be 
seen as catching the wave of the future. 

Bionomics is the creation of Michael 
Rothschild, a Harvard mba and lawyer- 
turned-consultant. In a book of the same 
name, published by Henry Holt & Co in 
1990, he complains that people have 
grown used to thinking of the economy 
as a huge machine, always either heating 
up, cooling off, or humming along. Mr 
Rothschild argues that, because ma- 
chines are man-made and static, these 
images are confusing. A better metaphor 
is the economy as rainforest, in which a 
wondrous variety of species (firms), in 
fierce competition for limited resources, 
endlessly mutate and adapt to carve out 
new niches for themselves. 

Uncontentious ideas, you might sup- 
pose. The fun begins when politicians 
get hold of them. The appeal of 
rainforestry is evident to both ends of the 
spectrum. Its implications are decidedly 
pro-market, while its emphasis on natu- 
ral forces and interconnectedness ap- 
peals to many voters on the left. 

Both Republicans and Democrats 
are now claiming the language of bio- 
nomics as their own. Newt Gingrich in- 
cluded it on his reading list. And when 
the Bionomics Institute of San Francisco 
held a forum in Washington on May 
18th, both the Progressive Policy Institute 
(the New Democrats’ think-tank) and the 



Progress & Freedom Foundation (Mr 
Gingrich’s) turned out to sponsor it. 

Yet when it comes to the rainforest it- 
self, the two camps hold very different 
views. Is the marl^tplace a happy habi- 
tat that has been invaded by a parasitic 
government virus? Or is it a Darwinian 
jungle, full of dangerous predators that 
must be hunted? Bill Archer, the Repub- 
lican chairman of the House Ways and 
Means Committee, wants to “create an 
entrepreneurial society in the rain- 
forest”, whereas Will Marshall, presi- 
dent of the ppi, stresses that “we still 
need rules in the rainforest.” 

Who says that politicians are unable 
to adapt to exploit niches in the market? 
Already, 1996 promises to be full of 
steaming undergrowth and Tarzan-style 
ululations. 
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Chairman Archer. I thank each of you gentlemen for your input, 
I think you have all given us a lot to think about, and we certainly 
want to stay in contact with you as we move forward with this 
process. 

Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. I will be brief because 
I know it is getting late in the day. 

Mr. Rahn, you mentioned the term “cash flow.” You don’t hear 
cash flow around here very often, but truthfully that is what this 
whole system is about, is cash flow. That is the reason we have $5 
trillion in debt is because of shortage of cash flow and the 
overexpenditure or writing of bad che^s. I am pleased to hear 
someone other than me and the Chairman mention cash flow. 

Mr. Roberts, you seemed adamant about not having to report 
anything to the IRS, but as I hear others talk about national sales 
tax and rebates, would that not require some type of reporting? 

Mr. Roberts. If the sales tax is, for example, applied to profes- 
sionals who sell services, then they become collection agents for the 
government, but still it is not their income that they have to re- 
port, and for the majority of the people there would be no reporting 
requirements. As long as the government collects revenues from 
any source, there will be an IRS. 

It is sometimes suggested 

Mr. Collins. But on the lower income level, though, it has been 
mentioned a rebate to those who are lower income. Would that not 
require some type of reporting to some Federal agency so they 
know who to send a rebate to and how much? 

Mr. Roberts. Yes, you would have to send your postcard to the 
Treasury. I think these proposals of rebates are excessively defen- 
sive. They are letting Socialists define the issue, which is we can’t 
have a regressive form of taxation. 

I don’t think it matters because, as I pointed out, you can redis- 
tribute all the income you want to the poor, regardless of the form 
of taxation. It can be a very regressive form of taxation, and you 
can still achieve redistribution as we do, and most of it is in kind, 
you know, housing subsidies, food stamps, Medicaid. And therefore 
I am not defensive the way two of the witnesses are about a value- 
added tax or a retail sales tax. So I would myself just dispense 
with the rebates, but if you are going to have them, yes, someone 
has to get the postcard and write the check. 

Mr. Collins. Mr. Moore. 

Mr. Moore. First of all, if you wanted to deal with the 
regressivity issue, you could do it the way Craig is suggesting. You 
could just deal with all income redistribution efforts that the Fed- 
eral Government undertakes on the spending side. That would be 
one way to do it. 

What I am suggesting, though, is a $5,000 per person rebate that 
goes to everyone, regardless of their income, because under this 
system we don’t know what anyone’s income — you know, we are 
going to put the whole income distribution argument out of busi- 
ness because nobody in Washington is going to know how much 
money anyone is making anymore, so what is going to happen 
under this system is that every American gets a rebate evejy quar- 
ter as long as they — and it doesn’t require any information except 
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for a Social Security card. So it does put the IRS out of business 
to that extent. 

Mr, Collins. That would not require a reporting of income to do 
what you are talking about. 

Mr. Moore. Right. 

Mr. Collins. How would you handle Social Security? 

Mr. Moore. Well, under our plan — we should have another 
whole hearing about Social Security. We want to privatize Social 
Security and deal with that icon later, but under our plan we 
would not make any changes to Social Security. 

Mr. Collins. You would still have the FICA tax? 

Mr. Moore. That is right. I don’t know, maybe someone else has 
some ideas about that. There are some plans that have been devel- 
oped, Mr. Collins, that would actually fold ’n a Social Security pay- 
roll tax into the payroll, into the national sales tax, and that would 
require you to go from about an 18 percent national sales tax up 
to about, what, a 25 percent or so. 

Mr. Collins. We are back to the reporting thing then, with the 
FICA tax. 

Mr. Moore. Yes. 

Mr. Collins. That is all. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Christensen. 

Mr. Christensen. Two quick points. One, I want to thank you, 
Mr. Roberts, for your testimony. It definitely was something that 
I will want to get the transcript on because I appreciated your 
rhetoric. 

My question would be for Mr, Moore and Mr. Roberts, though. 
What do you tell the National Federation of Retailers and those 
Main Street shopowners when they start hollering about the fact 
that the price of their goods has now been increased 18 to 20 per- 
cent? 

I see a potential problem there. I generally favor what I have 
heard today from your testimony. I truly believe that we are head- 
ing in the right direction, but I see that as a potential problem, and 
I also see possibly the simplicity of getting there, the transitional 
problem that we have talked about earlier today rather than going 
cold turkey, as Mr. Gibbons said, which I am in favor of, that there 
might be a transitional problem. I would like your comments on 
those two issues. 

Mr. Roberts. I think the retailers, like everyone else, will see 
the advantage of not having to report their incomes to the IRS, and 
the fact that the prices of the goods will be higher by the amount 
of the tax is offset by the fact that everyone’s take-home pay will 
be higher by the absence of withholding. So I don’t think it puts 
them at any unique disadvantage or somehow alters the rules 
against them in any way. 

The transition problems could be varied, but we should never let 
a transition problem keep us off the path of progress, and we 
should never get bogged down into whether or not it is convenient 
for the tax collection agency. The convenience for the IRS should 
be the last thing that this House considers. 

The House is endowed by the Founding Fathers with the initia- 
tive power of government. It is the House that is closest to the peo- 
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pie, and it is supposed to be an expression of the popular will. 
Therefore, you don’t want to be tools of the IRS and permit the IRS 
to tell you how difficult it will be for them to do this or that or the 
other thing. That is not our problem. It is not a problem for the 
House. 

Mr. Moore. Mr. Christensen, you are quite right that the retail- 
ers are going to put up a bit of a fight on this. In fact, we have 
been hearing from the retailers a bit already. We have to find a 
way of compensating them for the cost of collecting the tax because 
as a matter of fairness, we have to find a way, if only a small por- 
tion of the business is charged with collecting the tax, then I think 
in all fairness they should be reimbursed for some of that cost of 
collecting that tax. 

But I would agree with Craig on one thing, that when you look 
at small business generally, I have heard the argument made that, 
well, small businesses wouldn’t like to have to collect a sales tax, 
if you ask small businesses, if you had small businesses before this 
Committee, if you ask them to compare about the compliance costs 
of sales tax versus an income tax, I mean, there is no comparison. 
They think the sales tax is much easier. 

Do you have something to add to that? 

Mr. Hayes. We have a number of Members that have small busi- 
nesses. I think a lot of it is just education. Whenever you tax some- 
thing, you take something away from someone, and he has less 
money to spend. So we have under the income tax. By withholding, 
we already have a tax on consumption. We have reduced the 
amount you can consume by whatever the tax rate is, period. 

Under the retail sales tax we are giving, Mr. Roberts said, we 
are giving all of the money to you, and we are letting you make 
the choice, how do you want to consume. I think when you look at 
that, when the retailers start to see that, that a lot of those objec- 
tions are going to go away, particularly when you tie it in with the 
fact that most of them are collecting the State sales tax now and 
all of our proposals contemplate having the State collect the Fed- 
eral sales tax, and therefore not have to have an IRS and not have 
to have an enforcement agency at the Federal level. 

Mr. Roberts. May I just make one point about that. You see, 
under the kind of income tax system we currently have, you can’t 
save by being frugal because you are taxed on your income and not 
your expenditures. So being frugal doesn’t permit one to build up 
a nest egg, but under a retail sales tax or a VAT a person can be 
careful in his expenditures and therefore rapidly accumulate cap- 
ital. 

Mr. Christensen. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Archer. Gentlemen, thank you to each and every one 
of you. I again apologize for how long you had to wait, but we are 
very grateful for your input. 

Mr. Hayes. Thank you very much. 

Chairman Archer. The Committee will be adjourned. 

[\^ereupon, at 5:45 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 
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Raymond G* Adamczyk 
10315 W, Greenfield, #530 
West Allis, V/isc, 532U 

June 11, 1995 

DesLT House Ways and Means Committee, 

I wish to go on record in expressing 
ny views on the tax debate. The Flat Tax seems 
the simplest and fairest tax idea out there. 

■i^t could be fairer than eveyy American paying 
the same percentage or rate? But I think it 
is extramely important to include in the language 
of any flat tax bill a ceilin g percentage , above 
which taxes could not be raised. Please consider 
a rnaximum percentage in the wording of a flat tax 
proposal, say 20%, or something reasonable in that 
neighborhood. Otherwise, what is there to stop a 
future legislator from increasing a flat tax of 
today to say, 75!?? 

Thank you for allowing me to express 

Raymond G. Adamczyk 


ry views on this matter, 
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STATEMENT OF THE AMERICAN ACADEMY OF FAMILY PHYSICIANS 

The American Academy of Family Physicians is pleased to present to the Ways 
and Means Committee this statement for the record of the hearings held June 6-8, 
1995, on replacing the federal income tax. The Academy's purpose in presenting 
this statement is to support two of the Chairman's stated goals for the hearing: 

• to encourage greater savings and investment and 

• to improve the international competiveness of American workers and 
business. 

The Academy, which represents over 80,000 practicing family physicians, family 
practice residents, and medical students with an interest in family medicine, has a 
longstanding interest in the impact of health care costs on the American economy. 
Health care costs in the U.S. are extraordinarily high and are escalating rapidly. 

For these reasons, they not only compromise access to necessary health care 
services and lower the quality of available care, but they also siphon badly needed 
resources away from other sectors of the economy, particularly those involving 
international trade. 

This statement will address the following issues: (1) U.S. health care costs are 
the highest in the world and the gap between U.S. health care costs and those of 
other developed nations is growing wider; (2) high health care costs have a 
negative impact on savings and investment, the federal budget deficit, and the 
competitive position of U.S. business in international markets, (3) the major factor 
explaining the high health care costs in the U.S. relative to its International 
competitors is the extent of development of its primary care system; (4) reforms of 
the Medicare and Medicaid programs and in the private sector will have little 
impact on costs until the primary care infrastructure is substantially enhanced; (5) 
Congress can facilitate the shift toward primary care without increasing 
government involvement in the health care market mostly through modifications in 
existing federal programs: and (6) because of chronic and severe shortages of 
primary care physicians in rural communities, these enhancements in the primary 
care infrastructure are of crucial importance to the most internationally competitive 
sector of the U.S. economy, agriculture. 

1. U.S. health care costs are the highest in the world . 

As a percentage of gross domestic product, total health care expenditures in the 
U.S. are two-thirds higher than the average for countries belonging to the 
Organization for Economic Cooperation and Development (OECD) and more than 
30 percent higher than expenditures in Canada, the second-highest country. In 
terms of per capita health care spending, spending in the U.S. is 2.2 times higher 
than the OECD average and more than 50 percent higher than spending in 
Canada.’ 

Not only is U.S. health care spending considerably above average, the rate of 
spending growth continues to outpace that in the other major OECD countries 
(Canada, France, Germany, Japan, and the United Kingdom). From 1980 to 1992, 
the percentage by which the U.S. health care spending-to-GDP ratio exceeded the 
average for the other five major OECD countries doubled from 30 percent to more 
than 60 percent. Over this same period, the percentage by which U.S. per capita 
health care spending exceeded the other five countries grew from 60 percent to 
more than 90 percent. 

Changes in the health care spending-to-GDP ratio over time provide a measure of 
the a nation's total resources devoted to the health care sector of the economy. 

By adjusting health care spending by changes in overall prices it is possible to 
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assess the investment opportunities forgone in other sectors of the economy. 
Compared to the other major OECD countries, the opportunity costs of U.S. health 
care expenditure growth are substantially higher. This finding reflects that fact 
that between 1980 and 1992, health care spending in the U.S. increased 3.5 
percentage points faster than per capita GDP, compared to 3 percent points in 
Canada and 2 percentage points or less in the other major OECD countries. 

In summary, the U.S. health care system remains the most expensive in the world, 
and the gap between the U.S. and the other OECD countries is widening. 
Compared to the other major OECD countries, the U.S. faces the highest rates of 
increase in health care spending relative to GDP, the highest health care inflation 
relative to overall prices, and the highest opportunity costs of forgone 
consumption and investment in other sectors of the economy. 

2. High health-care costs hinder the international competitiveness of U.S. 

business. 

Businesses in the tradable goods sector face particularly high health care costs. 
Fifty-eight percent of America's internationally traded goods and services are 
manufactured goods. In 1992, employer costs of employee health benefits per 
hour were 76 percent higher in the manufacturing sector than in the non- 
manufacturing sector.^ 

Faced with steadily higher health care costs, American businesses respond in a 
number of ways. They hire fewer workers: provide lower wage increases or less 
generous benefits for existing workers; forgo investment in more plants and 
equipment, education and training, and research and development; lower dividends 
to shareholders: or increase prices, thereby leaving consumers with less income to 
spend on other goods. Each of these outcomes has a negative effect on the 
economy and on the competitiveness of American business in international 
markets. 

Increases in health insurance costs are either shifted back onto workers in the 
form of lower take home wages or shifted forward in the form of higher prices. 
Backward shifting if often inhibited by minimum wage legislation, existing labor 
contracts, and informal restrictions against wage reductions, in some industries, 
compensating for rapidly rising health care costs would require real reductions in 
wages. Wages are not easily lowered, and fully compensating reductions are not 
possible. Moreover, workers increasingly value their health insurance benefits and 
are unwilling to give up coverage or accept reduced benefits. Health insurance 
benefits have become a major issue in collective bargaining. 

Due to increased health care costs, total compensation for workers with health 
insurance may be higher than the value of the workers' production. Higher labor 
costs thereby result in lower profits or increased profits. However, companies are 
able to pass higher health insurance costs forward in the form of higher prices 
with little loss of sales only when competitors experience parallel increases in 
costs. 

There is a wide disparity In the combinations of fringe benefits and wages offered 
by different companies. Because companies with and without health insurance 
benefits compete in the same markets there is great pressure on companies that 
provide insurance to devise methods to eliminate the cross-subsidies. This is 
reflected in shifting of production overseas, outsourcing to smalt companies 
without health insurance and the increased use of part-time labor. 
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A country’s international trade balance will reflect the equilibrium between 
domestic savings and domestic investment. Interest rates will be higher in 
countries with low savings relative to investment than in countries with surplus 
savings. Higher interest rates will attract foreign capital, raising the exchange 
rate, and, thereby, reduce exports and increase imports. Furthermore, Increases in 
public outlays for health care translate into larger budget deficits and reductions in 
national saving. 

3. The under-developed primary care system is a major factor in higher U.S. 
health care costs . 

There is a substantial body of evidence indicating that the lack of a well-developed 
primary care system is a major factor in explaining the higher U.S. health care 
costs. This evidence stems from a variety of sources including cross-national 
comparisons, studies of the variation in per beneficiary Medicare expenditures, 
comparisons of the cost of care provided by primary care physicians and 
subspecialists, and examinations of the impact of lack of access to primary care 
services. The following section reviews briefly this evidence. 

• The lower health care costs, better health status (i.e., higher quality), and 
greater satisfaction ratings in other developed nations are, to a large extent, 
due to their reliance on primary care. 

The most extensive work in the area of international comparisons has been done 
by Barbara Stafield, M.D.^ She compared ten Western industrialized nations on 
the basis of three characteristics; the extent of their primary health service, their 
levels of 12 health indicators (e.g., infant mortality, life expectancy, and 
age-adjusted death rates), and the satisfaction of their populations in relation to 
overall costs of the systems. In nine out of ten countries, she found that nations 
with better developed primary care systems have lower health care costs, better 
health status indicators, and higher levels of satisfaction with their health care 
systems. Specifically, when the proportion of primary care physicians is greater, 
health care costs are lower. This is because primary care physicians have a more 
cost-effective style of practice and do not substitute unnecessary medical tests for 
good clinical judgement. Furthermore, nations with greater access to and reliance 
upon primary care services show lower infant mortality rates, longer life- 
expectancy, better immunization rates, lower age-adjusted mortality, and greater 
overall satisfaction with health care services than the U.S. The better developed a 
nation's primary care system, the better the population’s health status and the 
higher the level of popular satisfaction. Ratings for the United States were low on 
all three measures. 

It is important to note that higher health care costs in the United States are not 
due to greater use of hospital beds, the aggregate supply of physicians, or a 
greater number of physician contacts. Inpatient beds, admissions, average length- 
of stay, and occupancy rates in the U.S. are among the lowest in the OECD 
countries. Physician contacts per person per year in the U.S. are below the OECD 
average, and the U.S. physician-to-population ratio is slightly below average. 
However, the U.S. has a far higher percentage of specialists than in most other 
OECD countries. 

• In the Medicare program, the lack of primary care is directly related to high 
per capita health care costs. 

The most compelling evidence demonstrating the impact of primary care on overall 
health care costs comes from several studies examining the variation in per 
beneficiary costs under the Medicare program. For example, Dor and Holahan 
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examined differences In expenditures between beneficiaries living in urban and 
rural communities/ After adjusting for differences in prevailing fees, there is a 1 5 
percent difference In per-beneficiary volume of physician services between urban 
and rural areas. This study used multivariate techniques to examine a broad range 
of factors that might explain the variation in expenditures including beneficiary 
demographic characteristics, health status, consumer out-of-pocket costs, income, 
physician availability, hospital utilization, and health market characteristics. 

The results of this study indicate that the most important factor in controlling 
Medicare expenditures for physician services is the mix of physician specialties. 
Specifically, 

• a ten percent increase in the per capita supply of general practitioners and 
family physicians results in a two percent decrease in expenditures, and 

• a ten percent increase in the per capita supply of "specialists" results in a 
1 .4 percent increase in expenditures. 

The supply of general practitioners and family physicians has a relatively large 
impact on expenditures for inpatient care, surgical care, and consultations. The 
supply of specialists has a large impact on expenditures for office-based services, 
medical and consultations. 

The results of the Dor-Holahan study can be used to estimate the impact on 
expenditures of shifting the current specialty mix to one in which 50 percent of 
physicians are general practitioners and family physicians and 50 percent are 
specialists. Holding the aggregate physician supply constant, 

• shifting to a 50-50 specialty mix would result in a 39 percent decrease in 
expenditures for physician services. 

Specialty mix is the only policy relevant variable that explains the large variation in 
Medicare expenditures for physician services, and its impact on expenditures is 
large. The results of the Dor-Holahan study have been replicated in two more 
recent studies.® 

• Primary care physicians have a more parsimonious practice style than their 
subspecialty colleagues. 

There has been a large body of research performed over the last several decades 
that compare the practice patterns of primary care physicians with their 
subspecialty colleagues.® The most comprehensive of these studies is the Medical 
Outcomes Study, which showed that given an equivalent patient population, 
primary care physicians provide more cost-effective care than their subspecialty 
colleagues. For example, cardiologists hospitalize patients with similar levels of 
illness at more than twice the rate of family physicians and ordered more tests. 
Even after adjusting for differences in the types of patients seen by different 
specialties, cardiologists and endocrinologists had utilization rates that were 
considerably higher than those of primary care physicians for all health care 
resources. 

• The improved availability of primary care services reduces the inappropriate 
use of expensive health care services. 

The increased availability of primary care services for low-income populations 
reduces the inappropriate and expensive use of emergency departments. In one 
study, nearly half (45 percent) of patients waiting for emergency department care 
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cited unavailability of primary care services as their reason for using the 
emergency department.’ Only 13 percent of those waiting had conditions 
clinically appropriate for the emergency room: 38 percent were willing to trade the 
emergency room visit for assurances of an appointment at a primary care clinic 
within 3-days. 

• Real world examples of the cost-effectiveness of primary care are provided 
by HMOs and the State of Hawaii. 

Policy makers seeking to constrain the growth in health care expenditures are 
turning increasingly to HMOs and managed care as an important solution. HMOs 
have been shown to have far lower rates of utilization of hospital and other 
intensive technological services with no decrement in quality or patient 
satisfaction. One of the ways HMOs are able to achieve these results is by 
dramatically altering the mix of specialties within their provider ranks. Fully 70 
percent of U.S. physicians are subspecialists, and only 30 percent are in the 
primary care specialties. However, within HMOs, the ratio is nearly reversed; 60 
percent of physicians are in primary care, and 40 percent are in the 
subspecialties.® 

Traditionally, Hawaii's doctors have emphasized primary care instead of specialized 
services.® Utilization rates for high cost treatments are well below the national 
average. The result of this practice is reflected in Hawaii’s low infant mortality 
rate and low rates of premature death due to chronic disease such as heart 
disease and cancer. Early detection of potentially life threatening conditions 
results in low mortality and low hospitalization. Contrary to some popularly held 
beliefs, Hawaiians are healthier not because of unique genetics, healthy climate, or 
highly technological medicine, but because they have access to primary care. 
Moreover, Hawaii's readily available primary care makes its system less expensive. 
Hawaii’s health care costs as a share of gross domestic product are closer to 
those of Canada, Germany, France, and Japan then that of the rest of the United 
States. Despite Hawaii's high cost of living, health care is less expensive. 

4. Medicare and Medicaid reforms will have little impact on costs until the U.S. 
primary care infrastructure is substantially enhanced . 

Congress is considering a wide range of proposals designed to reduce the rate of 
increase in Medicare expenditures, including higher beneficiary cost sharing, 
enrolling a higher proportion of Medicare beneficiaries in managed care plans, 
Medicare vouchers, and medical savings accounts. While each of these reform 
proposals holds some theoretical possibility of reducing expenditures, there is only 
one proven factor that consistently holds down per capita Medicare expenditures, 
the availability of primary care. Congress' success in controlling Medicare outlays 
will be directly related to its success in improving beneficiary access to primary 
care services. 

As evidenced by the managed care industry and other nations, primary care is the 
backbone of high-quality, cost-effective health care systems. In addition to the 
diagnosis and treatment of acute and chronic illness, primary care physicians 
routinely provide health promotion, disease prevention, counseling, and patient 
education services. Historically, primary care physicians have been the providers 
for America's poor, underserved, and uninsured. For example, nearly 30 percent 
of all visits by uninsured individuals are provided by family physicians. 

In general, primary care physicians can manage 85-95 percent of all patient 
complaints with the same success, and at less cost, than their subspecialist 
colleagues. For those cases that require more subspecialized care, primary care 
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physicians maintain a wide variety of specialty and institutional consultative and 
referral relationships. It is part of the primary care physician's role to guide 
patients through the specialty care maze and to advocate for those who otherwise 
have difficulty obtaining access to subspecialty services. 

It is the primary care physician’s responsibility to coordinate all resources and 
services of the health care system for the benefit of his or her patients. Because 
of the depth and breadth of their training, primary care physicians manage those 
medical conditions that cause most of the morbidity and mortality in this country 
(heart disease, high blood pressure, etc.). 

Unfortunately, the trends in physician supply are running in the opposite direction. 
The proportion of practicing physicians engaged in primary care has declined from 
nearly 90 percent of physicians in 1930 to less than 30 percent today. The 
distribution of physicians in graduate medical education programs indicates that 
proportion is likely to decrease still further. 

Under the current system, there is no connection between the number and type of 
physicians needed by the public for its health care and the number and type of 
physicians that are trained. The choices that medical students and medical 
educators make are heavily influenced by the fact that teaching institutions get 
paid much more to train subspecialists in hospital settings and physicians get paid 
much more to provide subspecialty services. 

Medicare, which is the major source of graduate medical education (GME) funding, 
provides a powerful financial incentive for hospitals to train residents in the 
procedurally-oriented specialties rather than in the generalist specialties. For 
example, by limiting funding to hospitals. Medicare funding of graduate medical 
education targets inpatient training -- training that is relevant to an ever-narrower 
spectrum of medical care. Fan^ily physicians are largely trained in ambulatory 
settings where more and more health care services are delivered. Yet, these sites 
are ineligible for Medicare training funds. 

Leaders of individual academic medical institutions decide how many residencies 
and fellowship positions they need to serve as inexpensive house staff for their 
various departments. Upon completion of their training, these physicians are 
turned loose on the community whether or not there is any need for any more 
physicians in their particular specialty. 

Federal spending on Medicare GME currently totals over $6 billion annually, which 
averages nearly $70,000 per resident.’® In some teaching hospitals, the per 
resident payment is over $100,000 per year (in some rural states the per resident 
amount is only about $10,000 per year). Congress has placed absolutely no 
control on the flow of this money in regard to the total number and specialty type 
of residency positions that are funded- Any hospital that Is able to get a residency 
slot accredited can receive Medicare GME dollars. Given the mismatch between 
the physician supply and the public's health care needs, this in an irresponsible 
expenditure of federal funds. 

5. Congress can facilitate the shift toward primary care without increasing 
government involvement in the health care market mostly through 
modifications in existing federal programs . 

Congress can substantially enhance the availability of primary care by 
modifications in existing federal programs. The changes recommended below will 
improve payment for primary care services and redirect training dollars toward 
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programs that produce primary care physicians. None of these recommendations 
creates new federal bureaucracies. 

Given the potential for widespread Medicare savings when primary care services 
are maximized, the Academy recommends that the following Medicare reforms. 

A. Modify Medicare graduate medical education (GME) funding so that it better 
supports primary care training. 

o Limit the number of funded first-year residency positions to 1 10 
percent the number of U.S. medical school graduates, 
o Limit the period of funding eligibility to the first three years of 
residency training. 

o Eliminate the penalty that teaching hospitals incur for the time that 
residents spend training in non-hospital owned ambulatory facilities, 
o Extend eligibility for direct GME payments to non-hospital entities that 
operate approved residency programs, 
o Up-weight direct and indirect GME payments for residents in the 
primary care specialties. 

B. Remove disincentives to primary care practice by restoring equity to 
Medicare payment for visit services, which are the type of service that 
primary care physicians most commonly provide. 

o Implement a single fee schedule conversion factor rather than the 
three conversion factors currently in use. 
o Revise the Medicare Volume Performance Standard (MVPS) formula 
by replacing the current factor for the growth in the volume and 
intensity of services with one based on projected growth in gross 
domestic product plus two percentage points. 

C. Reverse the anti-rural bias in Medicare physician payment. 

o Eliminate the Geographic Adjustment Factor (GAF). 
o Provide 20 percent bonuses to physicians providing services in health 
professions shortage areas (HPSAs) and eliminating bonuses for 
specialty services in urban areas. 


Although Medicare GME provides some support for primary care physician 
training, Title VII of the Public Health Service Act is the only federal program that 
provides targeted funding for primary care training. Many family practice 
residency programs would not exist today if it were not for the availability of the 
Title VII funds. Until Medicare GME funding changes occur, primary care training 
programs will remain highly dependent on grants from Title VII. 

The American Academy of Family Physicians strongly supports the reauthorization 
of Title VII of the Public Health Service Act. In particular, the Academy urges 
Congress to pass S. 555, the "Health Professions Education Consolidation and 
Reauthorization Act of 1995," which was introduced by Senator Nancy 
Kassebaum and adopted by the Senate Labor and Human Resources Committee. 

5. 555 would achieve the combined goals of supporting primary care physician 
training, consolidating a number of different federal health professions training 
programs, and achieving budget savings. 

6. Enhancements in the primary care infras tructure are of crucial importance to 
rural agricultural commu ni ties. 


685 


Despite the fact that agriculture is The most competitive sector of the U.S. 
economy, nowhere is the shortage of primary services felt more severely in rural 
agricultural communities. The supply of physicians in rural communities is only 
one-third to one-half that in urban areas. Moreover, in counties with fewer than 
50,000 residents the ratio of primary care physicians to population has actually 
decreased since 1990,^^ The Impact of the rural physician shortage is reflected in 
higher rates of chronic disease, higher death rates from occupational trauma, and 
lower health service utilization rates. 

Although generally in short supply, family physicians are three or four times more 
likely than other specialties to practice in rural areas. They are the only physicians 
among all the specialties who are as likely to settle in nonmetropolitan areas as the 
general population. Subspecialist physicians tend to locate their practices in urban 
and affluent communities, not in rural and other underserved areas. 

Family physicians are the principle providers in community health centers, rural 
health clinics, federally qualified health centers, and the emergency rooms of local 
hospitals. Virtually all of the providers in frontier communities are family 
physicians. 

Rural and agricultural advocates have recognized the need for more primary care in 
their communities. Specifically, the American Farm Bureau Federation has 
recommended enhancements in: 

• Efforts of medical schools to train additional qualified family physicians to 
practice in rural areas; 

* Incentives at state and local levels to encourage doctors to practice in rural 
areas. 


The American Academy of Family Physicians appreciates this opportunity to 
address health care issues that affect the international competiveness of American 
business and the savings and investment rate in the U.S. We look forward to 
working with the Committee and the Congress in crafting proposals to Improving 
the accessibility and quality of health care services as well as bringing health care 
costs under control. 
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June 1995 


Mr. Chairman and Members of this Committee: 

The subject of tax reform was extensively debated by the 
Founders of our country. I do not l?now if other participants in 
these Hearings have taken the time to research the accounts of 
these historical debates when formulating the suggestions they will 
present to this Committee, but, having researched the Founders' 
original tax reform package, I am inclined to believe its 
fundamental principals are as valid today as when they were put 
into practice over two hundred years ago. 

Our nation's first revenue raising Act was "...in a certain 
sense a second Declaration of Independence; and by a coincidence 
which could not have been more striking or more significant, it was 
approved by President Washington on the fourth day of July, 1789." 
[See, Twenty Years of Congress, James G. Blaine, 1884, Vol. 1, page 
185] 


James Madison, in discussing this Act before Congress 
identified a fundamental principal concerning the power delegated 
to Congress to lay and collect taxes: 

"...a national revenue must be obtained; but 
the system must be such a one, that, while it 
secures the object of revenue it shall not be 
oppressive to our constituents." 

The Act went on to imposed taxes, not on Congress* 
constituents, but on specific "goods, wares, and merchandise , 
imported into the United States", and not one dime was raised under 
the Act by internal taxation: Internal taxes were frowned upon by 
the Founders, especially when a national revenue could be had by 
requiring foreigners to pay for the privilege of doing business on 
American soil! 

Jefferson, in his Second Annual Message {December 15, 1802) 
states : 


"In the department of finance it is with 
pleasure I inform you that the receipts of external 
duties for the last twelve months have exceeded 
those of any former year , and that the ratio of 
increase has been also greater than usual. This 
has enabled us to answer all the regular exigencies 
of government, to pay from the treasury in one year 
upward of eight millions of dollars, principal and 
interest, of the public debt, exclusive of upward 
of one million paid by the sale of bank stock, and 
making in the who le a reduction of nearly five 
millions and a half of principal; and to have now 
in the treasury four millions and a half of 
dollars, which are in a course of application to a 
further discharge of debt and current demands." 
[emphasis added] 

Imagine ... al 1 this in consequence of "external duties"! 
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In Jefferson's Second Inaugural Address (March 4, 1805), he 
points out: 


"At home, fellow citizens, you best know 
whether we have done well or ill. The suppression 
of unnecessary offices, of useless establishments 
and expenses, enabled us to discontinue our 
internal taxes. These covering our land with 
officers, and opening our doors to their 
intrusions , had already begun that process of 
domiciliary vexation which, once entered, is 
scarcely to be restrained from reaching 
successively every article of produce and 
property . . . 

"The remaining revenue on the consumption of 
foreign articles, is paid cheerfully by those who 
can afford to add foreign luxuries to domestic 
comforts, being collected on our seaboards and 
frontiers only, and incorporated with the 
transactions of our mercantile citizens , it may be 
the pleasure and pride of an American to ask, what 
farmer, what mechanic, what laborer, ever sees a 
tax-gatherer of the United States? " [emphasis added] 


Although a national sales tax appears to be somewhat fairer 
than existing taxation, such a tax would do ill to our nation as 
the various proposals are all based upon an internal consumption 
tax plan which ultimately increases the cost of goods manufactured 
on American soil; burdens the American Citizen in its collection; 
and, are to be paid by the "farmer, mechanic, laborer", etc., who 
will continue to see the intrusion of the "tax-gatherer of the 
United States" if such a system is adoptedl 

In view of the undesirable effects of an internal national 
sales tax, perhaps it is wise to follow the Founder's plan and 
study how imposts and duties (external taxation) were successfully 
used to fill the national treasury, encourage domestic 
manufacturing and assist in building a strong industrial base. 

In addition to imposing a specific amount of tax on specific 
articles of consumption imported, the first revenue raising Act 
also imposed an across-the-board tax on imports which was higher 
for imports shipped in foreign owned foreign built vessels, and 
discounted the tax for imports arriving in American owned American 
built ships: 


"... a discount of ten percent on all duties 
imposed by this Act shall be allowed on such goods, 
wares, and merchandise as shall be imported in 
vessels built in the United States, and wholly the 
property of a citizen or citizens thereof." 

This patriotic and skillful use of external taxation gave 
American ship builders a hometown advantage and predictably 
resulted in America's merchant marine becoming the most powerful on 
the face of the planet. Unfortunately, today when I visit the 
docks in New York’s Hell's Kitchen area, I am saddened that I can 
no longer read the names on the docked ships as they all seem to 
now be foreign owned foreign built vessels displaying flags and 
languages I am unfamiliar with.... an irrefutable sign of America's 
decline brought about by the obvious acceptance of thirty pieces of 
silver . 

Yes, there was a day when our national treasury was gladly 
filled by foreigners paying for the opportunity to do business on 
American soil. But this was when members of Congress, and those 
running for Office, put American interests first and would have 
considered the NAFTA, GATT and the WTO as acts of sedition, and 
would have tarred and feathered those participating in the 
surrender of America's sovereignty. 
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A national sales tax plan which omits external taxation as a 
principal source to fill our national treasury, is in fact a 
surrender of national sovereignty to the advantage of foreign 
interests I 


A Second Source To Pill The Treasury 


Having identified imposts and duties (external taxes) as being 
the Founder's intended primary source to fill our national 
treasury, I will now turn to their intended internal consumption 
tax plan. 


An across the board national sales tax would unquestionably 
increase the cost of production on American soil, as previously 
pointed out. To avoid this, and other unwanted effects of an 
across the board national sales tax, common sense dictates we must 
exclude from the list of taxable items, tools of production, 
supplies necessary to conduct business, services needed to sustain 
business, and the necessities of life (food, shelter, clothing, 
medical expenses) i.e. all those items which makes labor possible 
must be excluded. 


In simple language, a consumption tax plan ought to be limited 
to articles of luxury, and each article must be individually 
selected by Congress and the appropriate amount of tax must be 
determined for each specific item chosen, just as was done in the 
first revenue raising Act of our country! 


By limiting the tax to articles of luxury, and requiring each 
article to be specifically chosen and the appropriate amount of tax 
determined by Congress, a self regulating check and balance is 
imposed upon Congress- If Congress does its job properly and the 
nation as a wliolc is product iv<:> and prosperous, the sale of 
articles of luxury will undoubtedly increase, and with it, the flow 
of revenue into the common treasury! But, if Congress' policies 
become burdensome and its regulatory requirements upon business, 
industry and our nation's labor force inhibit a hearty economy, or 
any particular article is excessively taxed, the first sign would 
be is a decline in the flow of revenue into the national treasury: 
Thus, the free market place determines the limit of taxation under 
the Founder's internal consumption tax plan, and it establishes a 
self regulating gauge beyond the reach of Congress' man i pu J a t: ion ! 


As Hamilton said, in regard to taxes on consumption, they 


"... may be compared to a fluid, which will 
in time find its level with the means of paying 
them. The amount to be contributed by each 
citizen will in a degree be by his own option, and 
can be regulated by an attention to 'li': own 
resources. The r irh nay be extravagant, ''h-' peer 
can be frugal: and pr/vvjfe oppression may always bo 
avoided by a Judicious selection of objects pioper 
for such impositions . . . It is a signal advantage 

of ta.xes on articles of consumption that they 
contain in their own nature a security against 
excess. They prescribe their own limit, which can 
not be exceeded without defeating the end 

proposed that is, an extension of the revenue. " 

fNo. 21 of. the Federalist, emphasis added.] 
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Balancing The Budget 

Still one more question remains to be answered: what is to be 
done if insufficient revenue is raised from external and internal 
taxes on consumption? 

Once again the Founder's plan shines bright above all 
contemporary suggestions. Careful research into our Nation’s early 
legislative history reveals the Framers did in fact provide 
Congress with an emergency power to be used if deficits should 
arise. And the wisdom of the Framer's method, unlike tlie proposed 
balanced budget amendment {S.J. RES.l), contains a brilliant 
mechanism which would abruptly end Congress’ ciirrent profligate 
spending habits 1 

Linder the Framer’s plan, whenever the monies arising from 
Congress' normal taxing powers (imposts duties and excises) are 
found insufficient to fund federal expenditures during a fiscal 
year, and a deficit is produced by Congress borrowing to finance 
expenditures. Congress must then use its direct taxing power at 
the beginning of the next fiscal year to raise an amount sufficient 
to retire this deficit. 

Congress is required to follow the rules of apportionment when 
imposing this tax, and bills each state for a share of the deficit. 
Each State must contribute a share of the total deficit in 
proportion to its allotted number of Representatives as set forth 
in Article 1, Section 2, clause 3, of the United States 
Constitution. The more votes a State exercises in the House, the 
larger is its share toward extinguishing a deficit 
representation with proportionaJ obligation i 

The chart below is based on a total House membership of 435: 


STATE 

NO. OF REPRESENTATIVES 

SHARE OF DE: 

NEW YORK 

31 

31/435 ■ s 

MARYLAND 

8 

8/435' s 

CALIFORNIA 

52 

52/435 ' s 

IDAHO 

2 

2/435’ s 

FLORIDA 

etc 

23 

23/435’s 


FOUNDING FATHERS' FAIR SHARE FORMULA 


The states are left free to raise their share of the tax in 
their own way, within a time period set by Congress. But if any 
state shall neglect to pay its share, then Congress must send forth 
its officers to assess and levy that state's apportioned share, 
together with interest thereon. 

Legislative History 


This method of extinguishing deficits appears in seven of the 
ratification documents which gave life to the United States 
Constitution. The first emergency direct tax was imposed in 1798, 
to extinguish part of the Revolutionary War debt. It was later 
used during the War of 1812, and also to extinguish deficits during 
the Civil War. 

The Sixteenth Amendment to the United States Constitution did 
not repeal or alter Congress' power, or obligation, to impose the 
emergency direct tax should a deficit arise. The power of Congress 
to impose a direct tax still exists, and direct taxes are still 
required to be apportioned among the states, as pointed out by the 
United States Supreme Court [see Stanton v. Baltic Mining Co., 240 
U.S. 103, (1916); Eisner v, Macomber , 252 U.S. 189 (1920); and, 
Bromely v. McCaughn, 280 U.S. 124 (1929). Also see Congressional 
Research Service Report No. 84-168 A 784/275, which was updated 
September 26, 1984). 
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Big Advantages 

There is no smoke and mirrors with the 'FAIR-SHARE* method of 
balancing the budget. The emergency direct tax is required to be 
imposed whenever Congress closes a fiscal year with a deficit. The 
structural mechanism which would immediately bring fiscal sanity 
to Congress is the requirement of having Congress send a bill to 
the governor of each state, notifying him to remit his state's 
apportioned share toward extinguishing the deficit created during 
the year by Congress; the governors and state legislators being 
left with the burden of having to raise this money, and to send it 
off to Washington, D.C. 

Picture, for a moment, the expression on the faces of the 
Governor of New York and the New York State Legislature, if New 
York should receive a bill for its apportioned share [31/435] of 
the 1995 federal deficit. This threat would create a compelling 
incentive for the Governor of each state, and the various state 
legislatures, to keep a jealous eye on the spending habits of their 
Congressional Delegation ... it would require the fiscal 
accountability which the state governments once demanded from 
their Senate and House Members! 

In addition, because each state's share of the tax burden is 
determined by a fixed rule, similar to that which determines the 
House membership size of each state, a barrier is erected 
preventing the kind of mischief which Congress now practices, i.e,, 
discriminatory tax legislation; pork-barrel favoritism; special 
interest lobbying, etc. 


Bottom Line 


The Framers of our Constitution provided a specific method to 
extinguish anticipated deficits through an emergency direct tax. 
Hamilton, in No. 36 of The Federalist Papers, reminds us: 

"Let it be recollected that the proportion of 
these taxes is not to be left to the discretion of 
the national legislature^ but is to be determined 
by the numbers of each State, as described in the 
second section of the first article [United States 
Constitution]. An actual census or enumeration of 
the people must furnish the rule, a circumstance 
which effectually shuts the door to partiality or 
oppression. The abuse of this power of taxation 
seems to have been provided against with guarded 
circumspection." {EMPHASIS ADDED) 


The rule of apportionment was written into our constitution to 
remedy a major defect associated with "democracies", which Madison 
points out in No. 10 of The Federalist Papers; 


". . . have ever been spectacles of turbulence and 
contention; have ever been found incompatible with 
personal security or the rights of property; and 
have in general been as short in their lives as 
they have been violent in their deaths," 


And so, the Founding Fathers formed a Constitutional Republic 
to avoid the predictable disastrous consequences of democracy. 


The intended use of the emergency direct taxing power to 
extinguish deficits is not only far superior to any of the proposed 
balanced budget amendments being offered ... it is already part 
of our Constitution. The method in text form is as follows: 
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The Fair Share Balanced Budget Method 


"ARTICLE. 


"SECTION 1. Congress ought not raise money by borrowing, but 
when the money arising from imposts duties and excise taxes are 
insufficient to meet the public exigencies, and Congress has raised 
money by borrowing during the course of a fiscal year. Congress 
shall then lay a direct tax at the beginning of the next fiscal 
year for an amount sufficient to extinguish the preceding fiscal 
year’s deficit, and apply the revenue so raised to extinguishing 
said deficit . 

"SECTION 2. When Congress is required to lay a direct tax in 
accordance with Section 1 of this Article, Congress shall 
immediately calculate each State's apportioned share of the tax 
based upon its number of Representatives as allotted by the 
Constitution, and then notify the Executive of each State of its 
apportioned share of the total tax being collected and a final date 
by which said tax shall be paid into the United States Treasury. 

"SECTION 3. Each State shall be free to assume and pay its 
quota of the direct tax into the United States Treasury by the 
final date set by Congress, but if any State shall refuse or 
neglect to pay its quota, then Congress shall send forth its 
officers to assess and levy such State’s proportion against the 
real property within the State with interest thereon at the rate 

of per cent per annum, and against the individual owners of such 

property. Provision shall be made for a 15% discount for those 

States paying their share by of the fiscal year in which the tax 

is laid, and a 10% discount for States paying by the final date set 
by Congress, such discount being to defray the States’ cost of 
collection . 

Conclusion 

There are participants at this Hearing, and many political 
pundits appearing on talk shows across our country, who are far 
more articulate than I in identifying the glaring defects and 
dishonest nature of income taxation, whether flat or progressive. 
Likewise, there is also an abundant supply of those presenting u'ell 
rehearsed arguments against an across the board national sales tax, 
and have displayed their rhetorical skills quite admirably. But 
who, I ask, has made a substantial argument against the Founding 
Father’s original tax reform package? 

Perhaps our only problem in regard to tax reform is that we, 
as a nation, have lost touch with the original intent and wisdom of 
those who framed and ratified our Constitution ... such negligence 
culminating in our current dilemma. 

In closing Mr. Chairman, I would like to take this time to 
thank you and your staff for allowing me this opportunity to 
present my humble opinion on a subject of such great importance. 
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STATEMENT OF 

THE AMERICAN FARM BUREAU FEDERATION 
TO THE 

HOUSE WAYS AND MEANS COMMITTEE 
ON 

AN ALTERNATIVE FEDERAL TAX SYSTEM 


June 6, 1995 


Farm Bureau is the nation's largest general farm organization with a membership of 4.4 
million member families in 50 states and Puerto Rico. Farm Bureau members produce virtually 
every commodity grown commercially in this country. Our policy is developed by producer 
members at the county, stale and national levels of our organization. We appreciate the 
opportunity to comment on tax issues important to our member families. 

Farm Bureau applauds the efforts of this committee to hold hearings and move forward with 
the tax debate in the ICHth Congress. Making tax policy more farmer- friendly has been on the 
top of Farm Bureau's agenda for many years. The current debate contains many good tax reform 
proposals which are important to farmers and supported by Farm Bureau including; a lower 
capital gains tax, a higher estate lax exemption, deductibility of health insurance premiums by 
the self-employed and expanded use of individual retirement accounts (IRAs). We urge the 
committee to view these proposals as the start of a series of tax changes that will improve the 
economic well-being of our nation and its farmers and ranchers. 

Federal tax policy must give all citizens, including farm and ranch families, more opportunity 
to keep their own money and create their own personal financial safety net rather than rely on 
government. For farm families to be financially secure, tax policy must create a business climate 
where well managed farms can produce profits. Then, tax policy must allow farmers to keep 
more of their income so they can save for future financial security. 

Over time, the U.S. tax code has become more complex and harder to manage. Thus, U.S. 
tax policy has a tougher time accomplishing its intended agenda of encouraging private initiative, 
economic growth, equity, simplicity and collecting the needed revenue with a minimum amount 
of economic distortions. All of this has come at a cost to the private sector in terms of lost output 
and efficiency in our economy. It is now estimated to cost $192 billion annually to comply with 
the current tax system and its 480 forms. 


Current Farm Bureau Policy 


Farm Bureau policy states that tax policy should be designed to encourage private initiative, 
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economic growth, equity and simplicity. Farm Bureau supports the consideration of a single rate 
net income tax system. Farm Bureau policy currently opposes a value-added tax and believes 
that sales tax should be reserved to state and local governments. Farm Bureau also supports the 
repeal of federal estate taxes as well as cutting the tax rate on capital gains to a maximum of 15 
percent and indexing capital gains for inflation. Farm Bureau supports changes in IRAs to 
expand their use for saving for education, for the purchase and upgrade of primary residences and 
for medical illness. Tax changes to reinstate IRAs, to allow non-employed spouses to participate, 
and to expand the uses for saved funds will be good for farm and ranch families of all ages, 


Farming and ranching are extremely capital intensive businesses. Even a part-time, 
beginning farmer who owns little or no land can easily have over $100,000 of capital 
investments. When land is added to an operation's assets, capital needs can quickly reach a 
minimum of $200,000 to $300,000. Capital gains tax relief is needed to facilitate the movement 
of agricultural capital assets to the next generation of America's farmers and ranchers and to 
improve the economic viability of existing farm operations. It is preferable for this transfer to 
occur while both generations are alive, rather than be subject to estate taxes at the time of death. 

Farmers and ranchers have a vital interest in estate taxes because production agriculture 
remains a family enterprise -based industry. According to the 1992 Census of Agriculture, 85.9 
percent of farms and ranches are individual or family proprietorships and 9.7 percent are 
partnerships. Of the 3.8 percent of operations that are incorporated, only 0.4 percent are not 
family held. Without estate law changes, the next generation will find it more difficult to 
continue farming. 

Farm Bureau also supports increasing the annual gift exemption per donee from the current 
$10,000 to $20,000. This would provide another tool to ease the estate tax burden and help keep 
farms and ranches in the family. 

The 25 percent tax deduction for health insurance premiums of self-employed sole 
proprietors has been made permanent in recent legislation and will move in the near future to 30 
percent. This is a move that Farm Bureau has supported. We commend Congress for passing 
this legislation. In addition. Farm Bureau supports a permanent 100 percent deduction for health 
insurance premiums paid by self-employed individuals. Providing self-employed persons the 
ability to deduct 100 percent of the cost of their health insurance is a matter of fairness. 
Corporations, including farms that are incorporated, are able to deduct the entire costs of their 
employees' health insurance. It is only fair that all farmers, regardless of how their businesses are 
organized, be able to deduct their entire health insurance costs. 

Farm and ranch income can vary greatly from year to year. When farmers and ranchers have 
good income years, the amount of savings they can shield from taxes is limited and their incomes 
are heavily taxed. During tough financial years, farmers and ranchers may have no money to 
save. Changes in IRA rules will allow farmers to save more money and allow them to retain 
more of their income from savings. In addition, increasing the variety of uses for savings will 
give farmers more control of their financial future. 
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Farm Bureau supports accelerated depreciation, allowing for annual expensing of 
preproduction expenses and increasing the amount of capital purchases allowed to be expensed 
each year. Farm Bureau also supports tax incentives for producers who are forced to make 
expenditures in order to comply with environmental laws. Farm Bureau supports allowing 
farmers and ranchers to count income from livestock sales and disaster payments in the year that 
they would normally have occurred so that taxes paid are fair and a true reflection of normal farm 
income. Finally, Farm Bureau supports the creation of a per child tax credit, elimination of the 
marriage penalty and an increase in the personal exemption. 


Creating a New Tax System 

Current debate is beginning to move beyond tax reform toward a complete overhaul of the 
entire federal tax system. New tax systems being debated include the flat tax concept, a national 
sales tax, a value-added lax system and other consumption-based tax systems. Farm Bureau 
supports consideration of a single rate income tax system, but has not endorsed any specific plan. 
Farm Bureau believes that the goal is to design a system that is fairer and simpler and will 
encourage strong economic growth and greater opportunity for all citizens. 

The earliest work on a new system was done by Stanford Professor Robert Hall and Alvin 
Rabushka of the Hoover Institution. Their book, The Flat Tax , was first published 10 years ago, 
with a second edition this year. According to their analysis, a hypothetical farmer in Iowa would 
be due a carry-forward against future taxes when gross farm revenues (amount received from 
crop sales) fall short of the total farm expenses paid (including the purchases of goods, services, 
materials, wages, salaries, pensions, capital equipment, structures and land). In a profitable year, 
each farmer would also be able to deduct the costs of doing business (including capital 
equipment, structures and land) from revenues before calculating and paying taxes owed. The 
results, based on Hall and Rabushka, could be sent to the government on a 10-line postcard. 

This type of flat tax is favorable for farmers and ranchers with families (since personal 
allowances and dependent exemptions will still be deductible) and farmers and ranchers with 
business expenses (that can be deducted in the year they were made). Several flat tax plans have 
recently been proposed in Congress and several more will likely be added in coming months. 
Under each of these proposals, farmers would still be able to deduct all legal business expenses 
and transmit the results to the IRS on one simple form. The results should be positive on the 
macro economy as well. 

Earlier this year. House Majority Leader Dick Armey (R-TX) put forth his proposal based on 
the flat lax idea to simplify the U.S. tax code. This proposal would create one tax rate (20 
percent initially and 17 percent after the federal government is downsized) allow Americans to 
calculate their taxes in just minutes instead of hours. The results could be sent to the IRS on a 
postcard. The positives that Farm Bureau notes with this type of plan include: eliminating the 
current double taxation on savings and investment, lowering our already high marginal tax rates, 
simplifying tax compliance, insuring fairness, producing higher economic growth, and higher 
taxpayer compliance while restraining the growth in federal spending. 
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On the Senate side, Sen. Arlen Specter (R-PA) introduced on March 2, 1995 the Flat Tax Act 
of 1995 (S.488). This bill would also scrap the majority of current deductions and regulations 
and replace them with a 20 percent flat tax that could be filed on a simple 10-line postcard. 

While the Armey plan would eliminate all deductions and further cut the size and cost of 
government, the Specter plan would include limited deductions for home mortgage interest on up 
to $100,000 in borrowing and charitable contributions up to $2,500. Individuals would not be 
taxed on any capital gains, interest on savings or dividends. In our opinion, this is a very positive 
step. Under this plan, farm businesses would be able to expense 100 percent of the cost of 
capital formation, including purchases of capital equipment, structures and land in the year in 
which the investment would be made. The major positives about the Specter plan are:; 
simplicity, less regulations, more economic growth, increased efficiency, lower interest rates, 
lower costs of compliance and decreased fraud. 

On April 25, 1995, Senators Domenici (R-NM) and Nunn (D-GA) added their plan to this 
mix. Positive features of their include: simplifying the tax code and spurring personal savings 
and business investment. A new deduction for the 7.65 percent social security/medicare payroll 
tax would be added as well as a deduction for education/training costs and all personal savings 
including stock/bond purchases. The marginal tax rate for married couples earning over $24,000 
a year would be an effective 32.35 percent (after deducting the social security lax rate). This, in 
our opinion, is still a relatively high marginal rate. Business would pay a flat rate of 1 1 percent 
on income (revenues minus expenses) compared to the current rate of 35 percent, a plan that 
could be an aid to farm businesses. 

House Ways and Means Chairman Bill Archer has recently called for the abolishing of the 
present income tax system and replacing it with a consumption tax. In his words, the current 
system is "too broken to be fixed and must be replaced.” The Archer replacement tax would be a 
broad-based tax on individual and business consumption spending with exemptions for medical 
and housing expenses. Chairman Archer would also repeal the 16th Amendment to the 
Constitution that authorizes the current income tax. While Farm Bureau policy currently does 
not support a value-added type tax, we commend the Chairman for his open mind and 
willingness to help move America closer to a new tax system. 


Tax policy and the resulting rules, regulations and systems are critical to our members. 
Policies and systems that are fair and equitable promote both the economic well-being of farmers 
and our nation's food supply. Our tax system must provide incentives for citizens to pay their fair 
share of their respective tax liabilities and encourage all citizens to create personal financial 
safely nets. We urge the debate to continue as America moves toward such a new system. 
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STATEMENT OF AMERICAN IRON AND STEEL INSTITUTE (AISI) 

ON BEHALF OF AISI’s U.S. MEMBER COMPANIES 

The American Iron and Steel Institute (AISI). on behalf of its U.S. member 
companies, commends Chairman Archer and the Committee on Ways and 
Means for holding this hearing to examine'the potential benefits of fundamental 
tax restructuring and alternatives to the current income tax system. 

This is a huge undertaking. It is one that holds enormous promise even as it 
raises major concerns. Our long-held position is that this subject deserves 
serious national consideration. We therefore applaud all of the tax policy ieaders 
on both sides of the political aisle for having the vision to move this issue into a 
front-and-center position in the 104th Congress. 

Needed: A Careful Look at the Pros and Cons 

For the past several years, AISI has been one of the strongest, most public 
supporters of a careful, in-depth study of the pros and cons of basic tax reform. 
By letting the Congress know at every opportunity that this Is a key issue for U.S. 
steel producers, AISI has sought to promote a national debate on this matter. 

We concluded long ago that the study of fundamental tax restructuring is a 
priority issue for one simple reason - the existing U.S. business tax system is 
hurting U.S. investment, productivity, competitiveness, economic growth, jobs 
creation, and ultimately the standard of living in the United States. 

Still, as Chairman Archer has recognized, basic tax reform must be more than 
just an improvement over the current system. To justify the great effort that such 
a massive task entails and to ensure that the end result will be a pro-competitive 
tax system for the 21st century, the Congress must proceed carefully, look at the 
pros and cons, listen to those in the private sector that will be most affected, and 
address the significant number of serious concerns, questions and issues related 
to fundamental tax restructuring. 

If the Congress does decide, after an appropriate period of careful study, to take 
the current Income tax system and “tear it out by its roots," the aim on the 
business side should be to create a_simpJe. revenue-neutral substitute for, not an 
add-on to . the existing business tax system of the United States (corporate 
Income, including alternative minimum, taxes and payroll taxes). Accordingly, 
we are pleased that virtually every one of today’s major bills or proposals ~ from 
the flat tax to the “USA Tax" - endorses the concept of a total replacement of the 
existing business tax system. 

The fact that hardly anyone today would suggest enacting a consumption or 
value-added tax as an add-on to the current income tax system is progress - it is 
a first step on the road toward national consensus. What we now need to do is 
start defining the kind of tax system and tax policy results that we would like to 
see well into the next century. As Chairman Archer has said, consideration of 
basic tax reform must be measured against certain well-defined goals. We 
would urge that the Congress begin by developing a list of guiding principles. 

Guiding Principles 

If we as a nation are to move toward fundamental tax restructuring, it must be 
done right. Basic tax reform must conform to key principles. Any new business 
tax system should: 

1 . replace current taxes on U.S. companies and avoid net increases in 
taxes on U.S. businesses -- we will not improve U.S. competitiveness, if 
there are net increases in taxes on U.S. firms; 

2. provide for immediate expensing of new plant and equipment 
purchases - any new system should encourage U.S. investment. 
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discourage disincentives to investment, and promote rather than hinder the 
competitiveness of U.S. manufacturing; 

3. be border-adjustable (exempt exports, apply to imports the same as U.S.- 
produced goods) - this is an essential element of leveling the playing field 
and developing a pro-competitive U.S. tax system for the 21st century; 

4. be simple, less burdensome, and relatively easy to administer - steel 
and other U.S. industries share these goals with the individual taxpayer; and 

5. include appropriate transition rules - it is absolutely critical that Congress 
recognize that issues of fairness and equity affect both businesses and 
individuals and, if we are to make the new system fair, U.S. firms must be 
allowed to carry with them into this substitute system the net operating losses 
(NOLs) or tax credits that they have accumulated under the current system. 

Potential Benefits 

If properly constructed along the lines discussed above, basic tax reform could 
yield many benefits. It could lower the U.S. cost of capital, simplify the U.S. 
business tax code, promote U.S. exports, and provide additional revenue (from 
imports) for federal deficit reduction and other important national goals. In 
addition, many economists now believe that this could all be done without raising 
taxes for U.S. businesses or causing significant price hikes for U.S. consumers. 

Accordingly, there are good reasons for the Congress, U.S. industry and U.S. 
citizens to spend a substantial amount of time over the next year or two trying to 
craft a new, replacement tax system. 

Inadequate Capital Cost Recovery - The Present System is Broken 

There is no doubt that the existing antl-competitive U.S. business tax system is 
retarding U.S. Investment flows and harming U.S. competitiveness. Thus, in 
January, at Committee hearings on the tax provisions of the “Contract with 
America," we testified that, as Alternative Minimum Tax (AMT) payers, AlSI’s 
U.S. member companies agree totally with Chairman Archer that "the present 
system Is broken...". 

On June 6, 1995, the American Council for Capital Formation (ACCF) testified 
about some of the problems related to the current system. It noted that net 
business investment in the U.S. has fallen to only half the level of the 1960s and 
1970s: that the stock of equipment needed for strong productivity growrth has 
increased all too slowly since 1980; that tax policy does affect capital costs, and 
that tax rates on investment do affect the level of investment. It also noted in 
particular that (1) the marginal tax rate on domestic U.S. corporate investment is 
37.5 percent ~ higher than most other countries ~ and (2) U.S. taxes on 
machinery and equipment investment are especially high (e g., 18.5 percent on 
new investment in machinery, versus only 8.8 percent in Japan). 

Compared to other countries, the capital cost recovery system in the United 
States today is grossly inadequate. Based on recent research by Arthur 
Andersen, the ACCF estimates that, under the AMT, the “present value" of the 
entire stream of cost allowances for U.S. investments in modern continuous 
casting equipment is only 59 percent, compared to 81 percent in Japan, 82 
percent In Germany, 78 percent in Korea, and 88 percent in Brazil. Viewed 
another way, after 5 years, a U.S. steelmaker under the AMT recovers only 37 
percent on its investment In new plant and equipment, versus 58 percent in 
Japan. 81 percent in Germany, 90 percent In Korea, and 100 percent in Brazil. It 
was not always this way. Between 1981 and 1985, when a strongly pro- 
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investment tax regime was in effect in the United States, the present value for a 
simitar investment made in the U.S. was close to 100 percent. 

A Recipe for Capital Formation - 

No More AMT and Full Expensing: The Example of Steel 

When AIS) testified in January, it stressed that “capital costs and capital 
formation remain critical concerns to our industry.. ..{and that} the last thing we 
need is an anti-competitive tax that raises the cost of capKal and impairs capital 
formation.” Improving the U.S. capital cost recovery system, therefore, would be 
one of the most important potential benefits of fundamental tax restructuring for 
the American steel industry. Taking steel as an example, here is why. 

U.S. steelmakers must continuously invest in new plant and equipment in good 
times and bad in order to modernize, remain competitive, and comply with 
environmental laws and regulations. The AMT treats depreciation as an 
increase in income. As a result of this adverse treatment of depreciation, many 
capital-intensive, marginally profitable U.S. steelmakers remain permanently 
stuck in the AMT - the world’s worst capital cost recovery system, with a 150 
percent depreciation method and a 15-year cost period for most steelmaking 
assets (compared to 200 percent and 7 years under the regular tax). 

We estimate that the AMT raises our industry’s cost of capital by as much as 20 
percent. This is why, until basic tax reform is finally in place, steel and other U.S. 
manufacturing industries will continue to give strong supp ort to the kind of 
significant “incremental change" contained in H.R. 1215. The House-passed bill 
and the AMT provision sponsored by the Chairman would remove a major 
disincentive to U.S. investment by phasing out the AMT by the year 2001 . 

The bottom line: if the United States were to adopt a truly pro-competitive tax 
system - with no AMT to penalize investment and with full and immediate 
expensing of new plant and equipment purchases in Year One - it would be a 
major boon to capital formation in steel and other U.S. manufacturing industries, 
including our major customers in steel-using industries. 

Border-Adjustability - A Way to Promote U.S. International Competitiveness 

A second important reason to consider basic tax reform is the opportunity to 
include a border-adjustability feature, which could provide significant benefits for 
U.S. international competitiveness in addition to yielding a substantial amount of 
revenue from imports. 

The United States today is virtually the only major economy in the world that 
does not use some form of GATT-legal border-adjustable tax (BAT) on business 
activities in its territory. In Western Europe, Japan and other markets, U.S. 
exporters and the products that they sell face a BAT upon entry. In the U.S. 
market, however, we do not require foreign companies to pay a BAT on the 
goods they sell here - and our foreign competitors also get a rebate of their own 
government’s BAT when their products leave as exports. As a result, the 
international playing field is not level when it comes to fiscal policy. 

Perhaps the best example is the one closest to home. Everyone knows that the 
North American Free Trade Agreement (NAFTA) will eventually eliminate duties 
on intra-NAFTA exports of steel and other products. What has not received 
enough attention is the fact that U.S. exports will continue to be charged a 7 
percent goods and services tax upon entry into Canada and a 1 5 percent VAT 
upon entry into Mexico - and that these taxes will continue to be rebated for 
Canadian and Mexican exports to the United States. 
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Border-adjustability must be part of any basic tax reform. When combined with 
full expensing, a substitute BAT could have a powerful pro-competitive effect on 
manufacturing and the U.S. economy. 

Tax Code Simplification 

A third main reason to consider fundamental tax restructuring is tax code 
simplification. As AMT payers, steel companies know all too well the problems 
associated with tax code complexity. AISI’s U.S. members have to keep two 
sets of books - one for the AMT and one for the regular tax - and pay the higher 
of the two (nearly always the AMT). In addition to this requirement, there are the 
numerous depreciation and inventory calculations, the all-too-frequent changes 
in the Code, and the extremely technical language that only an army of 
accountants and IRS officials can understand. 

Looked at from a national perspective, the existing tax system is fraught with 
excessive administrative costs, and the total annual U.S. compliance cost for the 
private sector is estimated to be in the $300 million range. Surely, there are 
better ways for U.S. finns and individuals to spend their time and money. 

While any new tax system must include appropriate transition rules, which would 
involve some complexity, AISI would encourage the Congress to keep the goal 
of tax code simplification at or near the top of its aims for basic tax reform. 

Major Concerns. Questions and Issues 

With so much in the way of potential benefits from fundamental tax restructuring, 
why are we and other U.S. industries holding back somewhat and not rushing to 
endorse without qualification basic tax reform? The answer is this: perhaps the 
only thing more complicated than the current U.S. tax code is trying to figure out 
what a total replacement of the existing system would mean for one's own 
company, one’s industry and the U.S. economy at large. As noted previously, 
there are a number of critical concerns, questions, and issues that must be 
addressed before Congress takes the historic step of actually moving to enact 
fundamental tax restructuring. 

Net Tax Burden - WII It Be Higher? 

The potential benefits to U.S. businesses from basic tax reform will be clearly 
diminished if a new tax regime results in net tax increases. Unfortunately, even 
assuming that any new tax will be a replacement for, and not an add-on to, 
existing taxes on U.S. businesses, It is possible that tax burdens on U.S. industry 
(both in the aggregate and on individual industries and firms) could go up. In this 
regard, three central questions are: 

• What will the tax rate be? 

• How broad will the tax base be? 

• And will there be net tax increases on U.S. businesses? 

U.S. manufacturers have reasons to be concerned. Looking at just one 
proposal. Price Waterhouse has estimated that, whereas aggregate U.S. 
corporate lax liability in 1991 - under the current system - stood at about $68 
billion, it would rise to $78 billion under a 17 percent flat tax, to $88 billion under 
a 19 percent flat tax, and to $106 billion under a 23 percent flat tax. 

Moreover, there are concerns not only about the rate that will be chosen but 
about the issue of how the tax base will be computed. Our U.S. member 
companies wonder, for example, if they will be given full credit for social security 
taxes paid in whatever fundamental tax restructuring proposal is finally adopted. 
In addition, they are very concerned that some of the proposals add labor 
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compensation items (e.g., health and pension legacy costs) back into the tax 
base mix. The effect of this could be to create a “super payroll tax,” and that 
could be especially damaging to some U.S. steel producers. 

Effects on Financial Statements - Both Winners and Losers 

Yet another serious concern is the possibility that basic tax reform could 
eliminate deferred tax assets (e.g., NOLs, minimum tax credits, and health care 
costs that have value as future tax deductions). This loss of such future 
deductions and credits could have a devastating effect on some steel 
companies’ financial statements. Accordingly, our U.S. member companies 
worry about this accounting treatment of fundamental tax restructuring. 

The concern is real because the Financial Accounting Standards Board issued 
“Statement 109, Accounting for Income Taxes.” in February 1992, which 
mandates a liability method for computing deferred income taxes. The adoption 
of a tax other than on income could have a significant impact on the financial 
statements of companies. For example, companies with large deferred assets 
due to NOLs or minimum tax credits could suffer substantial losses from the 
reversal of such assets, as well as a weakened balance sheet. 

The impact of basic tax reform on financial statements is a major concern for 
some steel companies, because it could possibly wipe the equity of some 
companies off the books. The main point we would like to make, however, is 
that there could well be both major windfalls and big losers from the accounting 
impact of fundamental tax restructuring and, at least so far, this issue has not 
received the required attention. If the Congress does move fonward to enact a 
new tax system, we urge it to take action to preserve these tax assets. 

Accumulated Tax Assets and Credits - The Paramount Need for Appropriate 
Transition Rules 

AISI has always recognized that basic tax reform could not ensure that every 
U.S. steel company would pay no more under a new tax system in any given 
year than they do currently. At the same time, the more we have studied this 
issue, the more obvious it has become that, even under a welUconstructed, 
revenue-neutral, border-adjustable, substitute tax regime, there must be clear 
and fair transition rules to ensure that key industries and firms are not unduly 
disadvantaged, even temporarily. 

Many steel companies, for example, have built up significant accumulated tax 
assets under the existing corporate income tax system ~ including NOL 
carryfonvards and AMT credits - that total hundreds of millions of dollars. Our 
U.S. member companies naturally want to know: what will happen to these NOLs 
and other accumulated tax assets under various basic tax reform plans? 
Unfortunately, appropriate transition rules are a key missing ingredient from 
many of the proposals for fundamental tax restructuring. This is an issue of 
basic equity. It remains an absolutely critical issue for AISI’s U.S. members. 

Some have suggested that, for “GATTability" reasons, the choice is between (1) 
a tax that is border-adjustable and (2) a transition rule that provides U.S. 
companies access to their NOLs and accumulated tax credits. If correct, this 
would obviously make the concept of basic tax reform much less attractive to 
steel and other industries. We do not agree, however, that this is the choice. 
First, as one means of solving the problem, the Congress could allow U.S. firms 
to cash out their NOLs and accumulated tax credits. Second, as Gary Hufbauer 
(Institute for International Economics) recently noted, “the {GATT-}permitted 
range of adjustments is not static. Instead, it has gradually expanded over 
time.. ..{In addition,} the introduction of a new tax has sometimes served as the 
occasion for enlarging the range of permitted adjustments.” 
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If the Congress does move ultimately to enact fundamental tax restructuring, it 
should ensure both that the new tax is border-adjustable aod that there are 
appropriate transition oiles in place so that U.S. companies and industries are 
not unfairly disadvantaged. The issue of what may or may not be allowed by the 
new World Trade Organization wilt perhaps be a factor in the coming national 
debate. At this time, it is just one more concern that needs to be addressed. 

The Effects on Prices and Consump tion - Two Important “Wild Cards" 

The American steel industry, like a number of other key manufacturing 
industries, is inextricably tied to the performance of the U.S. economy as a 
whole. While AISI and just about everyone else would like basic tax reform to 
promote U.S. savings and investment, we do not wish to see a new tax system 
dampen U.S. consumption of steel-intensive products that contribute to the 
standard of living of our citizens and improve the competitiveness of our 
businesses. Fundamental tax reform should make the economic pie bigger - it 
should grow both U.S. savings and consumption. The question is: will it? 

The concern here is whether price increases could result from a new 
replacement tax system and whether these could possibly push down U.S. 
consumption of steel-containing manufactures. At the end of our national debate 
on tax policy, if the Congress does enact basic tax reform, it will inevitably 
involve some “leap of faith.” Two things, however, are obvious right now: we will 
need to be very clear about our main goals as a national economy, and we will 
need to improve the way we analyze this issue. 

Analytical Constraints 

The problem for us and every other U.S. industry is that, while we can all 
probably agree that, for example, not taxing capital expenditures will have 
tremendous impacts in all kinds of ways, there is no way to understand these 
effects fully by using a static analysis. 

The fact is that, while a static analysis assumes that certain macro-economic 
numbers (e.g., consumption levels) will not change, one of the primary aims of 
fundamental tax restructuring is to effect a society-wide change in tax payer 
behavior (e g., to increase savings). At the same time, the "science" of trying to 
estimate both the micro and macro-economic effects of basic tax reform through 
use of a more dynamic model has a long way to go. 

In sum, there are simply too many moving parts to estimate with any degree of 
certainty the potential impacts on (1) economic growth, (2) federal revenue. (3) 
the cost, price and demand of products, (4) the cost of capital, (5) exchange 
rates, and (6) securities’ prices. In addition, some of the dynamic effects from 
basic tax reform could take decades to work themselves through the economy. 
Thus, all we can do is try to make an intelligent guess as to how fundamental tax 
restructuring might affect our particular Industry and/or company. 

Conclusion 

This Committee is embarking on something - a possible complete overhaul of 
tax policy in the United States — that has not been done in this country in over 60 
years. AiSI applauds you for initiating the process. For our part, we have been 
looking at the issue of fundamental tax restructuring for a long time, and intend 
to contribute what we can to the national discusskm on basic tax reform that the 
Committee. Senate Finance, and the "Kemp Commission” will be leading. 

In part because of the aforementioned analytical oonstraints. we have r>ot sought 
in this testimony to come out for or against any of the major proposals for basic 
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tax reform. While the economic consequences of each could vary widely, they 
all have their good points and something to comn>end them when compared to 
the existing U.S. business tax system. Our intention here is to suggest 
guidelines, benchmarks, and principles that we would appreciate the Congress 
considering as it delves deeper into this important public policy matter. 

AISI's U.S. member companies are grateful for this opportunity to provide written 
comments on fundamental tax restructuring for the record, and look forward to 
participating actively in the coming debate. 
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Americans For Tax Reform 


Grover G. Nurquii^t 

President May 25, 1995 

Hon. Bill Archer, M.C. 

Committee on Ways and Means 
U.S. House of Representatives 
Washington, DC 205 1 5 

Dear Chairman Archer: 

We at Americans for Tax Reform salute you for your steadfast efforts in passing the 
Contract with America tax reductions through the House of Representatives and we urge you to 
stand firm in your negotiations with the Senate. 

We also look forward to your scheduled hearings June 6-8 on proposals to revise or 
replace the income tax. 

Americans for Tax Reform strongly supports reform proposals that will make federal 
taxes and tax rates fairer, simpler, flatter, and lower. We enthusiastically suf^rt the Armey Flat 
Tax proposal soon to be reintroduced in this Congress. 

Americans for Tax Reform strongly o pposes any national sales tax or value-added tax. 
Such taxes have consistently [Moven in practice to be "add-ons," not replacements for existing 
levies. 


Americans for Tax Reform ^nsors the Taxpayer Protection Pledge, which was recently 
signed by Senator Bob Dole. Other Presidential contends who have signed the Pledge include 
Senator Phil Gramm and Pat Bucharum. In the last election cycle, over 400 candidates from both 
parties were Pledge signers. 

Our president, Grover G. Norquist, would welcome an invitation to testify at the June 
hearings. Norquist is nationally recognized as a leader of the grassroots taxpayers* movement. 
We would additionally welcome any future opportunity to axnment or testify as you find useful. 
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\ , 

. Lucier, Jr. 

of Research 


t 
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cc: Rep. Phil Ciane 


1320 18"* Smer NW, Sum 200. WASHiNCTroN DC 20036 
Phoje: 2(12/78S0266 Fax: 2Q2/78S4)261 
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STATEMENT OF 
JOHN H. PERRY, JR. 

FORMER CHAIRMAN, 

AMERICANS FOR THE NATIONAL DIVIDEND ACT, 
TO THE 

COMMITTEE ON WAYS AND MEANS 
U S. HOUSE OF REPRESENTATIVES 
June 7, 1995 


Mr. Chairman and Members of the Committee, my name is John H. Perry, Jr. and 
it is my pleasure to have the opportunity to address a concept I originated nearly 
fifty years ago and which is before this Committee as one proposal for reforming 
our Federal tax system. My idea is the basis for H.R. 430, the National Dividend 
Act introduced by Congressman Billy Tauzin in the 104th Congress. I am 
grateful for the confidence that Congressman Tauzin has invested in the National 
Dividend Act and for keeping the legislation, which received support from 
Members across the political spectrum during the past decade, before the 
Congress. 

Members of the Committee, one month shy of ten years ago, I appeared 
before this Committee championing the National Dividend Act as the Committee 
conducted hearings which led to the Tax Reform Act of 1986. At that time the 
gross Federal debt of the United States was $1,816,974,000,000 and the deficit 
that year, 1985, was $212,334,000,000. As you consider changes to our tax 
structure in 1995 our Federal debt approaches $5 trillion, ^d the Budget of the 
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United States, submitted by the President a few months ago, projects deficits in 
the $200 billion range for the rest of the century. 

There are two changes to our Federal tax structure which will change those 
numbers, one is good for the short term ~ the tried and true method of raisii^ 
taxes to meet the demand for revenue, a method not even remotely appropriate 
today; the other is a permanent, long-term solution, the National Dividend Plan, 
the subject of H.R. 430, a concept which changes tax structure in such a way as 
to address not only tax "supply," but tax "demand." 

A full decade before my appearance at the 1 985 hearings, and before his 
election to the Presidency, Ronald Reagan noted that the National Dividend Plan 
"is not a half-baked utopian dream. It is a well thought out, fully documented 
program. . ." It is, moreover, a program to which I have devoted not only fifty 
years of my life, but a considerable portion of my assets. A tax bill with the 
National Dividend Plan as a central feature would be assured of passage and it 
would be veto-proof — no legislator could vote to deny voters a dividend and no 
President would fail to sign the bill. 

In the decade between 1985 and 1995 the Congress has considered, and 
even passed by majority vote, such ideas as budget control acts, and balanced 
budget amendments to the Constitution, and, more recently, the line item veto, to 
provide tools for restraining the demand for Federal spending. These ideas, 
worthy though they may be, and appealing in the abstract, fail for want of 
addressing demand where it begins; with the people of the United States. It is 
the voters and taxpayers who insist they want less government, and lower taxes, 
yet they remain solicitous of programs fi^om which they have, for years, derived 
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some benefit or which they see to be addressing perceived needs without regard to 
the depth of those needs or alternatives to meet them. 

Even the flat tax, and alternative tax systems being discussed today do not 
touch spending. And although different ways of developing revenue may be 
attractive, no systematic program that I have seen puts a cap on revenue -- down 
the road even a flat tax could be increased to meet more spending. Of course the 
revenue from any tax scheme could be ignored in favor of continued deficits. And 
while spending limits and reductions are a priority today, there is no "built-in" 
limiting mechanism, nor any assurance that the special interests will not derail 
even the best-intentioned deficit reducing efforts. 

The National Dividend Act sets in motion the National Dividend Plan 
(NDP), a comprehensive program to eliminate Federal deficits, create a "profit 
sharing" trust fund for America's voter-taxpayers, and create an incentive to 
support our national business and industrial enterprise. 

If the National Dividend Act had been implemented as a part of the Tax 
Reform Act of 1986 our budget would be in balance for 1996, and America's 
voter-taxpayers would be sharing in the distribution of National Dividend Trust 
Funds amounting to some $140 billion — the portion of Federal tax receipts 
represented by corporate taxes. 

H.R. 430, the National Dividend Act, contains five basic pro\asions. The 
first and the central innovation of the Plan is the creation of the National 
Dividend Trust Fund in which all Federal corporate income tax receipts would be 
placed instead of being spent as part of the government budget. The Fund would 
be distributed to all registered voters so long as the Federal budet was in balance. 
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Dividend payments would increase as corporate profit increased -- the incentive to 
support business and industry paying Federal taxes. 

The second provision gives voters a vested self-interest in resisting Federal 
deficits. Deficits would be discouraged by using the Trust Fund to meet excess 
spending thus reducing dividends. In other words, voters will insist that their 
legislators live within our government’s means, and since all voters have an equal 
interest in the result, all Americans, rich and poor, "big” and "small,” have an 
equal \’oice. All voters have an incentive to weigh each program for its value both 
to them as individuals and to the national interest. 

The third provision is the elimination of the double taxation of dividends. 
This would end Federal personal income taxes on corporate dividends — and on 
the Trust Fund distributions. It would serve to attract investment dollars into the 
private sector creating new jobs and stimulating business and industrial growth, 
benefitting the American economic machine. The growth would, as it provided 
jobs and income, increase regular Federal revenues for necessary government 
operations as well as increasing corporate tax revenue for the Trust Fund. 

The fourth provision is a cap on the Federal corporate tax rate. It would be 
up to the Congress to determine what the percentage would be — H.R. 430 uses 
the current rate — but it assures business of parameters so that business decisions 
and future plans can be made. 

Finally, the fifth provision is a freeze on Federal expenditures to phase-in 
the program. Every econometric model that we have seen indicates that Federal 
revenues would meet Federal spending in as little as three years if spending were 
frozen. The legislation provides a five-year phase-in period, or balance, after 
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which percentages of corporate tax beginning with 20 percent and increasing by 
20 percent each year, are dedicated to the Trust Fund. 

Using the decade of the eighties as an example, the following table 
illustrates the effect of implementing the National Dividend Plan: 


A DECADE UNDER 
THE NATIONAL DIVIDEND PLAN 

(In $ Billions) 



RECEIPTS 

OirHAYS 

TRUST FUND 

DEnCIT* 

DEBT 

1982 

6m 

745.7 


127.9 

1136.8 

1983 

600.0 

745.7 

— 

207.8 

1371.2 

1984 

666i 

745.7 

— 

1853 

1564.1 

1985 

734.1 

745.7 

— 

2123 

1817.0 

1986 

769.1 

756i 

116 

+ 23.4 

1996.7 

1987 

854.1 

815i 

38.6 

+108.4 

19%.7 

1988 

909.0 

8510 

57.0 

+1633 

1996.7 

1989 

990.7 

907.9 

818 

+245.0 

19%.7 

1990 

1073J 

9613 

1110 

+327.6 

1996.7 

* figures indicate surplus 












710 


The National Dividend Plan (NDP) gives each voter a stake in making sure 
that government addresses real needs, and in seeing that his or her legislator 
responds accordingly. Giving citizens a stake in measuring their demands against 
true budgetary impacts, and the prospect of a return on the success of American 
business may be a "radical" concept, but it is one with which we each live in our 
household every day; we must balance our budget — especially on our long term 
commitments, and the better we work, the more successful we are. 

But you say, this would just encourage greater divisions among people — 
exacerbate the tension between the haves and the have-nots. Never has America 
denied its most needy citizens. Indeed, poll after poll shows that America's voters 
want to address legitimate social needs - but that they also want to keep more of 
their own money to spend as they find appropriate. They would rather give their 
church, or local government, or some charitable entity money to meet perceived 
needs than to have a massive government program. They would rather use their 
own resources to pay school or college costs than to have to beg from and qualify 
for some faceless government program. 

But the practice of responding to special interests, "oiling" the hundreds of 
squeaky wheels that now make up not only our Federal programs but the way 
that we legislate, will have to pass the "means" test; Is it worth it if it means that 
my dividend is reduced? Some demands will meet that test; certainly challenges 
to our national sovereignty or national interests around the world which may 
demand defense expenditures, unusual events such as the disasters which have 
occasionally resulted in our people demonstrating that we are the most 
compassionate nation on earth, and other events which may call on our 
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enlightened self-interest to meet our national interest. The National Dividend 
Plan gives America's voters not only the opportunity to continue to generously 
meet national needs, but the self-interest to demand that those needs meet the 
test of being measured by the light of day. 

America is, even with its inequities and its problems, the greatest nation on 
earth - a successful and ever-growing experiment in democracy. For decades 
politicians and economists have debated the role of government and the use of 
revenues as a tool of policy. The National Dividend Plan is the logical conclusion 
of that debate: it uses revenue as a social tool to define and limit the role of 
government. The NDP can once again give life and meaning to the words of 
Alexander Hamilton — incidentally the first U.S. Secretary of the Treasury — that 
**Hcre (in Congress), sir, the people govern." 

Mr. Chairman and Members of the Committee, thank you for this 
opportunity to present the National Dividend Plan as contained in H.R. 430. I 
truly believe that the NDP not only provides a unique way to give the American 
voter-taxpayer a new sense of both public and private economics, but that it is the 
only concept which addresses both the need to limit spending and the requirement 
that spending decisions involve the American people. The National Dividend 
Plan encourages voters to make judgements, to weigh alternatives, and it even 
provides for the opportunity to not only forego a dividend but, in special 
circumstances, to deficit spend against future dividends — because America is as 
good and generous and great as it is. 

Instead of bemoaning the task of 535 Members of Congress trying to 
restrain themselves from doing what 260 million Americans appear to want them 
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to do. it's time that we create an environment in which the millions of American 
voter-ta?q7ayers demand that the 535 do what needs to be done — and give them 
the tool, the incentive, to make it happen. Rather than damn us all to continuing 
mediocrity, let us seek to develop our greatness, to make us all rich. 


John H. Perry. Jr . former Chairman of the Americans for the National Dividend Act and the 
origiiuUor of the National Dividend Plan concept, was Chairman of two Florida corporations 
headquartered in West Palm Beach, Florida: Perry Oceanographies, Inc., and Perry' (Jtfshore, 
Inc. The latter was the largest commercial builder of robot and maimed submarines in the U.S. 
Mr. Perry is Chairman Emeritus of the Perry Foundation, Inc., a not-for-pro&t corporation 
dedicated to marine science. 

From 1966 to 1968 he was a member of the U.S. Commission on Vlarine Sciences. 
Engineering and Resources which, after two years of study, submined its report entitled, "Our 
Nation and the Sea." He served as Chairman of the Commission's technology panel. Mr. Perry 
facilitates marine research at the Caribbean Marine Research Center. Through the Perry Energv 
Systems Division of Perry Oceanographies, he has developed an energy process for making 
methairol from sea water. His current energy project is to have his Energy Partners Company 
build fuel cells which will make combustion engines obsolete. 

Mr. Perry is the former E^esidenc and Chairman of Perry Publications, Inc. which until 
1969, operated 26 newspapers in Florida; All Florida Magazine, a Sunday supplement; Palm 
Beach Life magazine; the statewide All-Florida News Service, and numerous commercial 
printing plants in Florida. Perry Publications pioneered the development of computerized 
prmling of newspapers in the early 1960s. He is a director of the Naasau Guardian ( 1 844) 
Limited. Nassau, Bahamas. He is the author of The Ultimate Self Interest: Strategy for 
National Soivtnev (1984. 1987), a detailed explanation of the history and operation of the 
National Dividend Plan. 

Mr. Perry was bom in Seattle, Washington, January 2, 1917; graduated from Hotchkiss 
in 1935, Yale in 1939, and attended Harvard School of Business Administration. He makes his 
home in West Palm Beach, Florida. 
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June 9, 1995 


Phillip D. Mosely, Chief of Staff 
House Ways and Means Committee 
1102 Longvorth Bldg. 

Washington DC 20515 


Dear Mr. Mosely: 

I understand that the House Ways and Means Committee has sched- 
uled "Open"!! hearings on the oppressive US Tax situation. 

Please register my "vote" for a total US tax-system overhaul and 
strongly in favor of a reasonable "Flat Tax". 


ThanK You. 



files L. Anderson MD 
E330 Gerblng View Drive 
Union, WA 98592 



End: (6) 


cc: Norman Dicks, US House of Rep. 

Slade Gorton, US Senate 

Patty Murray, US Senate 

Newt Gingrich, Speaker, US House of Rep. 

Richard Armey, Majority Leader, US House of Rep. 
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ROBERT H. ASHWORTH 
16300 198TH avenue NE 
Wcxxljnville, WA 98070 
(206) 788-7895 


RE; Flat Tax 

Phillip Mosley 
Chief of Staff 

U S. House of Representatives 
Longworth Office Building 
Washington, DC 20515 

Dear Congress person, 

The time has come for a flat tax of some kind. It must be one where there is no 
judgment made on what is a legitimate deduction by the IRS. There should be 

no deductions. 


It would not have to exceed 10% as all money that changes hands will be taxed 
adding additional black market monies that are currently not being taxed. 

Also, the economy will have a boom like never before. The problem with our 
economy now is a lack of jobs caused by too high of taxes and the increasing 
risk to start businesses. 


Do it now! 



Robert H. Ashworth 
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Uc.«DiaM2 


June 16, 1995 

Mr. Phillip Mosley, Chief of Staff 
Conunittee on Ways 6 Means 
US House of Representatives 
1102 Longworth 
Washington DC 20515 

Dear Mr. Mosley, 

I am in complete support with eradicating our current tax system 
which as you know penalizes the productive people of this country. 

I think the National Sales Tax would be the best system to replace 
our current system for these reasons: 

1. It is the form of taxation our Constitution allows, 

2. It would require everyone to pay. Drug dealers, 
prostitutes, and other illegal money makers would 
finally contribute to our system. 

3. It would not allow the Congress to eliminate the 
deductions and then raise the tax, like they could if 
we had a flat tax. 

A flat tax would still allow for cheating and wasted time preparing 
forms for the IRS. We must eliminate the IRS and all the wasteful 
acts associated with preparing our tax returns. 

My wife spends too much time with accounting for this business, in 
addition to our other joint business and our rental properties. 

Lastly, we're sick of paying 15.3% of our income in Social Security 
taxes in addition to income taxes because we're self employed. 

If the employees of this country had to come out of their savings 
like we do, this debate would have taken place many years ago. 

Please push towards the National Sales Tax. 

Thank You, 


Rick Jabour 



800 'D' Davis St * VscavWs, CA 06688 • (TOT) 447-5757^(800) 441-5657 
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848 Jackman St. #317 
El Cajon, Ca 92020 
June 2 , 1995 

Dear Mr. Mosely, 

It is exciting to have input into the issue of changing the 
tax laws. We must preface our ideas, however, with the statement 
that it is not the tax laws per se that are the problem, but the 
overspending. The overspending, and the apparent attitude of our 
Congressmen that there is an open checkbook available from the 
American people is what has caused the taxes to be so onerous. 

Therefore the first change we would make would be that 
spending must always be based on the PREVIOUS year's available 
money, not the estimated amount. That way, unless there is a 
major recession or depression, the budget ought to always be 
balanced . 

We would most like to see the income tax eliminated. However we 
do not trust Congress with a "phase in phase out". When Reagon 
allowed a tax increase with a "future" spending cut, the spending 
cut was never realized. Therefore we no longer trust "future" 
promises. If a national sales tax is started, it should be 
started simultaneously with the income tax being eliminated, and 
not gradually. 

If we instead go to a income flat tax, there should be no 
national sales tax, and there should be flat tax of perhaps 
10-12% with a mandated ceiling (forever) of under 20%. Without a 
ceiling, I could see the Congress once again consider taxpayers 
"rich" and we would be even more heavily taxed than now. If there 
is a flat tax, there should be no tax for incomes of $10,000 or 
below for single people and $20,000 or below for married people. 
Other than that there should be no "earned Income" credit, and 
noone should be exempt from the tax, including welfare recipients 
or other holders of government handouts. A deduction for children 
including a deduction for child support for whoever pays it, and 
for interest paid (not just mortgage interest but any interest), 
and a deduction for taxes paid ( including not just state or city 
taxes but sales tax as well) should be included so we are not 
paying tax on tax. Also, there should be a deduction for money 
received that is simply return of income, such as the portion of 
pensions that comes out of salary that had alreay had taxes taken 
out of it. Social security tax and Medicare tax should also be 
deductible. Once again, whatever the money this raises, that 
should decide the spending. Just like my budget, the budget 
should be based on income, not on what the Congress can extort 
from the people. Except for the items mentioned, the tax code 
should be eliminated. It is too complicated and too difficult to 
understand. The IRS should also have to prove any claims so that 
the taxpayer is assumed innocent. Apparently the IRS not can 
assume that a taxpayer earned income and force the taxpayer to 
pay tax on this income without evidence that the taxpayer earned 
said income. This practise of the IRS is ridiculous and the 
agency should have to prove that the taxpayer earned any disputed 
income. 

Should the income tax be eliminated completely, and a sales tax 

instituted instead (as I would like to see), state and local 
income taxes should also be eliminated. The sales tax then should 
be only on actual sales of goods, not sales of services. There 
should be no tax on capital gains. The sales tax also has to have 
a celling beyond which it cannot go. A sales tax of 10-12% seems 
reasonble, with perhaps food being exempt. The tax should not be 
able to be higher than 15%. The name of the game is CUT SPENDING. 
If this has to be forced on Congress by reducing revenues and 
saying "Thats all there is", so be it. 

Thank you for asking for our input. 

Yours sincerely, 

Lynn Badler 

Ted Warren 
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Phyllis D Beamon 
2401 Determine Court 
Louisville, Kentucky 40216 
May 30, 1995 


House Ways & Means Committee 
ATTN: Phillip Mosley 
Longworth House 
Washington, DC 205 1 5 

Dear Representative, 

I am writing this letter and requesting that it be presented and read before the 
House Ways and Means Committee on Tax Reform which is scheduled for June 6,7, & 8. 
The situations and problems that I see in the forthcoming tax reform programs must be 
addressed by us, the concerned public. It saddens me to see the freedoms and country that 
our ancestors fought and died for being allowed to vanish without our speaking out on 
behalf of its salvation To begin with, the Revenue Act of 1862 is very antiquated and 
desperately in need of review and updating to meet today's needs rather than the war time 
periods in which it was formed. Tax preparation and filing has become so complicated 
and confusing that it must be simplified. I have worked as an accounting clerk in a large 
business, still the tax laws and forms are so complicated it makes many things easy to 
either over look or miss completely 

Taxes were implemented as a temporary method to help this fine country. All law 
abiding, hard working Americans do not mind helping our country remain strong and vital, 
however, enough is enough! I have served my country in foreign lands and seen how the 
socialist programs work - they do not work. Why do you think the Soviet Union fell, the 
people were tired of the oppression Our forefathers fought to remove themselves from 
the oppression of England and the situation of taxes being levied heavily on them. I do not 
mind paying "my fair share", but the continuing of the government to increase taxes on it's 
constituency and not allowing enough for personal exemption (which should be approxi- 
mately $12,000 or more) is becoming increasingly hard to bear by ourselves. We are not 
only taxed when we buy items, but we are taxed directly off our income If a flat tax was 
made of 7-8% to be paid when things are purchased, everyone would be paying their share 
of taxes and the earlier mentioned tax forms, etc could be done away with. This would 
again simplify taxes and no one (whether legal or illegal income was being made) would be 
exempt from paying into the support of this countries needs, in fact even monies "stashed" 
into foreign bank account would not be exempt. 

The power that has been given to the IRS needs to be more controlled and 
monitored. As it presently stands, the IRS has the authority and power to take a persons 
assets even though no wrong doing has been established. There are numerous examples 
of properties, people had worked hard and long to acquire, being lost permanently due to 
an error not on the persons part, but on the part of IRS 1 personally have had two 
mistakes made in my taxes. The first they claimed that my calculations were incorrect and 
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SO they threatened and billed me for the difference plus interest. The error was on their 
part, not mine - the notification of their error in truth being made and corrected so I owed 
nothing was far from being as aggressive in apologies as the earlier had been in 
accusations! This brings up another point, they charged me interest on the amount I was 
suppose to have owed them, but they do not pay interest when they owe us and delay 
release of our refund. And to think this whole program started as a voluntary program, 
seems to me that the attitude of correspondence could have some considerations and 
politeness, being rude does not help solve problems. The second incident, they claimed I 
owed some monies, rather than research the difference I sent them a check for the full 
amount, with all papers attached that were to be returned (signed, dated, and mailed with 
check). Several months later I was notified that some form was not returned (though I 
had copies) so 1 was being penalized $5.00 and threats were express if I did not pay this 
additional $5.00. Note should be made that the form they wanted signed did not 
accompany the notice and so if I had sent a check for $5.00, in another several months 
would I have received another penalty? Possibly? Probably! 

Being an only child, another area of concern for myself is the discussed changes in 
the inheritance taxes. My parents worked many years saving, doing without, hoping that 
their only child could have a better, easier life than they had. If laws are changed then a 
lot of what they have sacrificed and saved to help me will instead go to the government, to 
support or "shore-up" programs that the funds have been being misappropriated and 
wasted in the past . They even stand a chance (if sickness occurs) of loosing their home, 
because Medicare and Medicaid can take your home if your health bills are high, but yet 
we had no choice from the beginning as to whether to pay into these "insurance" programs 
(which is what they are) or not. Had people been allowed to invest those monies into 
other areas many of these Federal Programs would be unnecessary. Another example of 
misuse of Federal Taxes would be prisoners given Pell Grants. I can understand trying to 
help rehabilitate them to release back into the community, but why not loan them money 
rather than give them a grant. 1 (a law abiding, tax paying citizen) did not qualify for a 
Pell Grant - 1 made to much money! At the time I was attending college full time and 
working full time - single making my own way. Had I committed a crime I guess I would 
have qualified for a grant! Does there seem to be something wrong with this premise? 
There does to me. What is our incentive to work, save, and strive to better ourselves? 
This again brings up another point, when I get old enough to draw Social Security it will 
not be there. The government has already told all of it constituency of this fact. Another 
Federal Program that I have supported will NOT BE THERE FOR ME! I have had to 
pay into it, but will never see ANY return. At least with a life insurance policy, or a 
saving account, I would have a small amount of income. 

I love this country and would not wish to live anywhere else. I have lived in other 
countries! This is my home and I am supportive of its original goals and dreams of our 
forefathers. It is up to people like myself to voice our opinion, otherwise the leaders of 
this once great country, may loose sight of the importance of each and every American. 


Sincerely, 
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P,0. Box 1750 

Fairfield Glade, TN 38558 
June 1 , 1995 


Mr. Philip Mosley 
Chief of Staff 
Ways and Means Committee 
Washington , DC 20515 

Dear Mr. Mosely; 

Please let it be known that I support ’a flat tax of 17 to 20% 
with some built in protection for unreasonable increases on a 
regular basis . 

Let the free market forces work and get government out the way. 

The role of government is to protect its citizens from aggressive 
enemies, if it gets out of the health care business, school lunches 
and other social programs it can learn to balance its budget. 

Man should be entitled to the fruits of his labor, women too. 

It's not for the government to determine what allowance we 
should be allowed to have. 

It's time this government got its fiscal house in order and learn 
some restraint. 

Sincerely , 

n yn 

^ . ^ 

Joan R. Bean 
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DONALD A. BELT, Ph.D. 


Q SunnytiofM Road * Holliittr, CA 95023 * Tal: (408)637-1911 - Fax: (406) 637-8200 


May 29, 1995 
From: Donald A. Belt 

To: Committee on Income Tax Reform via Philip D. Mosely. 

Subject: A Proposal for Replacing the Current U.S. Income Tax System with one 
that is fair to everyone, painless to no one, and simple to administer. I call this 
new System ’The One Percent Transfer and Exchange Tax’. 

Under this new program, every time a transfer or exchange of money or property 
from one person (or business entity) to another occurs, a one percent tax would be 
immediately due and payable to the US Govenuncnt. There would be no excep- 
tions or exemptions. For example, if Exxon sells (or transfers) five billion worth 
of goods or services to another, they would pay a one percent tax at the time the 
transaction occurred. There would be no deductions or offsets. The tax would be 
based on the gross value of the goods or services transferred. If a bank loaned 
$300,000. to someone, a one percent tax would be due at the time the transaction 
occurred. When the Bank received repayments, a one percent tax would also be 
due. Again, there would be no exemptions. If an Estate willed property to family 
members, the one percent tax of the value of the property would be due when the 
property transferred. If the Ford Foundation donated a million dollars to a cause, a 
one percent tax would be due. Everything purchased retail or wholesale would be 
taxed at this rate. This principle would apply to all tranaccions of monetary value. 

Two Key Provisions of this plan would include: 

-'Die One Percent Transfer and Exchange Tax would apply to every transfer 
or exchange of money or property without exception. No deductions or offsets 
would be given to any person or business entity for any reason whatever. This 
provision would also apply to any money or property leaving or entering the 
United States. 

-The One Percent Transfer and Exchange Tax Act would be fixed at the one 
percent level and diis level could not be increased by Congress, ever. 

This proposal would eliminate most of the IRS Code, many of their employees and 
much of their overhead. There are many other benefits too numerous to mention. 
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Unis. 

5406 Ccnn^cl^G^Il Av«., NW. #401 
Wathinolon. aC. 20015 
202-362-0264 (p) 
202-237-2155 (0 


June 14, 1995 


Phil Moseley 

Minority Chief of Staff 

House Ways and Means Committee 

1106 LHOB 

Washington, D.C. 20516 
Dear Mr. Moseley, 

I wish to lend my support to Mr. Archer's call for replaclr>g the Income tax with a 
consumption tax. Doing so will Increase personal ond national savings and Investment, 
while the result should be at least growth- and revenue-neutral (If not stimulating), If 
priced properly and administered efficlentty. 

You may find it useful in preparing specific proposals to contact those who were involved 
in the Chilean tax reforms of 1975, 1984 and 1989: 1 attach a paper on the topic written 
by Jose Yahez of the Universidad de Chile. 

Sincerely, 

Leni S. Berliner 


enc.: as stated 



OSCd/l HuHttz ^ 

£-C£>^Ot^ C 
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11. TAX REFORMS 

ByJoM4 YMex* 



This chafMer presents the principal features and the results of the major tax 
reforms introduced in the Chilean tax system in the 19705 and 19B0s. 

In the eariy 70s, the Chilean tax system was beset by serious problems, which 
were reflected in the generation of inappropriate incentives in the area of 
resource allocation, such as the vertical integration of companies solely for tax 
reasons and because of the pyramidal structure of the taxes, which encouraged 
tax evasion. Moreover, the tax system had become extremely complex due to the 
numerous exceptions, deductions, loopholes and special cases that were added 
as time went on. 

Along with this, public firunces deteriorated gradually until 1973, when the 
State budget defkat reached the unprecedented figure of 24 percent of the gross 
geographic product (GGP). Hie volume of tax receipts, both in absolute and in 
real terms, fell between 1971 and 1973- In 1971, receipts were 17.6 percent of 
the GGP and in 1973 they fell to l6 percent. This drop occurred despite the efforts 
of the authorities to increase tax revenues in order to finance their redistribution 
policy. 

It was in these circumstances that the sweeping tax reform of 1974-1975 was 
introduced, when, with a view to solving the above mentioned problems, nearly 
all of the taxes were charged. 

The most notable reforms were the refriacement of the sales tax with the value ^ 
added tax (VAT), the iin(xovement of the indexing system, the uriff reform ^ 
Gower uniform tariffs) and the new tax and audit administration. 

The primary short-term objective was to increase tax receipts to help reduce 
the enormous budget deficit existing at that time. Tax receipts as a percentage 
of GGP rose to 17.1 percent in 1974 and to 21.7 percent in 1975. Later, this 
percentage stabilized around 19.5 percent and remained there for several years 
aable 2.1). 

With regard to the long-term objectives, the most important was eliminating 
the ineffideiKies that existed in the old system in terms of resource allocation. 
To achieve this, the VAT was estabUshed aiKl preferential tax treatments such as 
sectoral and regional exemptions, whidi discriminated between public and 
private enterprises, were abolished. The secoiKl objective, which was closely 
related to the first, was to eliminate the myriad diffletetKes established with 
respect to taxable goods, as well as the countless rates, exemptions, exceptions, 
deductions and rates established in the form of rKMninal fixed amounts per unit ' 


’ PrafeMor. Facuhy of Ecaiianilcs of the Unhmsliy of CMe. 



726 


Tabit2.1. 

Tlx mteifits as a parcantaga of 6GP 




Tam 



Yran 

IHml 


Tidal 

1971-73 

5.1 

11.2 

16.3 

1974-80 

5.8 

13.8 

19.6 


4.9 

17.9 

22.8 

1984-87 

4.2 

19.3 

23.5 

1970 

4.8 

10.6 

15.4 

1980 

6.2 

14.3 

20.5 

1985 

4.2 

19.4 

23.6 

1987 

3.7 

20.2 

23.9 


SoBitr ftiflBBt OBto. or finawa ^ 


of produa (given the infiaUonary context of the economy, it was constantly 
nec^sary to enaa laws or deciees to adjust them). 

The objective of equity remained on a plane secondary to the two c^ctives 
mentioned above. It vm pointed out dial the distributive ol:^ective was achieved 
by prt^)eriy focusing die dsonftHitkm of social ^>ending on the population and 
that there was no need to worry about the progressivity of the tax system. 
Nevertheless, despite this, a series of measures was adopted that tended to 
promote greater veitical and horizontal equity, as a result of the elimination of 

discriminatory tax treatmem and the ^plificatkm of the taxes. Certainly, all the 

measures aimed at die indexing of incomes, the miroducticm the “ttx unit" 
concept, and advance m<»tthly f«ymen» macte the system mme equitable. 

In the 1960s a second major tax reform was carried out, dus time targeting the 
income tax. The reform was undertaken in 1964, but full implementation took 
several years. The primary objective was to minimize the factors in the income 
tax that discouraged savings and investment. To achieve this, rates and bases 
were reduced and certain proviMOns of the income tax law were abolished. In 
this reform, the objective of dfiaemy in the allocation of resources took 
jiMrecedence over equfty. M<»eover, the inam^ tax b^amie far m€»e complicated 
and there was a drop in tax receipts. 

The tax reforms of the 19705 and 1980s had a very specific long-term objective: 
economic efficiency. This will become clear later when we analyze the reforms 
in detail ft<m the perspective d the tools used to implement tax pdicy. Along 
with this, spedaJ attention will be given to analyzing tlKise taxes that made the 
greatest contribution to the effectives of efficiency, simplicity and increased 
receipts. 

IIm tax systexn aiid ififlatkm 

Taxes and inflaticn influence one another, in the contot an inflatiCMWury 
ecoTKHny, taxes can be used as a tool to help check or slow this proce^, 
paiticulariy those that have a direct impact <m the ct^Kumjf^on component d 
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aggregate demand. On the other hand, inflation can also affea the real value of 
taxpayer contributions as well as the real >^Iue of the State’s tax receipts. 

Some of the tax reforms introduced in Chile in recent years have eliminated 
the effects of inflation on taxpayer ccmtributions and the Public Treasury’s tax 
receipts. 

Among the principal measures adopted to benefit taxpayers, special mention 
should be made of the indexing of assets and liabilities, the reappraisal of real 
estate and the tax unit. On the other hand, the principal measures to prevent the 
devaluation of tax receipts by inflation include the colleaion of ad valorem taxes, 
regularly adjusting real estate appraisals and establishing advance monthly 
payments (obligatory or voluntary). 

indexing assets and liabilities 

Taxpayers in the first category, i.e., those with capital earnings from commercial, 
industrial, mining, agricultural, financial and other types of enterprises, must 
annually adjust their shareholders’ equity and the amounts or items comprising 
their taxable assets and liabilities, provided that the taxpayer declares his real 
income, as shown in a general balance sheet. 

The indexing is applied to the shareholders’ equity at the beginning of the 
fiscal year, increases or decreases in the shareholders' equity, the goods 
comprising the fixed assets, the goods comprising the liquid assets, the value of 
credits or rights in foreign or adjustable currency, the value of foreign currency 
and gold holdings, the value of concession locales, mining holdings and 
concessions, manufacturing rights, trademark and patent rights, organization 
and start-up expenses, the value of corporate shares, partnership contributions, 
debts or obligations in foreign or adjustable currency, etc. The objective of the 
Chilean tax legislation was for taxpayers to pay taxes on the real profits of the 
company and not the nominal profits. For the purposes of indexing, the 
Consumer Price Index (CPI) was used as an indicator of inflation in the relevant 
periods. Although many details of the indexing system are constantly being fine- 
tuned, in general terms it has provided an adequate solution to the problem of 
inflation in determining real profits for tax purposes. 

Retd estate reappraisal 

In Chile there is a tax called the “real estate contribution” or “property tax," which 
is based on the value of real estate. Since the process of appraising a property 
is cosdy, the law stipulates that the interval between one appraisal and another 
can be no longer than 10 years nor shorter than 5 years. Between appraisals, the 
value of the property is adjusted semiannually in accordance with the variations 
in the CPI. 

The actual value of real estate changes over time due to obsolescence, wear 
and tear, the value of the land, construction costs, improvements, disasters, 
relative scarcity, etc. The actual value may be tied to the market value of the 
property, which varies over time with the economic conditions in the country. 
The Internal Tax Service appraisal mu^ be close to the actual value of the 
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property so that the tax payment reflects the taxpayer's true ability to pay. 

The use of this system helped to increase tax receipts, in real terms, by almost 
four times with respect to previous years, when the appraisal was only adjusted 
at rates lower than the CPI for the period in question, and a distinction was made 
between agricultural and other types of real estate. 

J&e Tax unU 

The tax unit (TU) is a value selected at a given time, which is then adjusted on 
a monthly basis in accordance with the CPI. This, then, is a unit of account that 
has maimained its actual value over time or the nominal value of which has been 
increasing at the rate of monthly mflation, but one month behind. 

This TU has been used in various ways in Chilean legislation. One application 
is in deteimming the tax liability of the so-called small taxf^yers in different 
economic areas. Another application is in the field of tax penalties, which are also 
based on this unit of account. In addition, certain tax deductions and exceptions, 
especially in the income tax system, are based on the TU. Still, its most important 
use has been in defining bra<iets for the unifoim employment tax and the glc^l 
supplemental tax. In an inflationary economy, this prevents taxpayers from 
falling into brackets with higher ma^inal rates simply because their income is 
wholly or partially adjusted. In times of inflation, this too! is essential to avoid 
constantly changing the direa tax burden on taxpayers. 

Ad valorem taxes 

Almost all of the taxes in the Chilean system have been established on an ad 
valorem basis, i.e., as percentages of the price or value of a transaction. Tlie main 
reason for this is that ad valorem taxes protect the real value of receipts, given 
that the treasury collects an equivalent amount of the increase in prices due to 
inflation. Tax^ established in unitary form, i.e., as a certain number of monetary 
units per product unit, necessitate constant adjustment of the rates to avoid the 
teal erosion of tax receipts. The ad valorem system avoids this problem. 

Advance montbfy payments 

Taxpayers who must file annual income statements must make advance monthly 
payments against the taxes they will be required to pay when filing the annual 
statement. These payments, duly adjusted, are deducted from the total amount 
owed and, when applicable, the taxpayer must pa^y the balance not covered by 
the advance f»yments, or, in the opposite case, if the total of the advance 
payments is greater than the amount of taxes owed, the taxpayer receives a 
refund.^ 

Although the chief objective of the advance payments is to normalize the flow 
of revenues to the national treasury, it is al^ a way of spreading taxpayer 
payments evenly over time. The advance payment enables the taxpayer to pay 


* Ministry of Finance, calojiation <rf naticmaJ genefal revenues fur die year 1990. 
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a portion of his taxes, thereby reducing the amount owed at the end of the year. 
The use of these tools has greatly increased the fairness of the Chilean tax system 
as well as its effects on the allocation of resources. The interests of the Slate, of 
workers and of employers have been well protected against the negative effects 
inflation can have bc^ on f»yments and on tax receipts. 

Value added tax 

One of the most significant tax reforms of the 1970s was the introduction of the 
VAT, which replaced the sales tax. 

A sales tax of 8 percent ^s charged ^ch time a good changed hands and 
taxes were paid on prices that already included other taxes. These characterises 
of the sales tax were detrimental to the efficient allocation of resources. 
Companies, in order to reduce the direct tax obligation, sold vertically, 
decreasing the number of transactions and avoiding eight tax points for each 
transaction eliminated. On the other hand, the so-called pyramidal structure of 
the tax undermined the equity of the tax system. What the pyramidal structure 
involved was that the price chzrg&i at each stage included the taxes paid in the 
preceding stages, i.e., taxes were charged on other taxes. The pyramidal structure 
would not have been a problem if the prices of ail goods were affected equally 
the lax. However, the tax obligation differed, depending on the number of 
transactions in which each unit of a single product was involved. 

The VAT has the advantage of being neutral with respect to the organization 
of the production and distribution of ^x>ds. Since the VAT is charged for each 
of the transactions involving a given good, but only on that part of the price that 
is added, from a purely tax-oriented viewpoint, it makes no difference to the 
taxpayer whether he manufactures his own inputs or purchases them from 
someone else. Because of this, companies now integrate vertically for reasons 
of economic efficiency, without this having any effect on their taxes. Under the 
vat system, the price of the produa is not affected by the number of transactions 
it was involved in, ^ that a constant rehtionship is established between the end 
price of a good and the tax charged on it. Thus, the VAT eliminates the pyramidal 
effect, since it is not a cost. The VAT is a tax that is paid at purchase and recovered 
by the seller, through the tax credit arrangement, and the amount of the VAT must 
not increase the costs of the taxed produa. 

The constant relationship between the end price of a good and the VAT 
eiK>nnously facilitated the use of the tax exemption when the produa is destined 
for export — ^which was arbitrary under the sales tax — ^and also facilitated taxing 
the goods imported by the courary. Thus, in die Chilean tax system, die VAT on 
exports is reffinded and a general VAT is charged on imports, with the same 
percentage rate being applied in both cases. 

The VAT is viewed in Chile as a consumer tax covering capital goods as well 
as intermediate products, so that the tax paid at purchaas entitles the buyer to 
a credit against ffie sales tax. This system is an incentive to investment in capital 
goods. This ended the discrimination of the sales tax system against investment 
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in national capital goods, due to the fact that imported goods were exempt. 

The VAT declaration in Chile must be made on the basis of what is known as 
the invoice method, which has helped to discourage evasion. In this case, the 
p)ercentage of the VAT on the final selling price of the produa is applied first, 
and then the VAT paid on the intermediate goods and capital goods used in 
production are deducted, provided that these payments are supported by the 
corresponding invoices. This discourages evasion of the VAT by making it 
contrary to the taxpayer’s interests and because it is a tax that is applied in stages. 
Evasion, if it is to be made difficult for the authorities to detect, must involve the 
entire production and distribution process, requiring a number of taxpayers to 
cooperate for this purpose, which is not easy. 

To close any loopholes that taxpayers might use to evade the tax, the VAT base 
has been steadily expanded over the years. In other words, the objective has 
been to include all goods and sectors of economic activity in the VAT system. 
This is why the exemptions originally granted to certain basic consumer goods 
such as services,^ commodities, fuels, tobacco, cigars, cigarettes, liquor, con- 
struction, etc., were eliminated. 

To make the VAT progressive, surtaxes were established for certain luxury 
items or goods that generate negative externalities, which vary according to the 
item in question. For example, whiskey has a surtax of 70 fjerceni; jewelry, fine 
furs, carpets, yachts, canned caviar and fireworks, 50 percent; liquor in general, 
30 percent; wine, 15 percent. 

The general VAT rate was 20 percent from March 1975 to June 1988, when it 
was reduced to 16 percent. Later, in June 1990, it was raised temporarily to 18 
percent. The VAT base is fairly large, despite the fact that some goods and 
services are still exempt, such as education. Stale hospital services, passenger 
transportation services and bank interest. The VAT applies only to consumer 
goods and not to capital goods, much as it applies to imports (tariffs are included 
in the base) and not to exports. 

The VAT is intended to be a simplified tax system for small taxpayers: small 
business owners, craftsmen, and providers erf services. A gross monthly amount 
due is determined, from which the taxpayer is entitled to dedua the taxes 
charged in the month in question on goods purchased and services utilized. If 
the difference is negative, no refund may be credited or requested. This 
simplified procedure has proven to be very useful in reducing the indirect tax 
burden on small taxpayers. 

VAT receipts became the largest source of tax revenues in the Chilean tax 
system in the second year of its application, doubling the absolute level of 
receipts between 1975 and 1979- Starting in 1978, the VAT accounted for over 
40 percent of the total tax receipts, and reached 50 percent between 1981 and 
1982. The introduction of the VAT'in the tax system coincided with a surge in 


* Included were all services for which remuneration was twt ctwisidered a payment for the services 
of laborers. 
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development of the domestic capital market and to eliminate certain ineiTicien- 
cies and inequities in the tax system. 

The combining of the personal and corporate tax systems had various 
objectives. The first was to eliminate the preferential treatment accorded retained 
earnings, with a view to promoting the growth of intemai investment and 
channeling these savings toward the financing of m\^stment projects with higher 
returns, thereby contributing to maximization of the economic growth rate. The 
second objective was to promote tax equity by taxing shareholders and partners 
in the same manner, thus eliminating the benefit accorded shareholders to defer 
the payment of taxes on the undistributed portion of the profits of corporations. 

In terms of receipts, the reform increased revenues in national currency from 
4.6 percent of the GGP in 1973 and 1974 to 5,9 percent in 1975, 

The 1984 reform 

The objective of this tax reform was to eliminate discrirninatory tax treatment 
based on the various sources of income, the effect of which had been to increase 
the negative impaa of income tax on private saving. The aim was to encourage 
private savings and to replace the income tax with another that would 
conceptually approximate the idea of a tax on persona! income. The idea is that 
income taxes should ultimately be paid by in^viduals and not corporations. 

Taxation of labor income 

The tax on labor income is the tax in the second category or the sin^e labor tax, 
which in the previous reform was completely incorporated into the general 
supplementary tax. The 1984 reform, as it affected this tax, resulted in a reduction 
of the direct burden of this tax, which had been increasing in recent years. In 1^1 
the exemption was increased from three to six tax units and the marginal rates 
of each bracket were reduced by two percentage points. In 1982 the exemption 
was increased to 10 tax units and the brackets in the schedule were enlarged. 

The reform lowered the mar^nal rates the tax by one percentage point 
in that year, another in 1985, and a thard in 1^. In ackiition, in 1^, conaderation 
was given to towering the marginal rate further, from 56 to 50 percent, md enJaiging 
the brackets. In 1985, however, it was considered necessary to postporte the last 
stage for two years, so that the rate was not actually lowered until 1988. 

Until 1983 the income of professionals was taxed with a special 7 percerit tax. 
The reform lowered this rate to 3 5 percertt in 1^5 and eliminated it in 1^, The 
rate for advance monthly payments was reduced from 15 to 14 percent in 1984, 
to 13 percent in 1985 and to 10 percent in 1986. 

The supplemental general tax, since it is perfectly integrated with the tax 
mentioned above, experienced the same variations in rates and brackets as the 
former. Nevertheless, changes were made in its base: included in the base are 
only those withdrawals of funds made by shareholders from companies which 
are not reinvested in other companies, and certain investments held for more 
than a year can be deducted. Gearly, the aim was to' encourage investments with 
a term longer than one year. 
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Table 2.3. General supplementary tax and uniform employment tax 

(Tax units and percentages) 

1983 


1988 


Brackets^ Maryinai rate (%} 

Brackets^ Marginal rate (%) 

0-10 

0 

0-10 

0 

10-25 

8 

10-30 

5 

25-40 

13 

30-50 

10 

40-55 

18 

50-70 

15 

55-70 

28 

70-90 

25 

70-85 

38 

90-120 

35 

85-100 

48 

120-150 

45 

100 and over 

58 

150 and over 

50 


Source: Ministry ot Finance. 

* Ttie brackets are determined by monttily tax units for the second tax and in annuaf tax unFts for the general 
supplementary tax. 


Taxation of capital gains 

The reform retained the tax in the first category on capital earnings. The rate of 
10 percent still applied to the profits earned by companies. However, in 1984, 
authorization was given to deduct this tax as a credit from the supplementary 
general tax. In other words, as a result of this reform, this was considered a 
payment on account of the taxes owed by partners or shareholder, and not as 
a tax that the company owed, as was the case prior to 1983. The credit can only 
be taken when the profits are distributed or withdrawn from the company and 
not while profits are being retained. For taxpayers with high marginal rates in the , 
supplementary general tax, this is an incentive to reinvest the company's profits. 

The “additional tax” established in the 1974 reform, which applied to 
corporations and joint stock companies, was lowered to 30 percent in 1984, to 
15 percent in 1985 and to zero in 1986. The elimination of this tax ended the 
discrimination that existed between the various legal forms of a company. 

The “additionar tax on the capital earnings of foreign companies operating 
in Chile was modified, so that the base consists of the amount of earnings reuined 
or remitted abroad. A credit of 10 percent was granted against the additional tax 
on companies in the first category. The rate of the additional tax was held at 40 
percent, but it was later lowered to 35 percent, in an attempt to bring it into line 
with the equivalent rate in countries that invest in Chile. 

The 1984 reform entailed a dirninution of the progressivity of the income tax 
and gave it relevant importance as a source of tax revenues. Receipts in national 
currency, which were 5.2 percent of the GGP in the early 1980s, fell to 2.9 percent 
from 1 984 on . On the other hand, it'is uncteniable that it permitted a more efficient 
allocation of resources, because It eliminated or limited the distinctions made 
between the various types of income. It also encouraged private savings, but by 
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reducing the current revenues of the treasury, the reform caused a decline in 
public savings. 

The 1989 reform 

In early January 1989, the income tax law was again reformed, this time affecting 
the tax in the first category, i.e., the capital gains tax. The reform consisted of 
establishing that the base of this tax would consist solely of profits distributed 
and withdrawn from companies. Thus, retained earnings were eliminated from 
the tax base and the supplemental general tax credit of 10 percent of the 
distributed profits still applied. In this way, it is much clearer that the corporation 
does not pay income tax. The aim of this reform was to get companies to retain 
and reinvest some or all of their profits, since they would have 10 percent of all 
retained earnings as additional funds available for (real and financial) investment 
projects. The benefit to the taxpayer comes from the fact that he is able to defer 
payment of the tax and has more funds to invest. 

It was also established in the 1989 reform that companies could choose a 
simplified income tax system, thus avoiding the necessity of filing certain 
accounting statements. 

This refonm took effect in June 1990, when there was a temporary return to 
the provisions of the 1984 reform regarding the tax in the first category. Also, the 
gap between the brackets for the single labor tax and the supplemental general 
tax was narrowed, starting at the 30 tax unit level and upwards, and the marginal 
rates were increased. These changes, which will remain in force until 1994, were 
an effort to increase receipts in order to finance greater social spending. 

The 1990 reform ended the system of making tax declarations on the basis of 
estimated income for certain taxpayers in the agricultural, mining, and transpor- 
tation sectors, requiring them to declare their incomes on an actual basis. 

Effects on tax receipts 

As the above suggests, there was a deliberate intention to reduce the direct 
burden of income tax, as well as to increase the taxes on consumption. To 
determine the actual effea on receipts and, therefore, the funds transferred to 
the private seaor, income tax receipts will be examined, but not including 
receipts in foreign currencies. It will be seen below that the latter consist almost 
entirely of the revenues generated by copper, which is treated differently from 
receipts in national currency. 

Table 2.4 clearly shows the impact of the 1984 and 1989 reforms on tax 
receipts, which fell on both occasions. There is no doubt that receipts in 1984, 
when 1983 incomes were declared, were heavily influenced by the effects of the 
economic crisis that hit Chile and the world in 1982 and 1983; therefore, it is 
difficult to say what the cost of this reform was to the treasury in terms of receipts. 
Nevertheless, not even after the economic recovery did total receipts return to 
the levels indicated for the years prior to the 1^4 reform, i.e., 1980-1982. 

The receipts lost to the treasury as a result of the 1^9 reform can only be 
appreciated in terms of the so-called income tax payment system, which involved 
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Table 2.5. Foreign trade tax receipts 

(Millions of 1969 pesos and percentages) 



Average 

GGP 

Year 

Receipts 

Tariff {%) 

Percentage 

1974 

83,792 

75.1 

1.9 

1975 

103,326 

51.6 

2.9 

1976 

87,044 

33.9 

2.3 

1977 

94,880 

21.7 

2.4 

1978 

89,740 

13.7 

2.0 

1979 

76,662 

10.6 

1.5 

1980 

75,244 

10.1 

1.4 

1981 

90,039 

10.1 

1.7 

1982 

50.285 

10.1 

1.1 

1983 

89,300 

15.9 

1.9 

1984 

133,337 

25.0 

2.8 

1985 

156,274 

25.0 

3.2 

1986 

130,439 

20.0 

2.5 

1987 

159,695 

20.0 

2.9 

1988 

176,037 

15.0 

2.8 

1989 

153,109 

15.0 

2.2 


Source: Office of ttie ControJIer GeneraJ of ttw Republic. f^Nk Sector FiiuncW Statements, various issues. 


heavy outflows that year. The other accounts, except the second category, 
contain information for the year \98S. The reason for this is that income taxes 
are generally annual and are declared the year following the one in which the 
income is earned. 

Despite the faa that the reforms were successful in terms of a more efficient 
use of resources, this was achieved at the cost of complicating the tax and doing 
less to increase the fairness of distribution. 

Tariff reform 

In the early 1970s, tariffs were generally high and differentiated, resulting in an 
extremely complex tariff structure. In 1974 a policy of openness to foreign trade 
was adopted, thus ending the import substitution process, while at the same time 
an attempt was made to maximize the country’s comparative advantages and 
open a new path to economic growth based on export sector development. To 
achieve these objectives, among the economic policy measures adopted was the 
reduction of tariffs to low, parity levels. This type of p>olicy measure proved to 
be effective, resulting in substantial growth of the external sector and greater 
economic efficiency within the country, at a time when the nation was faced with 
the necessity of competing with other countries. 

In 1974 the ad valorem rates included in the customs tariff were lowered in 
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stages until a schedule ranging from 140 to 25 percent was reached. The 
establishment of duty-free zones and bonded warehouses was also authorized. 
In 1975 the tariff exemption granted to public services, semi-public institutions, 
autonomous administrations and State enterprises was eliminated. Permission 
was granted for capital goods imported prior to a certain date to remain subject 
to the system of deferred payment of duties, taxes, clearance rates and other 
levies collected through customs. 

In 1977 the rates of the customs tariff were lowered, which continued 
throughout 1978 and on to June 1979, when the tariffs were at parity at 10 percent. 
Table 2.5 shows the progress of the average tariff from 1974 to the present. 
Currently, the customs tariff establishes surtaxes of 5, 8, 10, 12, 15 and 20 percent 
ad valorem and compensatory duties for imjxjrts of goods whose prices have 
been artificially reduced in their respective markets and which could cause 
serious harm to national production. 

Finally, the customs tariff has ceased being a tool whose principal use is to 
promote the proper allocation of resources between exportable goods, import 
replacements and importable goods. 

With respect to receipts, two situations are discernible. The first, in the early 
1970s, occurred when the tariffs were so high that they completely deterred 
imports of certain goods and services. Reducing the tariffs increased the 
collection thereof. For example, in 1975, despite the fact that the average tariff 
fell almost a third and the GGP fell 13 percent, receipts rose 23 percent. 

The second situation, in the 1960s, was when the tariff was low and at parity. 
In these circumstances, raising the tariffs also increased receipts. This is what 
happened between 1983 and 1985, when the tariff was used as a goal to generate 
revenues for the treasury. There is no doubt that the introduction of this tariff made 
a significant contribution to the development of the Chilean export sector and the 
economy in gerveral, and increased the efficiency, fairness and simplicity of the lax 
system. 

Impact of copper on tax receipts 

In Chile, tax receipts can be divided into two parts: receipts in national currency 
and receipts in foreign currencies. The latter, for convention’s sake, are 
expressed in U.S. dollars and are produced almost entirely by taxes on the profits 
from the large-scale mining of copper. 

The tax from copper is almost the only source of treasury revenues received 
directly in foreign currency, the other significant channel being foreign borrow- 
ing. This shows the enormous importance to the treasury of the international 
price of copper and the volume of exports, as well as the dependence of the 
public sector’s budget on a single exportable product. 

Table 2.6 shows that tax revenues from copper fluemated substantially in the 
1980s, to the point that the larged receipts were 17.2 times greater than the 
smallest. Copper tax payments are basically the same as income tax. By 
expressing these payments as a proportion of the receipts of income tax in 
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Table 2.6. Tax receipts from copper 

(Thousands of each year's dollars and percentages) 

Years 


Taxes 


CODELCO-Chlle 


%b 

1980 

340,858 

97.3 

1.3 

1981 

41,939 

88.3 

0.1 

1982 

83,593 

95.7 

0.4 

1983 

185,275 

43.3 

2.2 

1984 

96,907 

96.8 

0.5 

1985 

60,074 

97.5 

0.4 

1986 

124,239 

93.1 

0.8 

1987 

198,596 

98.2 

1.1 

1988 

637,181 

98.6 

2.9 

1989 

723,360 

98.1 

2.9 c 


Sources: OfTtcc the Controller General of the Republic, Public Sector financial StateTnentS; Ministry 
of Finance, Calculation of the General Revenues of the Nation, and General Treasury of the Republic, 
Public Treasury Financial Report. 

• The percenuge of CODELCOChile taxes in the total income tax receipts in foreign currency. 

^ The percentage of income tax receipts in the GGP. 

' Estimated. 


foreign currency in column (1) of Table 2.6, it is seen that, on average, the latter 
was 90 percent higher, and if the figures for 1983 are ignored, the percentage 
increases t6 96 percent. In other words, it is possible to state that income tax 
receipts in foreign currency are generated almost entirely by copp)er sales. 

The tax resources provided by copper represent a very significant portion of the 
total tax receipts in foreign currency. On average, in the 1980s, they were 86.7 
piercent. 

Income tax receipts in foreign currency vary greatly when expressed as a 
proportion of total income tax receipts (both currencies). In 1981 they barely 
represented 2.8 percent, while in 1989 they had climbed to 52.8 percent. The loss 
of receipts from the reduction of income tax ordered in 1984 and implemented 
in stages, as well as the 1989 reform, were offset by greater receipts from copper. 

Column (2) shows the income tax receipts in foreign currency as a percentage 
of the GGP. This share has varied from 0.1 percent in 1981 to 2.9 percent in 1988 
and 1989. Undoubtedly, these changes are due primarily to the variations in the 
international price of copper. 

The taxes on copper represent a considerable percentage of total public sector 
expenditures in foreign currency. On average, in the last four years of the 1980s, 
they financed a little more than 30 percent of said expenditures. If other revenues 
in foreign currency generated by copper (profit sharing) are added to the taxes 
on copper, the percentage of financing expenditures in foreign currency doubles 
(Table 2.6). 
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An important conclusion to be drawn from this is that when the State budget 
relies largely on a single source of financing for expenditures, those expenditures 
necessarily depend on the variations of that source. Therefore, when things are 
going well, a stabBization fund should be created with some of the additional 
resources otrtained, so that in the future, if thin^ go wrong, expenditures will 
not have to be excessively restricted. 

Tax administratioii and prevention of evasion 

The tax administration is the State agency whose specific function is to impose 
taxes and ensure their pmper receipt, thus establishing the relationship between 
the Stale and the taxpayer. 

The tax reform of 1974 established three specific objectives for the tax 
administration, which have produced good results in terms of preventing lax 
evasion. The three objectives were toi 

a) Implement an information program to increase public awareness of tax 
reform in all sectors of the country, so that every Chilean would have a 
complete understanding of the obligations imposed by the tax reform and 
to ensure fulfillment therewith. 

b) Develop a training program for the fjersonnel of the Internal Revenue 
Service (Servicio de Impuestos Intemos - SU), the objectives of which were 
to respond to the questions, doubts and concerns of taxpayers and thus to 
adapt the provisions of the reform to the existing conceptual and procedural 
realities. 

c) Establish and maintain information processing systems, whether manual, 
mechanical or electronic, the general objectives of which were to facilitate 
and expedite the declaration and collection of taxes and assist the SII in fully 
exercising the tax controls within its authority. 

Numerous programs have been instituted to prevent tax evasion. Following 
is a discussion of the most important. 

Individual Tax Acc&utA 

The taxpayer‘s Individual Tax Account ( Cuenta Vnica Tributaria - CUT) is a file 
containing information about such mattera as payments, withhoidin]^, cancel- 
lations and credit notes. This individual account has the classic debit and credit 
structure and contains the information necessary for a tax audit. 

The Individual Tax Number (Rol Unico Tributaria - RVT) is an individual 
number assigned to each natural or juridical person at birth, which provides 
access to the taxpayer's Individual Tax Account by the users of the information. 
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Design ofaudU programs 

Because the value added tax is the principal tax in the tax structure, audit efforts 
are focused on the VAT, which also has effects on the yield of income taxes. A 
larger lax debit or a smaller lax ciedit will have an impact on the taxable base 
a cx^mpany’s income tax and will ultimately aiRTect the taxable base of the 
personal income tax of the owners thereof. 

Since the reason for evading taxes is usually to have more disposable income, 
the additional income resulting from tax evasion will show up sooner or later in 
the form of increased spending, whether for consumption, investment or savings. 
When the taxpayer spends the income or saves it, it can be deteaed and in an 
audit, he must explain the source of the funds. If the income declared or the 
wealth accumulated is insufficient to explain the expenditure or the purchase of 
financial assets, he must then pay the unpaid taxes plus adjustments, fines and 
interest. 

Some examples of audit programs with interesting results in terms of 
preventing tax evasion are: 

a) Detection of failure to declare: this procedure provides for ncaification the 
taxpayer that he has not submitted one or more monthly declarations or the 
annual income declaration, and forces him to do so. 

b) The VAT debit/credit ratio: in the medium and long term, sales must be 

greater than purchases, otherwise the a>mpany would fail. The infonnation 
is provkted by the In his monthly VAT declaration. Analysis of this 

ratio is a very reliable method of (Meeting tax ev^ion. 

c) Cross-checking of invoices and detection of incomplete declarations: in 
1982, the authorities began to obtain information concerning invoices from 
taxpayer suppliers, i.e., information concerning the latter’s purchases. The 
data c^>taiirkxi from the suppikfs’ invoices are processed with a view to 
d^imining possiWe inegularities in the vendors* deckiatkxis. The cross- 
checking of invoices also makes it possible to detect falsified invoices. 

d) Investment reports: to check income tax declarations, information about the 
purchase of or investment in certain types of securities by taxpayers is used. 
In this way it is possible to ctetea possible irregularities or inconsistencies 
b^ween the income declared and the investments made. 

e) Electronic checking of the consistency of tax declarations: the consistency 
of the figures entei^ on various declarations is constantly checked in order 
to detect errors. If any are detected, the declaration is rejected and the 
taxpayer is required to submit a corrected declaration and pay any 
differences owed. 
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Increase of penalties 

In addition lo the above mentioned programs to detect tax evasion, changes were 
also made in the existing penalties, which were increased so that they would 
cof^tituie a real punishment for evasion. Thus, the cost of evading taxes became 
very high, thus discouraging this illegal and dishonest behavior. Of course, the 
principle that the punishment should fit die crime is still respeaed, but the 
punishment has been raised to its upper limit. 

In summary, the significant rise in tax receipts is due in part to the efforts made 
to detect and discourage tax evasion. In particular, focusing the efforts of tax 
auditors on the most profitable tax has paid off handsomely, as has the use of 
advanced technology (computers, individual taxpayer identification, and trained 
personnel). 

Ma|or lessons of the Chilean tax reforms 

Many of the aspects observed following the tax reforms cannot be attributed 
solely and exclusively to them; instead, they are also due in large measure to 
other economic policy changes. The opening of the ^onomy and the monetary, 
exchange rate, fiscal and other policies also explain part of what happened or 
reinforce the effects looked for in the tax changes. 

Another important point was the establishment of specific, prioritiied 
objectives, all aspects of the economic policy being oriented toward the 
attainment of those objectives which, in the opinion of the authorities, were the 
most relevant. In this way, all the tools of ecx)nomic policy w^ mutually 
reinforced. 

Another lesson is that in inflationary economies, for reasons of both efficiency 
and fairness, the tax system must be indexed. The goal of the indexing must be 
to protea both the taxpayer and the State from the effects of inflation. In this area, 
Chile has achieved an adequate level of success by means of the corrective 
measures taken. Nevertheless, this dc^s not mean that there aie still not other 
aaions that need to be taken to improve the indexing system. 

Another interesting conclusion is that each tax is better at achieving a certain 
objeaive, so that each should be aimed at that particular goal. For example, tariffs 
should preferably have a role in resource allocatian and should not be used to 
increase receipts; income taxes discourage savings and investment, while 
consumption taxes are neutral In any case, it is the prioritization of objectives 
that will determine which taxes are used and how they are applied. 

A final point worth mentioning is that in developing a tax system, the detection 
of tax evasion must not be overlooked. A policy which, in relative terms, places 
emphasis on punishments or penalties for tax evasion in connection with the 
policy of auditing the taxpayer is a tool that will help curb evasion. Of course, 
the authorities must ensure that'tax evaders pay the penalties imposed on them 
and avoid forgiving and pardoning these offenses. In other words, the wti! to 
implement the policy must be present. The use of the latest technology to audit 
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tax declarations is another tool that has helped to detect and discourage tax 
evasion. The use of computers* the creation of the CUT (Individual Tax Account), 
and programs to ensure the proper documentation of business transactions have 
been particularly useful in this regard. 

Many other conclusions are expressed in each section of this document, which 
address the various taxes individually; therefore, to avoid being repetitive, they 
will not be included in these conclusions. 
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June 16, 1995 

Mr. Phillip Mosley, Chief of Staff 
Committee on Ways & Means 
US House of Representatives 
1102 Longworth 
Washington DC 20515 

Dear Mr. Mosley, 

I am in complete support with eradicating our current tax system 
which as you know penalizes the productive people of this country. 

I think the National Sales Tax would be the best system to replace 
our current system for these reasons: 

1. It is the form of taxation our Constitution allows. 

2. It would require everyone to pay. Drug dealers, 
prostitutes, and other illegal money makers would 
finally contribute to our system. 

3. It would not allow the Congress to eliminate the 
deductions and then raise the tax, like they could if 
we had a flat tax. 

A flat tax would still allow for cheating and wasted time preparing 
forms for the IRS. We must eliminate the IRS and all the wasteful 
acts associated with preparing our tax returns. 

I spend too much time with accounting for this business, in 
addition to our other joint business and our rental properties. 

Lastly, we're sick of paying 15.3% of our income in Social Security 
taxes in addition to income taxes because we're self employed. 

If the employees of this country had to come out of their savings 
like we do, this debate would have taken place many years ago. 

Please push towards the National Sales Tax. 


Thank You, 



499C EDISON COlffT ■ CORDELIA CALIF0RMA<14SS' 
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Chief of Staff Mosley 
Of Ways and Means Committee 
Longworth Building 
Washington D.C. 20515 


PLEASE, NOW IS THE TIME. 
DISSOLVE THE I.R.S. AND ^ 

GIVE US A NATIONAL SALES TAX ^ 

Other ; 


From : 
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John Cv-iri 

^V32S 2aca PI 

i..tn5 As-sgeieS;, CA 300BS 

Hr-. Ho^3&1v 

CosTtKf if:t.e ?2 on Uaysi> and Heans 
i on a worth Oftic'cf Bidg 
Uo 3h j. ng t; o n , O Q 2 0 2 1 S 

Dfsa r Cong r sssaic? n , 

1 want to oKpreiss ?5»y desires that you an tha Coaimittee on 
ulaysi and Maano dee Ido to get rid ot the j. nc-onfje tax in a 1 i 
aapects, even to the extent oP repeal ing the income tax 
aiuendenitj riddine ua ot the scourge that has come oP it. 
I would oP course prefer a tax on all imports to the U S. 
knoM ing that is unrealistic I who 1 shear ted i y support a 
H a 1 1 o na 1 Sales Tax as p r op o s eti by C o ng r es sman A r'ch e r . 
Please note that T am also vehemently opposed to a value 
kidded tax. 1 fully believe that a person should know the 
exact contribution that he makes Per the right oP self 
government and that cannot be done with hidden taxes oP 
any sort. This also takes care of all those taxes that 
liot collected by our Internal Revenue Service. Tlie 
*'j.irider 0 r ound economy” would then pay their Pair sher'e due 


to the fcict that they need goods and sarvicey just like 
the rest of us, I wish you ail godspeed with the new and 
improved society in which we ai. i can b€» free to earn and 
build without a lot of interference from our employees in 
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STATEMENT OF 
BRADLEY D. BELT* 

DIRECTOR, DOMESTIC POLICY ISSUES PROGRAM 
THE CENTER FOR STRATEGIC AND INTERNATIONAL STUDIES 

CONCERNING REPLACEMENT OF THE FEDERAL INCOME TAX CODE 

PRESENTED TO THE 
COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 

June 6, 1995 

Mr. Chairman, Congressman Gibbons, members of the Committee, I am delighted 
to have the opportunity to testify before the Committee on Ways and Means on a matter 
that has a direct bearing on the future economic prosperity of all Americans. In addition 
to balancing the federal budget, no more important action can be taken to spur 
economic growth than replacing the federal tax code with a new tax system that would 
facilitate, rather than punish, economically productive behavior. Increasing realization of 
this fact is due in no small part to your vocal support for tax replacement, this series of 
hearings being the latest example of your exemplary leadership on this vita! issue. 

The Center for Strategic and International Studies^ has been a proponent of 
comprehensive tax reform since 1992, when the CSIS Strengthening of America 
Commission recormnended replacing the current income tax with a new consumption- 
based tax designed to promote saving and investment. This proposal has evolved into 
the USA Tax Act of 1995 (S. 722), which was recently introduced by the chairmen of the 
Strengthening of America Commission, Senators Pete Domenici and Sam Nunn. 

While CSIS is proud of its sponsorship of the Commission and its work, the 
purpose of my testimony is not to advocate any one tax replacement proposal. Rather, I 
wish to present the economic rationale for tax replacement by examining the current tax 
code’s fundamental deficiencies, outlining basic principles and a framework for a new 
system of taxation, and providing a brief analysis of the major tax plans that have been 
advanced by members of Congress. 

The simple truth is that the current tax system is hopelessly flawed and must be 
replaced. The ad hoc tinkering at the margins of the code that has characterized tax 
"reform" in recent decades has only exacerbated the problem. What is needed is a new 
tax system-a tax system that will not penalize entrepreneurial activity, that is transparent, 
fair, and comprehensible, and that will enable American enterprises to compete 
effectively in the global marketplace. 

The new tax system should fully integrate individual and business taxes, and, most 
importantly, should encourage, or at least remain neutral with respect to, economically 
productive activity. In this regard, the new tax system should exclude net new savings 
from the individual tax base and allow businesses to expense new investments in the year 
they are made. In contrast to the existing tax system, individuals would have an 
economically rational reason for saving rather than consuming, and businesses would be 
able to invest in R&D, new plant and equipment, and human resources-the kind of 
investment necessary to enhance productivity and provide for future prosperity. 


'The views expressed herein are those of Mr. Belt and do not necessarily reflect the views of CSIS, its staff, 
or its contributors. 

*CSIS is a non-partisan public policy research institute based in Washington, D.C. that provides policymakers 
with a strategic perspective on issues relating to domestic and international economics and finance, politics, and 
global security matters. 
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The economic arguments for replacing the current tax system are compelling and, 
with the advent of the 104th Congress, the political prospects for tax reform have never 
been better. The challenge will be to resist the temptation to tinker with the familiar 
and instead completely rethink tax policy. Only if we take the bold step of replacing our 
tax system with a new system that is efficient, comprehensible, and conducive to savings 
and investment can we ensure that those who pursue the American Dream have any 
hope of attaining it. 


WHY WE NEED TO REPLACE THE INCOME TAX 

During its relatively short lifespan, the federal income tax has evolved into a 
byzantine maze of nearly incomprehensible and often inconsistent rules and regulations 
that both engenders distrust among taxpayers and taxes the abilities of expert 
practitioners. Its questionable and superficial equity is undermined by a variety of 
exemptions, deductions, and credits, and it clearly distorts the relative prices of goods 
and services, altering behavior in a manner inconsistent with sound economic principles. 

The imperative for comprehensive tax reform becomes apparent when one 
considers that almost one-fifth of America’s annual gross domestic product (GDP) is 
funneled through a federal tax system that wastes billions of dollars, misallocates 
resources, and impairs U.S. competitiveness. Fiscal profligacy on this scale jeopardizes 
America’s economic future and hampers its ability to meet severe domestic and 
international economic challenges. 

Although they may disagree on specific alternative approaches, proponents of 
comprehensive tax reform all condemn the existing income tax. As the debate on tax 
reform has progressed, the litany of the tax code’s woes has become very familiar: 

• The tax code is too complex and costly. By virtually any measure-including the 
astonishing number and length of IRS forms and instructions--the current U.S. tax 
code is extraordinarily complex. Most troubling are the economic costs of 
compliance that complexity imposes on society. Due to excessive complexity, 
valuable time and resources--which could otherwise be devoted to economically 
productive activities--are wasted on compliance with and enforcement of 
unnecessarily complicated rules and regulations. Estimates of total direct and 
indirect compliance costs range into the hundreds of billions of dollars. 

• The tax code distorts economic activity. Because the present tax code does not 
treat all economic transactions in a neutral manner, it distorts the pricing of goods 
and services and thereby reduces overall economic efficiency. The tax code, for 
example, encourages current consumption at the expense of saving by taxing 
individuals on their earnings and again on their returns from their savings. 

Among the more serious economic decisions that the U.S. tax code distorts is the 
choice of how businesses finance investment by taxing corporate equity income 
once when earned and again when returned to shareholders in the form of 
distributed dividends. This double taxation of dividends reduces the incentive for 
entrepreneurial activity. 

• The tax code is anti-competitive. The U.S. tax system impacts directly on the 
competitiveness of American businesses that operate in an increasingly globalized 
economy. Businesses are affected both in terms of the amount of taxes they pay 
and the types of distortions that the code creates. The U.S. corporate tax code 
increases the cost of capital for American businesses and thus erodes U.S. 
competitiveness. Moreover, the corporate income tax is, in many respects, 
inconsistent with the tax regimes of our principal trading partners, with the result 
that American exports often are relatively more expensive overseas. 


Wholesale tax reform is clearly needed to address these deficiencies. Anything 
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less than a completely new system of taxation will not be sufficient. To ensure that this 
new system works. Congress must recognize and adhere to certain fundamental principles 
of tax reform. 


PRINCIPLES FOR COMPREHENSIVE TAX REFORM 

America’s experience with the income tax offers several important lessons that 
should inform the process of tax replacement. First, the tax code should not favor those 
who consume resources over those who save. Second, the tax code should be simple 
enough for Americans to understand. Third, taxpayers must be convinced that everyone 
pays his or her fair share. Lastly, the tax code must not hamper U.S. businesses 
operating in the global marketplace. These lessons can be distilled into the following 
principles for tax reform: 

• Efficiency. An efficient tax structure does not discourage economically productive 
activity. Or, more accurately, it treats transactions in a consistent and neutral 
manner and does not reward or penalize decisions to buy, save, borrow, invest, or 
produce. As a result, prices are undistorted and accurately reflect the valuations 
of consumers and producers, allowing them to make decisions that optimize their 
economic well-being. 

• Comprehensibility. A comprehensible tax is one that is not needlessly complex and 
allows taxpayers to understand and comply with their tax obligations without 
having to expend undue time, effort, and financial resources. This will reduce 
taxpayer cynicism and minimize compliance and administrative costs. Similarly, a 
simplified tax system is less costly for government to enforce because there are 
fewer tax rules and regulations for taxpayers to evade. 

• Fairness. Reinstilling the high taxpayer morale that once existed in the United 
States will require a tax system that treats taxpayers fairly, or more accurately, 
satisfies societal notions of equity, which can be quite subjective. At the very 
least, the tax system should promote horizontal equity, so that people who are 
similarly situated economically bear similar tax burdens. 

• Constructive Empowerment. Taxpayers should have the ability to lower the 
amount of their earnings that are subject to taxation by saving and investing more 
of their income, not by working less. In addition to incentivizing economically 
productive behavior, this will give taxpayers a greater sense of control over their 
taxes and thus increase support for the new tax system. 

• Competitiveness. The tax code should work to the advantage of American 
businesses competing in the global marketplace. This will require an awareness of 
how domestic taxes are treated by international tax rules and adjusting our tax 
rules accordingly. 

If Congress can remain faithful to these basic principles, and use them as beacons 
to navigate through the politically tumultuous waters of tax replacement, it can fashion a 
new tax system that is consistent with America’s economic interests. I now turn to what 
such a tax system would look like. 


FRAMEWORK FOR A NEW TAX SYSTEM: KEY FEATURES 

To be consistent with the principles described above, the tax system that replaces 
the current tax code should include the following features: 


Lower rates and broader base. High tax rates, especially at the margins, discourage 
economically productive activity and encourage economically unproductive 
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activity. Broadening the base by eliminating deductions, preferences, and credits 
would allow effective and marginal rates to be lowered, thus stimulating economic 
growth and productivity-enhancing investment. 

• Fully integrated individual and business taxes. An integrated tax structure would 
reduce complexity and ensure that income is taxed only once. Integration of the 
individual and business taxes would produce a number of economic benefits, such 
as increasing investment in corporations, reducing corporate dependence on debt 
finance, and lowering the cost of capital. 

• Exclusion of saving from the tax base. Ideally, what would be taxed is some 
measure of consumption, rather than simply income. In an income tax 
framework, individuals would be allowed to deduct from their tax base all income 
that is saved or exclude from their income the return from savings. This would 
eliminate the current code’s hostility to this economically vital activity. 

• Immediate expensing of business investment. Businesses should be able to deduct 
expenses at the time they are incurred. Not only do depreciation and 
amortization schedules dramatically increase tax complexity, they discourage 
business from investing in plant and equipment, research and development, and 
human capital. 

• Harmonization with foreign tax systems. To compete on a more equal footing in 
foreign markets, the United States should adopt a system of taxation that is 
consonant with the tax regimes of our principal trading partners. 

In addition, adoption and implementation of a new tax system requires 
appropriate transition rules. Most tax proposals contemplate a fully phased-in tax 
system. Unfortunately, while a tax system may be designed from scratch, it would have 
to be implemented in an environment in which economic decisions and behavior are 
made in the context of previously enacted laws and regulations. Without appropriate 
transition rules, large segments of the economy might suffer severe short-term 
dislocations that could more than offset the longer-term benefits of the new tax system. 

Moreover, accounting, political, and social factors affect tax policy. For better or 
for worse, no tax code is simply an economic document. It will inevitably reflect the 
value judgments and priorities of the population to which it is applied. In an ideal policy 
world, the new tax system outlined above would be based exclusively on the principles I 
have described, and these principles would be consistently applied. 

Many policy choices, however, will be based on practical and political realities 
that would, if adopted, tend to undermine the theoretical purity of the tax replacement 
models advocated by economists. Congress will face policy options concerning the tax 
treatment of certain items-such as housing, education, and health care-that may place it 
at odds with economists. While I do not have time to delve into specific policy options, 
it is my hope that, to extent possible, policy choices will be assessed on the basis of 
sound economic principles, and not political expediency. 


KEY ISSUES 

The tax reform debate has focused on several issues that arise in replacing the 
current income tax. Two issues that 1 will focus on have received considerable attention 
and have generated much disagreement: the effects of tax reform on national saving and 
tax fairness. 

Saving. The principal difference between a tax system based on the principles I 
have described and the current income tax is that the new system would not include 
savings in the individual tax base. In part because of the dynamic effects of tax policy 
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changes, it is difficult to predict the precise extent to which private savings are likely to 
increase after the current tax code’s bias against saving is eliminated. A number of 
economists have argued that targeted tax incentives do not necessarily increase savings, 
but simply result in a shift in savings from non-tax preferred investments to those that 
are tax preferred,^ 

It is useful, however, to examine the performance of the individual retirement 
account (IRA), which was introduced in the early 1980s and can be used as a reasonable 
proxy.^ By excluding savings from the tax base, the new tax system would effectively 
operate like an unlimited, unrestricted IRA. Such a system, however, will have a 
stronger effect on saving than IRAs or 401(k)s. IRAs allow a deduction only for 
retirement saving (assessing a penalty for early withdrawal) for no more than $2,250 
annually. In addition, the 1986 Tax Reform Act reduced the maximum annual 
contribution to IRAs and eliminated eligibility for high-income earners. But the new tax 
code would apply the deduction to saving for any purpose for all households, and set no 
limit on the amount of saving that is tax deductible. 

Although there is no assurance that excluding savings from taxation will change 
behavior and result in more private savings, economists have identified three effects that 
should, over time, significantly improve the prospects for a greater rate of private saving: 

• The Incentive Effect. This characteristic is perhaps the most obvious of the three. 
By excluding savings from the taxable base, households can easily and legally 
reduce their tax burdens by saving more. This creates an obvious financial 
incentive to save. 

• The Horizontal Redistribution Effect, This effect describes the redistribution that 
takes place among persons in the same income class. Conversion to a neutral tax 
code would reduce the tax of above-average savers and raise that of below- 
average savers within each income group. The result would be more total saving 
from each group.^ 

• The Postponement Effect. The new tax would reduce the tax burden during the 
work-stage of life, postponing some burden until the retirement stage and 
enabling workers to save more.^ In an economy with growing real wages and an 
expanding labor force, the higher saving of workers outweighs the higher dissaving 
of retirees, increasing aggregate net saving. 

It should be noted that consumption is not a vice to be punished by the tax code. 
We must remember that one person’s consumption is another person’s income. Tax 
reform should therefore seek to increase aggregate consumption over the long term by 


^William D. Andrews and David F. Bradford, 'Savings Incentives in a Hybrid Income Tax,' in Henry J. 
Aaron, Harvey Galper, and Joseph A. Pechman, eds.. Uneasy Compromise: Problems of a Hybrid Iricome- 
Consumption Tax (Washington, D.C.: The Brookings Institution, 1988), p. 292. 

^Concerns that targeted tax incentives such as IRAs merely result in individuals shifting the locus of savings 
(rather ihan creating new savings) led Congress to significantly restrict IRAs in 1986. Empirical studies have 
concluded, however, that even for those who had been significant savers, IRAs appear to have stimulated an 
increase in their total saving, not a mere shift among savings vehicles [see Steven F. Vent! and David A. Wis^lP'^ 
"Have IRAs Increased U.S. Saving?: Evidence From Consumer Expenditure Surveys,' The Quarterly Journal of 
Economicr, August 1990]. The case is further bolstered by the evidence presented in a more recent study that 
looked at the experience of partidpation in another tax-preferred savings vehide, the 401 (k) plan, and found that 
contributions to these accounts did not simply substitute for other forms of saving and that partidpation in 401(k) 
plans among those eli^ble exceeded 60 percent at all income levels {Business Week^ September 27, 1993, p. 28]. 

Stephen B. Maurer and Laurence S. Seidman, The Consumption Tax, Horizontal Redistribution, and 
Aggregate Saving,' Mathematical Modelling (Vol. 5, 1994), p. 216. 

^Laurence S. Seidman, 'Boost Saving with a Personal Consumption Tax,' Challenge (November -December 
1989), pp. 48-49. 
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contributing to economic growth and prosperity. It will do this by encouraging the saving 
and investment necessary to improve economic productivity. This» in turn, will produce a 
permanently higher level of future consumption per household-i.e., a higher standard of 
living. 


Fairness and Rate Structure. Most people equate tax fairness--a very subjective 
notion in and of itself-with progressivity and a steeply graduated rate structure. High 
marginal tax rates, however, impose economic costs on society by discouraging 
economically productive activities such as work and by encouraging tax evasion and tax 
avoidance, whereby taxpayers seek to limit the amount of their income that is subject to 
the high marginal tax rale. 

Moreover, this definition of tax fairness, which has become ingrained in this 
country’s political psyche, confuses the issue of how tax burdens are distributed along the 
income spectrum. TTiis is because rate structure alone does not determine the degree to 
which a tax is progressive. Specifically, it does not tell you the percentage of one’s 
income paid in taxes, or the effective rate of tax. 

Consider the existing income tax code. Somewhat surprisingly, the effective lax 
rate paid by high income taxpayers under current law is quite similar to that they would 
pay under a 17 percent flat tax with family and personal deductions large enough to 
produce a zero effective rate for about half of all families. Although the top five percent 
income group currently faces a marginal tax rate of 39.6 percent, data compiled by MIT 
professor Jonathan Gruber indicate that their effective tax rate is just 17.4 percent (low- 
income taxpayers have effective rates near, or even below, zero).^ The variance 
between marginal and effective tax rates occurs because high-income taxpayers are today 
able to avail themselves of numerous tax avoidance strategies. Consequently, while the 
rate structure does affect the distribution of tax burden across income groups, it should 
not be the sole basis for assessing the relative fairness of proposed tax plans utilizing 
different rate schedules. 

Another tax fairness issue concerns the tax code’s role in distributing income 
among various groups in ways deemed politically or socially appropriate. Aside from 
expressing concerns that use of the tax code for redistribution purposes creates economic 
distortions, many have argued that the expansion of numerous federal social and 
economic programs have obviated the need to redistribute income on the revenue side of 
the federal budget. Former chairman of the president’s council of economic advisors 
Michael Boskin recently noted that the percentage of the federal budget devoted to 
transfer payments has increased dramatically since the 1950s. If we can achieve social 
and economic ends through government spending, then relying on the tax code for 
redistribution becomes unnecessary and counterproductive. 


PROPOSED ALTERNATIVES TO THE INCOME TAX 

With the advent of the 104th Congress, the prospects for replacing the current tax 
system have taken on a new urgency. Most of the attention has focused on three 
approaches to replacing the federal income tax: the Unlimited Savings Allowance (USA) 
Tax System promoted by Senators Domenici and Nunn, the "flat tax" advocated by House 
Majority Leader Dick Armey and Senator Arlen Specter, and Senator Richard Lugar’s 
national sales tax. 

The USA Tax System 

The USA Tax Act of 1995 (S. 722) was recently introduced by Senators Domenici 


^Jonathan Gruber, "Payroll Taxation in the United States: Assessing the Alternatives," in Robert J. Shapiro, 
cd.. Enterprise Economics and Tax Refomt: Promoting U.S. Growth in the Global Economy^ Working Papers, VoL 
III (Washington, D.C.: Progressive Foundation, 1994), p. 22. 
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and Nunn. The USA Tax is based on the recommendation of the CSIS Strengthening of 
America Commission, which was organized under the auspices of the Center for 
Strategic and InternationaJ Studies and chaired by Domenici and Nunn. 

The USA Tax is an integrated tax system comprised of an individual tax and a 
business tax. The individual tax would operate like a "super" IRA, with taxpayers 
subtracting their net new savings from their gross income-which includes wages, salaries, 
fringe benefits, and capital income-and paying tax on the difference. The USA Tax 
employs a graduated rate structure and allows taxpayers to continue to file annual tax 
returns that will look like the forms they are already familiar with. The USA Tax also 
maintains the home mortgage interest and charitable deductions, and adds one for post- 
secondary tuition expenditures. 

The business tax would asses a flat 11 percent tax rate on "gross profit," or the 
difference between the revenue from the sales of goods and services and the amount 
paid to other businesses for goods and services such as plant, equipment, rent, and 
supplies. All forms of business enterprises (not just corporations) would pay this tax. 
Businesses could immediately expense all of their investments and the tax would be 
border adjustable and territorial. 

The USA Tax directly addresses the current tax code’s most glaring flaw: the 
double taxation of savings and investments, and Senators Nunn and Domenici claim that 
the USA Tax would be much simpler than the income tax, with about 80 percent of the 
Internal Revenue Code eliminated after enactment. While it is not clear that the USA 
Tax would lead to increased saving, this would be the most ambitious effort to 
incentivize saving. In as much as a graduated rate structure may be necessary to satisfy 
societal notions of fairness, the USA Tax does so to maintain progressivity. Moreover, 
the USA Tax is the only proposal which has thus far garnered strong bipartisan support. 

It has been noted, however, that calculating net new savings could be a new and 
time-consuming chore for many taxpayers. For those filers who use the relatively simple 
1040EZ form, for example, the USA Tax could be far more complicated. Moreover, 
because businesses are not permitted a deduction for either wages and salaries or 
dividends and interest, it appears that labor and capital income is taxed twice-at both 
the business and individual levels. In addition, it has been argued that the USA Tax 
would relatively benefit capital intensive exporters at the expense of labor intensive 
service industries. 

The Flat Tax 

Two versions of the flat tax have been proposed: Senator Specter’s Flat Tax Act 
of 1995 (S. 488) and House Majority Leader Armey’s flat tax, which was part of his 
Freedom and Fairness Restoration Act, a bill that he introduced in the 103rd Congress. 
Both plans are based on the work of Robert Hall and Alvin Rabushka of Stanford 
University, Essentially, all wage and business income would be taxed at a single tax rate 
of 20 percent under the Specter plan and 17 percent under the Armey plan. Except for 
personal allowances, all deductions would be eliminated (Specter would permit 
deductions for home mortgage interest on home loans of up to $100,000 and charitable 
contributions up to $2,500). In addition, while the USA Tax System would tax capital 
income at the individual level if it is not saved, capital income is taxed at the business 
level under the flat tax and is not part of the individual tax base. Businesses would be 
allowed to immediately expense their investments. 

The most compelling feature of the flat tax is its simplicity. Individuals and 
businesses would spend significantly less time and money paying taxes and the IRS’s 
enforcement costs would decline dramatically. The flat tax would tax all income once 
and only once, thereby eliminating the double taxation of saving and investment. It 
would aiso integrate business and individual taxation and continue annual tax returns. 
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The flat tax suffers principally from the perception that it will reduce vertical and 
horizontal equity. First, many believe that the rich will benefit disproportionately from a 
flat tax at the expense of the middle class. For the very rich, this is probably true, 
although the generous personal and family allowances make the flat tax progressive. 
Second, because capital income is not taxed at the individual level, one person with 
exclusively labor income will be taxed at the individual level while someone with an 
equal income from returns from capital will not be taxed at the individual level. This 
capital income is taxed at the business level, but this tax burden is shared by consumers 
and workers in the form of higher prices and lower wages. Another political liability is 
the elimination of deductions for charitable contributions and home mortgage interest or, 
as Specter proposes, capping the deductions below current law. The mortgage interest 
deduction, in particular, will be defended by homeowners and the real estate industry. 

The National Sales Tax 

Senator Lugar has suggested replacing the federal personal and corporate income 
tax with a 17 percent national sales tax on goods and services-with an exemption for 
food and medical services-that would be assessed at the point of retail sale. Low- 
income taxpayers could be given a tax rebate. Unlike the USA and flat taxes, which tax 
consumption but function as income taxes, the sales tax is a pure consumption tax. 

First, as with the flat and USA taxes, the sales tax would eliminate the current tax 
code's anti’Savings bias and, according to some economists, significantly stimulate 
economic growth. Second, a sales tax would virtually eliminate the need for a tax code, 
which would reduce taxpayer paperwork and lower compliance and enforcement costs. 

In fact, Lugar would eliminate the IRS, a prospect that appeals to many Americans. 
Lastly, proponents of the sales tax note that it would tax the underground economy, 
because criminals could not avoid taxation when they purchase goods and services. 

The sales tax, however, has serious drawbacks. Being a consumption tax, it is 
potentially quite regressive: low-income taxpayers would pay a larger portion of their 
income in taxes than wealthier taxpayers. A sales tax could be made progressive by 
providing a waiver or refundable tax credit for low-income taxpayers, but doing so would 
compromise the objective of administrative simplification. Another problem is that, 
because the sales tax would be obscured in the selling prices of consumption items, the 
taxpaying public would be less sensitive to its tax burden. The sales tax would also face 
political opposition from retailers who would have to play the role of tax collector and 
from state and local governments that wish to retain their own sales taxes. Moreover, 
unless the 16th Amendment (authorizing the income tax) is repealed, many believe that 
the sales tax would add to existing levies rather than replace them. 


CONCLUSION 

While the tax reform plans 1 have just described differ on specifics, they share 
common elements that make them all far preferable to the existing tax system; in fact, 
the similarities are much more important than the differences. In short, they shift the 
tax base from income to consumption, thereby eliminating the current code’s bias against 
saving and investing; they make taxation less complex; and they better integrate business 
and individual taxation (the sales tax would do away with both). Most importantly, tax 
reform proponents are unanimous on the issue of greatest significance-the need to 
replace the tax code. There is complete agreement that the tax code imperils our ability 
to achieve real productivity and wage gains and improve our standard of living. 

While comprehensive tax reform is economically desirable and should receive the 
support of a majority of Americans, certain interest groups will inevitably resist any 
significant change in the tax code. Because the current tax system is distortionary, it 
changes the relative prices of commodities and thereby creates winners and losers. To 
the extent that a new tax system eliminates these price distortions, it will make losers out 
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of the old winners, and vice versa. For example, completely neutral treatment of savings 
would result in state and local governments losing their present tax-based funding 
advantage and the housing industry could suffer if the tax benefits accorded 
homeownership were eliminated. While these may be desirable outcomes on efficiency 
grounds, the reality is that the new losers will have every incentive to resist change, and 
many have powerful lobbies that could put considerable pressure on members of 
Congress. A proposed tax structure which is not sensitive to these potential minefields 
will fail. 

The American people, moreover, lend to view radical change with healthy 
skepticism. Part of the problem is that the public perceives many tax reform proposals 
as attempts to increase their aggregate tax burden. Of course, the tax proposals now 
under consideration could be made revenue neutral, and since any new tax system based 
on the principles outlined above would be a more efficient way to collect taxes and 
would enhance future productivity, it would be, over the long run, less burdensome. The 
federal government would therefore require fewer tax revenues than under the existing 
income tax. 

The fact that taxpayers will be able to lower their tax burden by consuming less 
and saving more, in a manner of their choosing, is perhaps the best political marketing 
tool for comprehensive tax reform. Granting individuals greater control over their 
money and the way in which it is taxed would give them a sense of empowerment and 
enable proponents of tax reform to garner the grassroots support that it both needs and 
deserves. 

Not since 1954 has the outlook for comprehensive tax reform been so promising. 
This opportunity must not be wasted on complex and incremental manipulations of the 
income tax. The United States needs instead to implement a new tax system that 
reflects today’s economic realities and raises public revenues in the most fair and least 
complex and distortionary manner possible. In doing so, we would take an important 
step in safeguarding the American Dream. 
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2000 Center Plaza, #238 
ColumMa, MD 21044 
Tel, (410) 7411.1177 
Fax (410) 740.3279 


Testimony - Dr . Steven Cord 
for the FUNDAMENTAL TAX REPOFK HEARING 
June 1995 


PROPOSAL - Tax land ovnerahlp# not producer Income. 

This can be done by giving federal grant preferences to 
those cities vhlch tax land assessments more than building 
assessments, or more directly by levying a federal tax on 
income from land ovnership. For further details on this, 
contact us as ve have been doing research and actual 
implementation of this for many years and vith many governments. 

BENEFITS - If this vere done, land sites would have to 
be used efficiently (it would be uneconomical to hold sites 
out of full use and yet pay a tax on its rental value), and 
this by Itself would create Jobs and promote economic 
development. Surely, this is better than raising prices via 
a national sales tax. 

Also, taxes on labor and capital could be substantially 
reduced, thereby once again creating Jobs and economic 
development. Most voters would receive tax reductions (i.e., 
they would pay more with labor-and-capltal taxes than with 
land taxes). 

ENDORSERS - Seven recent American Nobel Prize winners in 
economics have endorsed this idea (see enclosure) as well as 
hundreds of prominent urban experts (see enclosure). The 
proposal has worked well wherever tried. 

He are a non-profit research corporation and ve offer to 
put our experience at your disposal for expenses only; please 
feel free to contact us. 


A nonprom sducaUonaf foundmion 
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H. L Chambers 

6225 Salt Cedar Hoad. NE 

Rio Rancho, NM 87124 


Wed, June?, 1995 11:15 PM 


Mr. Philip Mosley. Chief of Staff 
House Ways & Means Committee 
1102 Longworth House Office Bldg. 

Washington, D C 20515 

Dear Sir: 

Enclosed please find six (6) copies of a statement regarding revision of the personal 
Income tax for submission to the Ways & Means Committee 

I wish ' in this statement - to express my views and address the topic of the personal 

income tax. 

Most of us would agree that our system of taxation is too complex, too expensive to admin- 
ister. and subject to “attempts to defraud" on the part of both taxpayer and government.. Instead of 
a cooperative symbiotic relationship, we seem to have an inefficient, antagonistic, contentious and 
adversarial relationship. This is generally unproductive on all counts. 

Some in government, as welt as private citizens and lobbying organizations, seem to favor 
a so called “flat tax" as a replacement for the personal income tax I don’t favor the flat tax as 
a replacement for the personal income tax for the following reasons: 

1 . It requires individuals to "report" their income. This leads to fraudulent underreporting 
on the part of the so called “underground" economy and others. The underground economy has 
been estimated by IRS survey to generate from 3 to 4 billion dollars annually. Individual business- 
men (proprietors) have - for generations - been “skimming" their own gross to avoid income taxes. 
Requiring individuals to "report" income generates unnecessary bureaucracy - in the IRS and else- 
where. In short, it generates extensive costs for both government and taxpayer. It allows much 
“income" to go "unreported and so untaxed". 

2 What criminal mobster, prostitute, drug dealer, marijuana grower, money launderer, 
etc., will report their income honestly on a “flat tax" postal card form? 

3. Do you really believe that individual privately practicing professionals honestly report 
all of their cash income? I speak of such as doctors, dentists, optometrists, private duty nurses, law- 
yers. photographers, tailors, etc., etc. I'm sure you ‘get' the thrust of my thinking 

4. I believe that we need to rid ourselves of much of the IRS - our most despised 
bureaucracy! A flat tax would not effectively achieve this goal. 

I don't support a “flat tax", nor do I support a “value added tax" (for many of the reasons 
cited above, as well as because of the tremendous bureaucracy such a tax would require for 
administration) I do strongly support a national sales tax, imposed and collected at 
the point of final sale, as a replacement for the personal income tax tor the follow- 
ing reasons. 
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\ Money is relatively worthless until spent to acquire desired goods and services Even 
the persons cited above for probable tax evasion spend money to obtain goods and services they 
need or desire Conspicuous consumers will pay taxes commensurate with their conspicuous con- 
sumption. Nothin g but p r escri ption drugs, foodstuffs, and dire ctly paid defined rnedicaj expenses, 
w ould be ex em p t fr om sales tax . Restaurant meals would NOT be so excluded Nor would school- 
lunch charges. Such would ensure that welfare recipients and the impoverished “poor" thus would 
have their tax liability reduced, but would still pay sorne taxes. 

2. The sales tax “rate" could be periodically adjusted to meet ttie real needs of govern- 
ment without altering any other part of the system. 

3. Existing loopholes’ could be eliminated, and no opportunity to create future 
loopholes' would be supported by such a system 

4 The resulting expansion of the tax “base” would reduce rates while promoting fair- 
ness 

5 Printing distributing, and auditing of tax forms and instructions, reftjnding, and gen- 
eral record keeping on the part of IRS would be very substantially reduced Such savings could be 
applied in a fashion deemed proper by The Congress 

6 Individual ordinary taxpayers would no longer be required to retain - at considerable 
expense - tax preparers to sort out the obfuscating tax laws and IRS regulations, deliberately made 
so by The Congress and the IRS This would accrue to the individual s benefit 

7 Cost of collection and forwarding such sales tax should result in a payment by the 
government o! a very small percentage to the collector based upon the amount of tax collected. 

8. This collection method could be standardised and inserted in the cash register 
automatic computer driven system extant at nearly all business outlets 

Other reasons could be cited, but the thrust of my comments should be quite clear to you 

I cannot believe that The Congress - having allowed the initiating of a complex procedure to 
use the House Post Office for fraudulent purposes and having discovered a means for writing and 
cashing personal checks for which there were no funds on deposit m the t-louse Bank - would find 
construction of the general system proposed to be beyond their competence!!'!' 

I strongly urge you to seriously consider making changes to oui personal income tax struc- 
ture in keeping with the comments above 

I request that you inform me of House Ways and Means Committee activities in these 
regards 

Very truly yours, 

f ■ ^ ■ I ' 

' V / 1 :<jy 1 . /vY.: . 

Harofd L Crtambors 

copy to computer file 



760 


Mr Phillip D Mosley/ for the 1 202 225 3121 

House Ways ft Means Conit tee 
Longsvorth Building 
Washington/ DC 20515 

Honorable Sirs: 

I am indebted to Mike Reagan/ 1 800 4 68 MIKE/ the son of our former 
President/ for calling my attention to your hearings on reforming 
federal taxation. As 1996 candidate for United States 

Representative in California Congressional District 12/ I take the 
Oath of Office to heart: I will to the best of my Ability/ 

preserve/ protect and defend the Constitution of the United States. 

Please forgive my few simple minded questions: 

Is our Government Constitutional in Order to form a more perfect 
Union, establish Justice, insure domestic Tranquility, provide for 
the coDoion defence, promote the general Welfare, and secure the 
Blessings of Liberty to ourselves and our Posterity? 

Does Article I Section 2 of our Constitution state that 
Representatives and direct Tues shall be apportioned among the 
several States which may be included within this Union, according 
to their respective numbers... ? 

Did the Supreme Court of the United States find the Civil War 
Income Tax unconstitutional? When the 16th Amendment was passed in 
1913/ was the promise made by Congress that the rate would not 
exceed 7% on incomes over $500/000? 

With regard to the Constitution and taxation/ have we lost our way, 
wandering for some years in the wilderness? Did Judge Learned Hand 
remind us that the power to tax is the power to destroy? 

US Treasury and Census statements indicate that since 1913, 
government spending has increased 824 times faster than our 
population. Are we really that much better off? Has human nature 
remained constant enough for 82, 207 or 3400 years, that we can 
avoid an endless sea of high compliance costs, deficits, debts and 
poverty under the yoke of tax tyranny? 

I pray yes. Therefore I support the Biblical and Constitutional 
20% flat tax proposal of Chairman Bill Archer, exempting savings, 
capital gains, state taxes, churches and poor people from taxation. 
Experiences in Britain versus Hong Kong confirm the wisdom of 
Joseph in limiting taxation and government. We love our liberty. 

Yours most truly, 

V'- ' * 

Richard Charles 
FOB 322 

Burlingame, CAlifornia 94011 


1 415 347 9382 Home Office 
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Honorable Philip Mosely June 3. 1995 

Chief of Staff, Ways and Means Committee 
Longworth Building 
Washington D C. 


Dear Sir; 

1 understand you will our letters included into the record our during the Tax hearings. The 
following is my thoughts on taxes and our burdensome tax system: 


As a small business owner I can assure you there is absolutely nothing that can be more 
disruptive, time consuming, and costly than dealing with the Internal Revenue Service. Every 
income earning individual must deal with a large, clumsy, indiiferent and oiten inept bureaucracy 
that makes inconsistent and often arbitrary determinations that can cost you everything you own 
and more. Although the extreme examples of bureaucratic ineptitude wiping out innocent 
taxpayers are probably relatively rare, the feet that it happens at all, and that the IRS appears to 
publicly flaunt these “triumphs”, creates a chilling tyranny over every hard working individual in 
this country. A type of “taxpayer terrorism” engaged in by our ovm government for the purpose of 
keeping taxpayers appropriately submissive. 

Furthermore, 1 resent the amount of resources 1 must devote to research, planning and 
record keeping , to try and preserve as much of my hard earned income as I can. These are 
resources I can scarcely afford but that I must expend if 1 want to merely exist, let alone prosper in 
this country. 

1 also resent the social engineering our elected officials are always engaged in. It should 
not be the role of government to punish or reward individuals for earning, investing, or spending 
their hard earned income the way they want. 

Liberty from this entirely unnecessary burden on the individual can only come with 
elimmation of ail the complex and often indecipherable tax laws and replace it with a simple flat 
rate. No exceptions, no deductions-- not even one; lest future law makers use it as a reason to add 
new and more complex rules later. 

Even better would be the total elimination of the income tax altogether. I realize other 
forms of revenue generation could be socially unpopular and perhaps politically impossible but 
please consider that when our government is entitled to know anything about our income, true 
privacy as our Constitution requires can not be achieved. Currently we are required to report 
where we earn our money, where we invest it, our marital status, the number of children we have, 
where we get our health insurance, were we go to church, what charities we give to and so forth. 
(Incidentally, most of these items are things I am barred by law from asking any potential 
employees! Is the government so much more privileged?) And if you are self employed you even 
have to report, among other things, how many stamps you buy! 

Only you have the power create a United States where law abiding citizens can truly be 
free from this unnecessary, and unreasonable burden. 1 implore you to eliminate this intrusion into 
the most personal and intimate details of our lives. I can only hope and pray that you choose total 
ir country. Thank you for this opportiuiity. 



Peter Chopelas 
15 105-3 17th St. NE 
Arlington, WA 98223 
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CITIZENS FOR SOUND TAX REFORM 

OFFICE OF THE PRESIDENT 


Thursday, 8 June 1995 


Dear Representative Mosely, 


Thank you for addressing the issue of tax reform. It is 
long overdue, and a sound solution should pass your 
committee and the House without any trouble. Of course, 
a sound solution involves replacing the current system 
with the 17 percent flat tax, as proposed by Rep. Dick 
Armey. I hope you will support the flat rate tax, and 
will be watching Congress to see what you do. Thank you. 


Cordially, 

Tim Ruel 


1276B Kamahele St 
Kailua, HI 96734-3339 
Phone/Fax: 808/261-7212 



TO: OUR SERVANTS, 

All elected/appointed officials 

In the State of Washington and in Washington D.C. 
FROM: WE, THE PEOPLE, THE GOVERNMENT 
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"I pledge allegiance to the flag of the COALITION FOR A 17. TAX 

United States of America, and to the Republic Chairman, Clarence P. Keating, Jr. 

for which It stands, one nation, under COD, ^ Avenue S.W, 

indivisible, with Liberty and justice tor all. Seattle, WA 9dl26; 1 (206) 937-1092 
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THE 1% FLAT RATE TRANSACTION TAX 


TWENTY PULL YEARS have been devoted to the research necessary to draft this 
TAX REFY)RM ACT: it is Constitutional, simple to administer, provides adequate 
revenue, and is worthy of YOUR support! 

UNDER THIS ACT : 

1. ALL STATE and LOCAL TAXES in conflict with our Constitution will 
be REPEALED 1 NO sales tax, property tax, B&O taxes, Hotel- 
Hotel tax, excise taxes, tolls, and fees for licenses & permits. 

2. Everyone, from the largest corporation to the individual citizen 
will be taxed at the same low rate (not to exceed the Constitu- 
tional Unit of IZ). 

3. The Tax will be paid by the SELLER OF COOPS OR SERVICES . 

4. Oie.ck ing or Saving Accounts will not be taxed; when you write 
a check, the person receiving chv check will pay the tax. 

b. At the present time, approximately 22Z of your income is paid 
out in State and Local Taxes. That's $5300.00 on a salary of 
$25,000.00 a year. Under the IZ TRANSACTION TAX . YOU WOULD 
BE PAYING ONLY $250.00, to your State and Local Governments. 

HIGHLIGHTS OF THE U FLAT RATE TAX : 

Our research indicates that there are over 3 TRILLION 
dollars transacted annually, within the Washington State 
banking system alone. Taxing these dollars at IZ would 
produce a revenue of at least 30 BI[J,IQN dollars. Our 
present combined State, County, and Municipal Dudgets 
have been around 25 Billion . Under the IZ TRANSACTION 
TAX, the way would be cleared to wipe out our acquired 
bonded indebtedness and regain our sovereignty as a free 
state, since we will no longer suffer the indignities of 
having to submit to Federal blackmail control. 

A DEBT- FREE WASHINGTON COULD BE THE BEACON TO GUIDE ALL THE STATES OUT OF CHAOS' 
THIS TAX - REFORM PLA N WILL WORK ' 

There are literally TRILLIONS OF DOLLARS in electronic money 
transfers in our Country annually; these are untaxed dollars. 

Add to these the SPECIAL EXEMPTIONS granted the large Corpor- 
ations and the LOOPHOLES they all find to use; and, finally, 
all of the OTHER TRANSACTIONS in the Market place, our verified 
figures show that a Tax of a fraction of IZ on the total of these 
transactions, would be sufficient to provide ALL of the revenue 
needed by every level of government in our Country! The 'Money 
Power* knows this too, as is evidenced by the ' CONSPIRACY OF 
SILENCE ' on this TAX-REFORM PROPOSAL, by ALL the news-media 
under their contrcl. 

It has been proven over the years, the most recent was during 
President Kennedy's administration, that when taxes are lowered 
the revenue is increased because the economy is improved. The 
IZ TRANSACTION TAX will leave more money in the pockets of the 
people for them to spend or invest, and the economy will be 
St imulaced again ' 
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May 29, 1995 


The Honorable William Archer, Chairman 
Committee on Ways and Means 
Longworth Office Building 
Washington, DC 21565 

ATTN: Phillip Mosley, Chief of Staff 

Dear Congressman: 

Attached are six (6) copies of "Income Tax Conclusions" which I would like entered into 
the record of the forthcoming hearings on Tax Reform. I understand your hearings are 
scheduled for June 6, 7, 8, 1995 in the Ways and Means Committee. 

Congressman Archer, you are to be commended for the courageous public stand you 
have taken regarding the current income tax situation and the monstrous 
consequences perpetrated by the internal Revenue Service bureaucracy. Millions of 
us agree with you and hope you prevail over any proposal that supports taxing the 
fruits of anyone's labor. 

The FourKling Fathers knew it, you know it and millions of us out here know it. That is, 
we know that a properly designed government's sole function is to protect the 
unalienable rights of every individual from foreign and domestic enemies, to ensure 
that justice is carried out in the courts and to provide an honest money system. 

THATS IT! We can do the rest. A proper government would only have limited powers 
to raise taxes, and thus, would be restricted to its 'necessary size. The income tax was 
deliberately Imposed so as to give government an unlimited source of funds to involve 
itself In an unlimited number of unnecessary activities, restricted only by the endurance 
of the people. 

The attached "Income Tax Conclusions" were taken, with permission, from Lynne 
Meredith's "Vultures in Eagles Clothing" , Prosperity Publishers, 17011 Beach Blvd., 
Suite 900, Huntington Beach, CA 92647. Her book is the culmination of seven years 
of research into the history of income taxes in America. Congressman Archer, if you 
are serious about getting all the facts out on the table, I urge you to have Lynne 
Meredith to testify before your committee. 

Bob Corke 
(196)441-8025 
(916) 456-8902 
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INCOME TAX CONCLUSIONS 


"[T]he Constitution recognizes the two great dasses of direct and indirect taxes, and lays down two rules by 
which their imposition must be governed, namely the rule of apportionment as to direct taxes and the rule of 
uniformity as to duties, imposts and excises . " Pollock v. Fanners* Loan & Trust Co. 158, U S. 601 at 637. 

" Direct taxes bear immediately upon person , upon possessions and enjoyment of rights . Indirect taxes are 
levied upon the happening of an event ." Knowiton v. Moore . 178 U.S. 41 

Constitution Article I. 82. Cl. 3 "... Direct taxes shall he apportioned * among the several states, according to 
their respective numbers..." Article I. S9. Cl. 4 "No capitation** or other direct tax shall he laid unless in 
proportion to the census of enumeration... " 


* Apportionment means to equally divide among the population (census) regardless of income. ** Capitation 
tax; "a tax imposed upon a person at a fixed rate, regardless of taxpayer's ability to pay, occupation, assets or 
income." 


1895 


1909 


Direct, unapportioned 
taxes on Income ruled 
unconstitutional 


President Taft 
proposes Tarriff 
Amendment 


Pollock V. Farmers Loan & Trust Co. 

157 U.S. 420 

"...We are of the opinion that taxes on personal property, 
being a direct tax , the income of personal property, are 
likewise direct taxes. The tax.. .so far as it falls on the 
income of real estate or personal property, being a direct 
tax within the meaning of the Constitution, and therefore, 
unconstitutional and void because not apportioned 
according to representation..." 

Congressional Record June 16, 1909, pg 3344: 

"It is now proposed to make up the deficit by the imposition 
of a general income tax, in the form, substance and almost 
the same character as that which, in the case of Pollock v. 
Famners' Loan and Tnjst Co. (157 U.S. 420) was held to be 
a direct tax, and therefore NOT within the power of the 
federal government to impose unless apportioned among 
the several states according to population...!, therefore, 
recommend an amendment... imposing on all 
corporations. ..an excise tax measured by 2% on the net 
income of such corporations. This is an excise on the 
privilege of doing business as an artificial entity.. .This 
course is much to be preferred to the one proposal of 
reenacting a law once judicially declared to be 
unconstitutional." 


Corporate Tariff Act of 
1909 


1913 

1916 


The 16th Amendment is was an unsuccessful attempt to override the Pollock 

declared to be ratified Case ruling. 


"The 16th Amendment contains nothing repudiating or 
challenging to the rule of the Pollock Case..." 
Brushaber V. Union Pacific RR Co. 240 U.S. 1 at 12 

overturn the Pollock 
Case. 


SUPREME COURT 
RULES: The 16th 
Amendment did not 
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1916 


Th« 16th Amondnwnt 
did not givo congress 
the power to collect an 
unapportioned direct 
income tax. 


The 16th Amendment is 
Constitutional because 
it Is only applicable to 
Indirect taxes. 


The income tax is an 
excise. 


‘..[Tlhe confusion ... arises from the [erroneous] conclusion 
that the 16th Amendment provides... a power to levy an 
income (ax which, although direct, should not be subject to 
the regulation of apportionment... [T]he far reaching effect 
of this erroneous assumpt jn... if acceded to, would cause 
one provision of the Constitution to destroy another, ... 
bringing the Amendment into irreconcilable conflict with the 
general requirement that all direct taxes be 
apportioned... This resuH would create radical and 
destructive changes in our constitutional system.. ..The 16th 
Amendment, as correctly interpreted, is limited to indirect 
taxes and for that reason is constitutional.. ..The conclusion 
reached in the Pollock case... recognized the fact that 
taxation on income was in its nature an excise.. 

Brushaber V. Union Pacific RR Co. 240 U.S. 1 at 10, 11, 
12,18,19 


"Excises are taxes laid upon the manufacture, sale or consumption of commodities within the country, upon 
licenses to pursue certain [regulated] occupations and upon corporate privileges; the requirement to pay such 
taxes involves the exercise of privilege." Flint vs Stone Tracy Co. 220 US 107. 

The 16th Amendment does not extend the power of 
taxation to new or excepted subjects..." 

Peck V. Lowe. 247 U.S. 165 


1920 


The 16th Amendment The 16th Amendment must be construed in connection 

did not eliminate the with the taxing clauses of the original Constitution " 

regulation of Eisner v. Macomber 252 U.S. 189 at 205 

apportionment for all 
direct taxes. 


26 CFR (1939) $9.22(b)-l " Exclusions from gross income .-The following items shall not be included in gross 
income and shall be exempt from taxation under this title; 

(b)-1 Exemptions; exclusions from gross income. Certain items of income., are exempt from tax and 
may be excluded from gross income. .. those items of income which are, under the Constitution, not 
taxable bv the Federal Government. " 


FINAL CONCLUSION: The 16th Amendment is constitutional because it is limited to only indirect taxes . 
Compensation for Labor and the exercise of the Right to Labor are property and, as such, are items of 
income, under the Constitution (Art. 1, §2, Cl. 3, Art. 1, §9, Cl. 4), not taxable bv the Federal Government . 
Compensation earned, exercising the Right to Labor is excluded from "Gross Income" and is exempt from 
taxation under Title 26. under the authority of Title 26, Code of Federal Regulations (CFR) C39) §9.22(b)-1. 


c;V..Vx)nc3 
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303 WEST BROAD 
TEXARKANA, TX 75503-2822 
JUNE 18, 1995 

CHIEF OF STAFF 
PHILIP nOGELL 

COMMITTEE OF WAYS AND MEANS 
L0N6W0RTH H. O. B. 

WASHINGTON, DC 20515 

DEAR SIR: 

RE HEARINGS FOR ALTERNATE FEDERAL TAXATION. 

WE WOULD LIKE TO MAKE THE CASE FOR A 5% NATIONAL SALES TAX, 
WITH ABOLITION OF THE FEDERAL INCOME TAX AND INTERNAL REVANUE 
SERVICE, SINCE THE l.R.S. WOULD NO LONGER BE NECESSARY. 

IN 1985, A FORMER l.R.S. EMPLOYEE, MIKE LOVE OF WACO, TEXAS, 
DREW UP A WANG COMPUTER MODEL FOR SUCH A TAX. WITH THE 
DEFICIT AT THAT TIME, A 5X NATIONAL SALES TAX WITH NO 
CREDITS, DEDUCTIONS, EXEMPTIONS OR EXCEPTIONS WOULD HAVE 
BALANCED THE BUDGET IN 2.62 YEARS. IN HIS MODEL, 2X WOULD GO 
TO THE GENERAL ACCOUNTING OFFICE AND 3X TO SOCIAL SECURITY. 

IN SUBSEQUENT YEARS, THE REVANUES NOT USED FOR THE CURRENT 
YEAR'S BUDGET COULD BE USED TO REDUCE THE NATIONAL DEBT. 

FIVE PER CENT IS PLENTY TO TAKE CARE OF OUR NEEDS AS THE TAX 
BASE (U.S. POPULATIUON) HAS INCREASED IN THE LAST DECADE. 

ABOUT 40 STATES, INCLUDING TEXAS, COLLECT SALES TAXES. TEXAS 
COLLECTS HERS THROUGH THE STATE COMPTROLLER'S OFFICE. A 
SIMILAR OFFICE WITH CONSTITUTIONAL SAFEGUARDS COULD BE SET UP 
AT THE FEDERAL LEVEL TO COLLECT THE TAX FROM BUSINESSES OF 
ALL KINDS. 

ADVANTAGES OF A NATIONAL SALES TAX INCLUDE EASE OF 
COLLECTION, NO PAYROLL DEDUCTIONS, THE SHRINKING OF THE 
UNDERGROUND ECONOMY, A BOOMING NATIONAL ECONOMY, WITH BUILT- 
IN INCENTIVES TO BUY HOMES AND OTHER BIG TICKET ITEMS AND 
LESS FEDERAL BUREAUCRACY. 

OTHER ADVANTAGES: NO CUMBERSOME FEDERAL TAX RETURNS FROM 
INDIVIDUALS, NO RECORDKEEPING FOR TAX DEDUCTIONS BY 
INDIVIDUALS AND LESS WORK FOR ACCOUNTANTS. 

THE ECONOMY WOULD BOOM AS A RESULT OF AMERICANS* GETTING MORE 
MONEY TO SPEND, THANKS TO LOWER TAXES. THIS WOULD RESULT IN 
MORE TAX COLLECTIONS, DUE TO THE INCREASED CONSUMER SPENDING. 
MORE JOBS WOULD BE CREATED AND PRODUCTIVITY WOULD INCREASE. 
THIS IS ILLUSTRATED IN AN ADAH SMITH ECONOMIC MODEL IN BOTH 
PERFECT COMPETITION AND IMPERFCT COMPETITION. 


THIS SIMPLE MODEL IS FOREIGN TO THE CURRENT ADHINISTRATON 
THAT INSISTS TAXES MUST BE RAISED TO FINANCE THE DEFICIT. 
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ONE DISADVANTAGE: A NATIONAL SALES TAX WOULD BE REGRESSIVE 
IN THAT LOW-INCOME PERSONS WOULD PAY PROPORTIONATELY MORE 
THAN MIDDLE AND HIGH-IMCOME PERSONS. HOWEVER, WE DOM ' T SEE 
THIS AS A BIG PROBLEM, SINCE PEOPLE ARE USED TO PAYING SALES 
TAXES IN MOST STATES. IN TERMS OF DOLLARS, HIGH-INCOME 
PERSONS WOULD PAY THE MOST. 

ONE LAST ISSUE. THE PROPOSED ITV. FLAT TAX PROPOSED BY 
CONGRESSMAN DICK ARMEY (R-TX) IS, IN OUR OPINION, AN INSULT. 
FOR SOME PERSONS IN THE 15% TAX BRACKET, ESPECIALLY THOSE 
JUST STARTING SMALL BUSINESSES, IT COULD MEAN A TAX INCREASE. 
THIS TAX COULD BE RAISED AT ANY TIME, OR INDEXED. THE 
CURRENT I.R.S. BUREAUCRACY WOULD STAY IN PLACE. (THE FEDERAL 
GOVERNMENT IS LOOKING TO CUT JOBS, HERE'S A GREAT PLACE TO 
START. ) UNDER OUR PROPOSAL, IT WOULD TAKE A 2/3RD'S MAJORITY 
IN THE HOUSE OF REPRESENTATIVES TO RAISE THE SALES TAX, OR, 
BETTER YET, WHY NOT PUT IT TO A VOTE OF THE PEOPLE? . 

WE BELIEVE A NATIONAL SALES TAX WOULD BE ADVANTAGEUS FOR OUR 
ECONOMY AND FOR TAXPAYERS AND WOULD CUT THE BUREAUCRACY. 
EVERYONE WE'VE MENTIONED THIS TO LOVES IT; IT WOULD HAVE 
BROAD-BASED SUPPORT. PLEASE CONSIDER A NATIONAL SALES TAX. 

PLEASE REPLY. THANKS. 

SINCERELY, 

HAZEL COTTON 
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6/19/95 


PHILLIP MOSLEY, Chief of Staff 
1102 House Office Building 
Washington, DC 20515 

Dear Sir: 

I am for a 13.5% Consumer Tax which will omit tax 
food and medical care. 

Get rid of IRS! 

Thanks . 


S- ‘Deruutf 
3221 Louisville 
'Ll Vase, TX 79930 


housing , 
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COMMITTEE ON WAYS AND MEANS 
HEARING ON TAX REFQRM 
JUNE 6-8, 1995 

STATEMENT OF THE DISTILLED SPIRITS COUNCIL 
OF THE UNITED STATES 

The following statement is submitted on behalf of the Distilled Spirits Council of the 
United States, Inc. (DISCUS), for inclusion in the printed record of the joint hearing on fast 
track issues. DISCUS is the national trade association which represents U S. producers 
and marketers of distilled spirits. We welcome the opportunity to contribute to the 
Committee's investigation into reform of the current Federal tax system. 

DISCUS concurs with Chairman Archer that any reform of the federal tax system should 
be directed towards simplicity, increased savings and investment, economic efficiency and 
international competitiveness. In addition, DISCUS believes that the various tax reform 
proposals should be evaluated in terms of the inciderKe of taxation on each sector of the 
economy as welt as on competing lines of business, the impact on state revenues, and the 
short-term (first 4-5 years) macroeconomic impact. 

Among the several tax reform proposals now before the Ways and Mearw Committee, four 
types are particularly rwteworthy; (a) flat tax proposals by Rep. Richard Armey (R-TX), 
Sen. Richard Shelby (R-AL), and Sen. Arlen SpMer (R-PA); (b) the national sales tax 
proposals by Rep. Bill Archer (R-TX) and Sen. Richard Lugar (R-IN); the Unlimited 
Savings Allowance (USA) Tax proposal by Sens. Pete Domenici (R-NM) and Sam Nunn 
(D-GA); and the subtractkxwnethod VAT proposal by Rep. Sam Gibbons (D-FL). DISCUS 
makes the following recommendations to the Committee, and would welcome the 
opportunity to elaborate upon these points if called upon by Congress: 

o The federal government should reduce its dependence on narrowly-based 
excise taxes. 

- High rated taxes on specific products - such as on distilled spirits for which 
44% of the price of a t^ical bottle is taxes - are fiscally inefficient. Further 
tax increases have little reveruje-generating potential, and further distort the 
allocation of resources in the market. 

- Liquor excise taxes are hidden from consumers who therefore do not realize 
how much tax they have to pay. The tax is imposed on the supplier who 
passes it on as a part of the cost of goods to the wholesaler. 

- The government collects much less money from the excise tax than 
consumers have to pay. Excise taxes cascade into higher prices since - as 
a cost of goods - it is marked up by the trade just like other costs of goods. 

- Federal tax reform focused on a broad tax base at a uniform marginal rate 
on all tax payers would be more fair, and cause less price-induced distortion 
of resource allocation. 

o The federal government should not tax products twice, nor should there be 
taxes imposed on taxes paid. Presently, distilled spirits is taxed several 
times. 


It pays an excise tax as it leaves the distillery or customs. 

It pays another excise or "monopoly” tax as it enters state jurisdiction. 

It pays sates tax(es) as it is sold to the consumer. Not only is the product 
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taxed, but also taxes are paid on taxes collected earlier by federal and state 
governments. 

A national sales tax would compound this cascading of taxes because that 
high>fated tax would constitute another (a) tax on the product, (b) tax on the 
federal excise tax, and (c) tax on the state excise taxes. 

o Existing specific taxes such as the FET on distiHed spirits should be repealed 
if a new layer of tax, such as a national sales tax, is enacted. 

- Imposing a new tax in addition to. or on too of. the existing FET (Federal 
Exdse Tax) burden would be disastrous for the industry. 

<- A national sales tax would be particularly heavy on high-priced, premium 
products. H would move away from the principle that the volume of alcohol 
(not the value of alcohol) in all alcohol beverages should be taxed. 

- Tax fairness demands elimination of double taxation. It would be unfair tax 
policy to impose a national sales tax or VAT without repeating other indirect 
taxes on distilled spirits. 

- The United States would warrt to avoid the disastrous experience of Canada, 
where a "tax revolt" resulted from superimposing a high-rated value-added 
"Goods & Services Tax" in addition to an existing federal excise tax and 
provincial sales taxes. 

o The lax burden should be equitably distributed, among both tax payers and 
products taxed. 

- Regressive federal excise taxes cortflict with the principle of tax fairness. 
Like sales and VAT taxes, excise taxes - even at lower consumption per 
capita amor»g lower-income fellies - consume a greater portion of income 
from low- and middle-income families than from the rich. 

- Increases in these taxes also cause a greater proportion of jobs lost among 
the poor than among the wealthy. 

- If alcohol content remair^ the basis on which beverage alcohol will be taxed, 
government should give serious consideration to a revenue-neutral 
adjustment of all alcohol taxes in order to apply a uniform tax to all alcohol. 

o Any new broad-baaed tax should be applied at a uniform rate to all purchases, 

thereby avoiding the costly complexity of multiple rates. 

- Simplicity arxl administrative efficiertcy would be lost in an attempt to make 
a national sales tax or VAT more equitable by imposing multiple rates. 

- The United States would wish to avoid the experience of Belgium, France, 
Irelarxj ar^ Italy which have multiple rated taxes. 

- There are other, more efficient ways to address equity concerns than by 
multiple rates. 

o The federal tax system should not undermine state-level taxation systems, or 
have the unintended effect of diverting revenue from states to foe federal 
government 


Following the FET increases in 1985 and 1991, state and local governments 
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lost more than $140 million in excise tax revenues, and saw unemployment 
compensation increase by $70 million. 


In summary, DISCUS agrees that in the interest of economic efficiency and international 
competitiveness, federal revenues should be raised through broadly-based income or 
coruiumption taxes rather than narrowly-based taxes such as the federal excise tax. The 
tax system should not waste time and resources of taxpayers and the government. The 
tax system should encourage businesses and individuals to irKrease savings and 
investment. The tax should be far simpler to calculate and administer than the present 
system. The tax should have a uniform rate with an absolute minimum of exceptions 
(loopholes, exemptions). Tax reform and all taxes should be fair - to competing products 
(e.g.. spirits, wine and beer), to those less able to pay, to workers and business, and to 
the states. 

Americans should be as aware of the taxes they have to pay as well as of the benefits they 
receive so they can evaluate the trade-off when a tax irKrease is proposed. For this 
reason, taxes should not be hidden as are federal excise taxes. Most importantly, it also 
means that a double tax should not be imposed, i.e., the imposition of any type of new 
consumption tax must include the repeal of already existing and highly regressive excise 
taxes. 


June 22, 1995 
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For the Record 


DISPELLING THE REVENUE 
TAX CONFUSION 


Dear Chairman Archer: 

To avoid the unnecessary confusion regarding the Income Tax, it is imperative that a review 
of the United States Supreme Court ruling should once and for ail settle any questions as to 
whether the Income Tax is a Direct Tax or an Indirect Tax. In its unanimous ruling, the 
Supreme Court in Brushaber v. Union Pacific Railroad Company . 240 U.S. 1 (1916) held 
that the 16th Amendment and the Income Tax enacted thereafter is constitutional because it is 
restricted to that class of taxes known as Indirect Taxes, which include excises, imposts and 
duties, all of which are privilege taxes. 

The jurisdictional question for purposes of enforcing the Income Tax depends entirely upon 
the question as to who or which persons are "subject to" the tax, and why and/or how do 
those persons become subject to an indirect tax. The question is jurisdictional because the 
term "taxpayer" is strictly a legal term narrowly defined by law as being only such a person 
who is subject to such a tax. For example, see Title 26, Section 1313(b): 

"... the term 'taxpayer' means any person subject to a tax under 
the applicable revenue law." 

This does not include any direct tax. The Supreme Court's rulings in Veazie Bank v. Fenno . 
75 U.S. 533, Springer v. United States . 102 U.S. 586 and Pollock v. Farmers' Loan & 
Trust Co. . 157 U.S. 429 clearly show that direct taxes are only those laid upon the several 
States, and that Congress, under Article 1, Section 2, Clause 3, and Article 1, Section 9, 
Clause 4, may tax the States, provided that such tax shall be apportioned according to the 
respective populations of the several states, as Congress has done in 1798, 1813, 1815, 1816, 
and 1861. Such a tax on the States is the only direct tax that Congress may lay and collect. 

The Constitution's rule of apportionment as to direct taxes is based upon and controlled by 
land values strictly in terms of pet^le or peculation instead of any monetary "market value". 
Congress must first determine how much money it will raise by such a tax, thus the total 
amount of the tax is set by Congress and each state pays its share of that amount based upon 
and according to their respective or individual populations. For example. Congress needs 50 
billion dollars and California's population is approximately 10% of the nation's population, 
and therefore, California's share of that 50 billion dollar tax would be approximately 5 
billion dollars. The enforceability of Congress' power of direct taxation is that each 
state may raise its share from its own real estate tax rolls of each state. 

But land speculators, which include banks, insurance companies, individuals and corporate 
America generally, have historically prevailed through their real estate lobby in preventing 
Congress from exercising this revenue power, which would tend to discourage and reduce the 
parasitic enterprise of land speculating. As a result. Congress has not used this power since 
the Civil War and has been forced by the real estate lobby to eke out the nation's revenue 
only by its power of indirect taxation. 
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WRITTEN COMMENTS 
OF THE 

EDISON ELECTRIC INSTITUTE 
REGARDING 

REPLACING THE FEDERAL INCOME TAX 
BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 

JUNE 22 , 1995 


The Edison Electric Institute (EEI) is the association representing the nation's 
investor-owned electric utility companies. Its members serve 99 percent of all customers 
served by the investor-owned segment of the electric utility industry. EEl's members 
generate approximately 79 percent of all the electricity produced in the United States and 
serve 76 percent of the nation’s customers. EEI and its member companies appreciate the 
opportunity to present our written comments on this important issue, and look forward to 
working with the Committee in its search for an alternative tax system to replace the 
federal income tax. 

EEI believes that a broad-based consumption tax is a better way to raise federal 
revenue than the current corporate income tax. Our current tax system is extremely 
complicated and burdened with a tangled multitude of exemptions and loopholes. It 
punishes success and rewards consumption at the expense of savings and investments, 
and is extremely difficult and expensive to administer. EEI supports the Committee on 
Ways and Means’ efforts to develop an alternative tax system that is fairer and encourages 
savings. Our testimony will predominately discuss a value-added tax (VAT), which EEI 
favors as an alternative to our current income tax. If the Committee wishes, EEI will 
provide additional comments on either the flat tax proposed by Representative Armey or 
S. 722, the Unlimited Savings Account (USA) tax proposal, at a later date. 

BROAD-BASED CONSUMPTION TAX 

A VAT is the best alternative to fund the federal government into the 21st century. 
Although consumption taxes can take many forms, a VAT has become the international 
consumption tax of choice, and with good reason. A VAT is far superior to our current 
federal income tax system because it does not rely heavily on income, but promotes a 
balance between income and consumption. Additionally, it would provide stability and 
neutrality to our tax system. Since its base is large, encompassing most economic activity, 
the VAT is nowhere near as vulnerable to economic fluctuations as an income tax, nor 
dependent on particular industries. Moreover, it taxes all financial factors of production 
equally, not discriminating between debt and equity, nor penalizing a particular form of 
business organization. Compared to the income tax. It encourages capital investment and 
is favorable to international trade. In short, a VAT meets Chairman Archer’s goals of 
administrative simplicity, stimulation of savings and investment, improvement of our 
international competitiveness, as well as collection of tax revenue from the "underground 
economy" and from others who currently do not comply with the tax laws. Set forth below 
is a discussion of how a VAT meets each of these objectives as well as some utility- 
specific concerns that need to be addressed. 

ADMINISTRATION AND COMPLIANCE 

The administrative and compliance burdens of a VAT vary greatly, depending on 
the type adopted. As a rule, the more complicated the tax, the more costly it will be for the 
government to administer ai^ more difficult for taxpayers to comply. Ideally, a VAT would 
tax the consumption of all goods and services. A broad-based VAT has two advantages. 
First, it diSCTiminates less among taxpayers based on their preferences for particular goods 
and services. Second, a low tax rate on a broad base changes the relative prices of 
consumer goods and services less than a high tax rate on a narrow base. Excluding 
goods and services from the VAT base increases the lax rate needed to raise a given 
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An Indirect Tax is a tax upon the exercise or exploitation of an intangible privilege, which is 
typically created and granted by a state government permitting certain people to engage in or 
pursue a certain business, profession, occupation, or trade that is otherwise unlawful. Smd 
privilege so granted is evidenced by a license, which, in and of itself, is a taxable gain. 

And the use or exploitation thereof is also taxable, with the amount of the tax typically being 
measured by the income, which is procured under said license. Therefore, an indirect tax 
could be called a privilege tax. Of course, a God-given, constitutionally protected 
fundamental human right caimot to be taxed for revenue purposes. 

E)ue to some people's lack of knowledge and understanding of the difference between direct 
taxes as property taxes and indirect taxes (excises, imposts, and duties) as privilege taxes, 
their ignorance is often exploited by their employers, who happen to be subject to a privilege 
tax which includes the income tax and the Social Security tax. 

The problem is not only misconduct by the IRS, but even more, it is misconduct by 
thousands of employers who are unlawfully and fraudulently taking monies from the 
paychecks of their employees who are not subject to any income tax or any Social Security 
Tax, or any other revenue tax, and, therefore, no money may lawfully be withheld from 
their paychecks under the guise of "withholding and collecting" a tax. 

Ignoring all of this, the employer, as a condition of employment, unlawfully demands a 
Social Security number from a prospective employee, who usually submits the number or 
obtains one in order to "get a job". If the employee is merely exercising a God-given, 
constitutionally protected, fundamental human right to work, for which no license is needed, 
then he is not subject to a tax, and, therefore, is not a "taxpayer" within the meaning of the 
law and cannot lawfully be identified as such, either by number or any other means. 
Nevertheless, in most instances, his Social Security Number is unlaw^lly treated by the 
employer as if it were a "taxpayer" identification number (TIN) so that the employer who is 
otherwise subject to the full amount of the Social Security Tax, will unlawfully shift half of 
this Social Security Tax on to the employee. 

Not only must Congress overcome the land speculators' real estate lobby and return to using 
its constitutional power of direct taxation of the states, which is payable from their own real 
estate tax base. Congress must by appropriate legislation, send a message to all employers to 
cease and desist from unlawfully attempting to apply the revenue law to employees who are 
not subject to a tax. 



Sheridan B. Duncan 
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amount of revenue. A single rate, broad-based VAT would promote economic neutrality 
and minimize compliance and administrative costs. 

If the structure of a VAT includes exemptions and multiple rates, the GAO estimated 
that the administrative costs could be as much as $700 million higher than a VAT without 
exemptions. Various factors determine compliance costs; most importantly the design of 
the consumption tax, the frequency of the reporting period, and the threshold level of 
taxation. While we understand that the structure of a VAT may need to contain tradeoffs 
to meet different social, political and economic objectives, such tradeoffs reduce total 
revenue generated and complicate tax administration. 

EFFECT ON SAVINGS AND INVESTMENT 

The United States economy suffers from an imbalance between savings and 
consumption. The national savings rate has declined steadily through most of the 1980s 
and 1990s. and is now lower than that of most of its trading partners. Between 1983 and 
1992, the net national savings rate of the United States averaged 3.6 percent. Over the 
same period, compared to the United States, Japan's net national savings rate was five 
times as high, Germany’s rate was three times as high, and the European Union countries' 
savings rates were, on average, twice as high. The U.S. net national savings rate dropped 
below 2 percent in 1992. 

Net domestic investments in those countries noted above during the 10-year period 
were 1 .5 to three times those in the United States. Due in large part to our low savings 
rate, compensation and real wages have declined in relation to historic trends. The 
current federal income tax system contributes to this deterioration because it creates 
biases that distort economic decisions and penalize savings. A low savings rate leads to 
reduced investment, lower economic growth, fewer jobs, and a lower standard of living. 
The result of these biases is to make the United States dependent on foreign savings for 
capital formation and to sustain its trade deficit. 

A VAT can stimulate savings if it replaces other taxes that discourage savings. The 
savings rate measures a societ/s desire to sacrifice consumption today for inaeased 
consumption tomorrow. We need to encourage increased savings in the United States. 
Without savings, funds are not available for capital formation and financing of the national 
debt cannot occur without borrowing from abroad. 

EFFECT ON INTERNATIONAL COMPETITIVENESS 

Since its inception in the 1950s, both developed and developing countries have 
widely adopted the VAT. According to the International Monetary Fund, about 90 countries 
have adopted VATs. This includes all fifteen of the countries that make up the European 
Union and twenty-three of the twenty-five industrial nations that make up the Organization 
for Economic Cooperation and Development. The United States remains one of two 
Western industrialized countries without a national consumption tax. As a result, the 
United States relies more heavily on income and payroll taxes than most of its major 
trading partners. This puts United States companies and workers at a disadvantage as 
they attempt to compete in the ever expanding global marketplace. 

The competitiveness of the United States would improve if a VAT replaced our 
corporate irxx>me tax. A VAT is "border adjusted," i.e., imposed on foreign imports while 
exempting United States exports. The principle is to impose the tax in the country where 
consumption of the goods or services takes place. Border tax adjustments are indirect 
taxes thM are refundable under the General Agreement on Tariffs and Trade (GATT). A 
destination-based VAT with border tax adjustments provides a trade advantage over an 
origin-based VAT without a border tax adjustment. 

Enacting a VAT in addition to our current income tax system would not create a 
trade advantage. However, If a VAT replaced the corporate irKX>me tax, the price of United 
States products could fail compared with foreign goods to the extent that the price le\ 
reflects the corporate income tax. If replacing the corporate income tax with a VAT low 
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the prices of American poods, then the United States trade balance would improve. 

UNDERGROUND ECONOMY 

Various estimates indicate that under our income tax system, lost revenue from the 
"underground economy" is as high as $2CX) billion annually. This is a significant revenue 
loss almost equal to the current federal budget deficit. An invoice-method VAT would go 
a long way toward taxing the underground economy as it would be more difficult to escape 
taxation. The invoice-method requirements of a VAT are necessary to ensure a high level 
of compliance, and thereby to address Chairman Archer's concern with the underground 
economy. 


UTILITY ISSUES 

The interaction of a VAT with state ratemaking raises issues for the electric utility 
industry. The "revenue requirement" of an electric utility includes its tax liability and is in 
principle recovered through the ratemaking process. State gross receipts taxes, state 
franchise taxes, and federal income taxes are all liabilities included in a utility’s revenue 
requirements. A sales tax Is not part of the revenue requirement. Utilities cannot 
automatically adjust rates to reflect changes in such taxes since these changes require 
approval of regulatory authorities. By contrast, a sales tax is generally a liability of the 
consumer with utilities serving solely as collection agents for the government. 
Consequently, utility bills automatically reflect a sales tax. 

Treatment of a VAT for ratemaking purposes should ensure that the ultimate 
consumer of electricity bears the cost. However, the design of a VAT raises several 
issues. The design of a VAT could be such that utilities are simply collection agents. This 
is how the House drafted the proposed 6TU tax in its version of the Omnibus Budget 
Reconciliation Act of 1993. An invoice-method VAT is a liability of the ultimate customer 
and would be collected and remitted by the utility. It would not be part of the utility’s 
revenue requirements. Instead, the VAT would be a separate calculation outside the 
ratemaking process. 

Alternatively, the design of a VAT could designate the seller as the taxpayer. Such 
a design would create regulatory problems for the utility. For example, under a subtraction 
method VAT, such as the USA business tax, utilities likely would be required to obtain 
regulatory approval in order to include VAT amounts in rates. 

TRANSITIONAL RULES 

EEI realizes that the implementation of any alternative tax system will require 
complicated transitional rules. Our current income tax system requires the depreciation 
of capital expenditures over varying lives and provides for limits on the use of credits and 
losses. Any alternative tax system should provide corporations with an ability to amortize 
their remaining tax bases in capital assets, use any tax credits qualified under existing law, 
and utilize any unused net operating losses. 

CONCLUSION 

EEI recommends that this Committee adopt a position supporting an invoice-method 
VAT as a replacement for our current federal income tax system and establish as its 
number one priority, its implementation. EEi believes that Implementation of a VAT 
should only be adopted as a replacement for our current Income tax system and not 
as a means to generate additional revenue. Additionally, EEI believes that a VAT 
should tax all business consistently. We thank the Committee for the opportunity to 
present our views, and we look forward to working with you in the future on this proposal 
and other important matters. 
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Comments for the Record 

In Connection with Hearings on Replacement of the Federal Income Tax 
June 6 throu^ June 8, 1995 

By R. Randall Capps 

Federal Tax Director and Assistant Treasurer 
EDS 

On behalf of EDS, I would like to compliment Chairman Archer and the Committee on 
Ways and Means on the committee's effort to End ways to make the federal tax system 
more simple and to reduce negative effects of the current system on the economy, EDS 
believes that it is good to review possible alternatives to the current system and would like 
to be a constructive participant in efforts to improve or replace the current process. I 
would, however, like to raise a word of caution with regard to some of the proposals under 
consideration which could, as currently structured, pose serious problems for the 
information technology industry in particular and for U.S. workers and the economy as a 
whole. 

Several options under consideration would employ a subtraction type VAT structure as the 
principal vehicle of taxation or as the principal vehicle of taxation applied to business 
income. The most detailed of these is, perhaps, the USA Tax Act of 1995 (the "USA tax") 
proposed by Senators Pete Domenici (R-N,M.) and Sam Nunn (D-Ga.). 

Under the USA tax, capital expenditures and expenditures for equipment would be fully 
deductible but deductions for wages and employee benefits would be eliminated. The loss 
of the deduction for wages and benefits would be partially offset by a reduction in the 
corporate tax rate and a credit for payroll taxes. However, the resulting tax increase would 
still be dramatic for companies in labor intensive industries, particularly those high growth, 
high wage industries such as information technology services which are the engines of 
economic growth and high wage employment for the future. It is probable that the tax 
burden of many high technology companies would rise by as much as 50 percent. 

In addition, under the USA tax proposal, wages would be taxed twice, once at the 
corporate level and once at the individual level In the case of a pure subtraction VAT, the 
double taxation of wages would be eliminated, but the burden on labor intensive companies 
would be even greater because the corporate tax rate would have to be much higher under a 
pure subtraction VAT system. While such systems are typically regarded as 
"consumption" taxes, it is important to note that a subtraction VAT is in essence a tax on 
payroll. 

There are a number of problems that could arise from these systems. Because wages and 
benefits are not deductible and the costs of plant and equipment are immediaiely d^uctible, 
the systems dramatically increase the costs of labor in comparison with the costs of 
equipment. Thus, industries that are heavily dependent on the contributions of individual 
workers would be disadvantaged, especially those industries that employ highly skilled 
workers and pay good salaries and provide good benefits. In addition, these systems 
would encourage companies to replace worirers with technology, because the costs of labor 
would be artificially high in comparison with the cost of maclwes. Finally, the systems 
would provide an incentive to locate tabor intensive work outside the United States. 

As mentioned earlier, the Domenici-Nutm proposal attempts to mitigate the negative effect 
on labor intensive industries by allowing a payroll tax cr^it and reducing the corporate tax 
rate to 1 1 percent. However, even a 7.65 percent payroll tax credit will not offset the 1 1 
percent coporate tax with respect to low and middle income woikers, and it provides no 
ofiset whatsoever with respect to benefits or to wages that exceed the Social Security 
cutoff. Moreover, there is a strong tendency for tax rates to increase over time, and there is 
little likelihood that the credit would increase proportionately. 

We realize that the discussion of alternative systems is in a very early stage, and we would 
very much like to continue to be a part of that discussion. We hope that any system that is 
adopted will not have a disproportionate affect on labor intensive industries, particularly 
those industries where the United States is a world leader. I would be happy to provide 
additional information on the effects of various proposals on our industry as the 
discussions progress. 
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6102 Winsome Lane *5 
Houston, TX 77067-5540 


CIS: 71532,1453 
Fa* 713-952-0250 
Tel: 713-952-0200 


11 June 1995 

Mr. Philip D. Mosely 
Chief of Staff 

Committee on Ways & Means 
U.S. House of Representatives 
1 102 Longworth House Office Building 
Washington, DC 20515 

Dear Mr. Mosely: 

This past week the House Committee on Ways & Means, chaired by Representative Bill 
Archer, held hearings about overhauling the collection of taxes by the Federal government. 

I am writing to share my preference with the Committee as to what 1 would like to see replace 
the current Federal income tax system. / favor tkt imposition of a national sales tax, collected 
by the individual states along with their own sales taxes, in place of the current system, for 
several reasons. Here are five: 

• Increase Compliance Rate: J understand that there is sonnething like a 98% 
compliance rate here in Texas for the collection of sales taxes. I understand that the 
compliance rate for Federal income tax is much lower. A national sales tax will be fairer . 

• Encourage Savings and investment: Income-tax payers are penalized for saving and 
investing. Sales~tax payers are rewarded for these activities. A national sales tax should 
lead to greater financial security for individuals and the country . 

• Reveal Currently hidden Taxes: Our current system prevents consumers from 
seeing what fraction of what they pay for goods and services goes to the Federal 
government in the form of taxes. A national saies-tax system would make those taxes 
obvious. This should make the Federal government more accountable . 

• Eliminate most Compliance Expenses: Various groups estimate that we spend 
billions of dollars annually to comply with the cunem system. A national sales-tax system 
should eliminate these expenses and add only fractionally to the sales-tax compliance 
expenses required to make state sales-tax payments. This should save billions annually . 

• Increase peace of Mind: The current system strikes fear in the hearts of taxpayers, 
most of whom honestly file their returns but fear being audited by the IRS. A national sales- 
tax system will eliminate fear of audits , which has an immeasurable but definitely negative 
effect of the nation’s productivity. 


Recognizing that everyone has basic expenses, some would argue that food and housing be 
exempt from a national sales tax. After all, even the poorest in this country must buy food and 
housing. However, I tend to favor NO exemptions for any product or service, including food or 
housing, because I believe that exemptions, exceptions, etc., are a corrupting influence. 


Instead, / favor vouchers being included in the system. A voucher would be sent to each 
American each month. This would be financially equivalent to what we have now: an income 
level below which we do not charge taxes. 


Sincerely, 


Kirk Mahoney, Ph D. 
Owner 
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June 06. 1995 


Philip D. Moseley 
Chief of Staff 

Committee on Ways and Means 
US. House of Representatives 
1 102 Longworth House Office Building 
Washington, D C. 20515 


Richard C. Foreman 
8835 Via Diego Lane 
Lakeside, California 92040-5045 

Hearings held June 6, June 7, and June 8, 1995- 
Main Committee Hearing Room 
1 100 Longworth House Office Building 

Distinguished Ladies and Gentlemen, 

I would like to commend you on the task upon which you now embark. The income tax as it 
presently stands is an infringement upon the rights and freedoms of all Americans wether they are 
rich, poor, or "middle class". The income tax as it presently stands enslaves the rich into a lifestyle of 
deceit, enslaves the poor in their welfare prison, ard enslaves the "middle class" into forced labor with 
both spouses finding it necessary to leave the home and find employment or live in abject poverty. 

To state my views quickly let me just ask that you include the book "The Tax Racket; 
Government Extortion From A to Z" by Martin Gross, a name you should all be funiliar with. I feel 
that the proposal for the "National Sales Tax " would serve our nation best, but only if the 16th 
Amendment is repealed, the Internal Revenue Service is abolished, and the IRC, and all regulations 
promulgated by this agency, be incinerated. Pardon my over-zealousness. 

I thank you again. 


Richard C. Foreman 
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Philip Mosley - Chief of Staff 
House Committee on Ways and Means 
US House of Representatives 
1102 Longworth House 
Washington D.C. 20515 


June 7 , 1995 


Dear Sirs: 

I am in favor of a retail consumption tax if the sixteenth amendment is 
repealed. 

If you would eliminate income taxation and all the monitoring and 
compliance infrastructure necessary to enforce it; you would not only save 
a great deal of money on these unnecessary functions, but you would 
restore hope to the nation. 

You would see the floodgates of productivity and creativity burst open in 
this nation once again. You would see people anxious to work because they 
would keep what they earned. They wouldn't have to be afraid anymore. 

They wouldn't fear that they had inadvertently violated one of the 
thousands and thousands of petty bureaucratic rules. They wouldn't have 
to submit to the unconscionable TCMP anal exams of the IRS. 

When I first heard that there would be open hearings on possible 
replacement of the income tax my heart rejoiced. I never dreamed the 
possibility existed that in my lifetime that any elected representatives 
would ever seriously consider reversing the totalitarian trends of the late 
twentieth century. Please restore the equal standing of all men before the 
law; everyone should pay the same thing. The government's proper role is 
to provide justice for its citizens. Remember, Fairness is the enemy of 
justice. 


Steven R. Friedrich 
5661 -A Gold Hill Road 
Placerville, CA 95667-9434 
(916) 642-8731 
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Tax Reform 

House Ways and Means Committee 
Longworth Building 
Washington, D.C. 20515 

June 13, 1995 

Dear Legislators: 

Following are recommendations for Tax Reform: 

1 . Balanced budget amendment. 

2. Repeal the XVI Amendment. 

3. Abolish the IRS. 

4. Establish a ten percent (10%) tax on commodity purchases, 
proceeds of which may be used to operate Federal 
Ck)vemment within bounds of Constitution, except in 
case of war declared by Congress. 

5. Voluntary tax 

50% for federal senators, divided equally. 

25% for representative; 

25% as designated by citizen. 


With kind regards and best wishes for your success in this endeavor. 



260 Butte Drive 
Baywood Park, CA 93402 

(805) 528-8720 



784 


5621 Charlotte Way, #31 
Livermore, California 94550 
June 15, 1995 


Phil Mosely 
Chief of Staff 

Committee on Ways and Means 
1 102 Longworth Office Building 
Washington, D. C. 20515 


Dear Mr. Mosely: 

A tax on income discourages wealth creation and savings. When applied to business, it 
encourages debt and discourages the accumulation of equity. Also, the additonal record- 
keeping required of businesses amounts to a hidden tax in itself 

The present system requires the intrusion of a bureaucracy into the lives of citizens. To 
make things worse, the IRS is largely exempt from the requirements of due process. 

1 believe that either a flat tax or a consumption tax would be an improvement on the 
present system. 


Sincerely yours. 



Michael E. Goldsby 
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Sidney J. Gutting, DC 
947 Central Avenue 
Louisville, Kentucky 40208-1213 
May 29, 1995 


House Ways & Means Committee 
ATTN: Phillip Mosley 
Longworth House 
Washington, DC 20515 

Dear Representative, 

This letter is being sent and is to be read before the House Ways and Means 
Committee on Tax Reform scheduled for June 6,7, & 8. 1 feel that it is imperative that my 
view be expressed concerning the following issues or areas of interest. 

Personal exemption in respect to taxes should be raised to about $12,000 or more 
before being taxed. We pay taxes on items as we buy them with the money that is income 
that we are taxed on before we receive it, whether salary or wages. Sounds like double 
taxation. Though one of the following examples is more of a state level issue, many 
similiar situations exist in Federal Government; In my family I pay a tax for schools and 
have no say in their running because I have no children attending those schools - 1 have no 
children in private schools - 1 have NO CHILDREN, but pay taxes for public education. 
Federal level might be the Food Program, I pay for food for children and I have nc 
children, I also pay for many children's programs in welfare, but I have no children. 
Additionally the Federal Programs do not recognize me as a professional - 1 am a 
Chiropractor, a professional in the medical community that is ignored as a recognizable 
appropriate care within Federal Employee and Care Programs. These examples sound like 
examples of taxation without representation both at State and Federal levels. 

The above and the fact that the Revinue Act of 1 862 is antiquated and needs to be 
not only reviewed but updated to today, rather than war time, are reasons that support a 
flat tax. If everyone paid taxes - the same reasonable amount (approximately 8%) - on 
items purchased then it would ensure that no one "got away" from paying their faire share 
and would dramatically simplify filing of taxes. The process of filing taxes has gotten so 
involved and complicated that a person almost needs to be a CPA to begin the process of 
calculating and completing the forms. 

Also, one issue that needs to be addressed by all is the fact that taxes began as a 
temporary, voluntary act that would help the country, therefore we had no true liability to 
pay. Now do not get me wrong I love my country and the freedoms that exist, I only 
want to see the original intent of the founding of this great country continue rather than it 
becoming as the Soviet, Communist communities (which by the way have FAILED!! 
Socialism does not work). As time has gone by the areas that are being "helped”, 
however, has increased to such an extent that the cooperative volunteers of this country 
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are being victimized - raped, if you will, by their own government. A government that is 
increasingly endeavoring to control and overpower it’s constituency. 

Another example of this power would be, the priveledge that IRS has to seize 
assets before wrong doing has been established. I personally have been on the other end 
of IRS erroneously claiming a debt. One year they claimed that I owed about $200.00 
more in taxes due to an addition error. Outcome, I did not owe this - there was an 
addition error, but on their part The very next year they claimed I owed about $266.00, 
rather than research it (there did exist a remote possibility I could have made an error and 
owe some) I sent a check for the full amount. About four to six months later, they were 
penalizing me $5.00 for not signing?? a form that I had made a copy of and returned to 
them. They threatened all types of repercutions if I failed to pay this $5.00 over 
something I had signed, dated, made copies of (why would I do this and not return the 
form?), and returned; they could not find the original so acused us of not following their 
directions. The letter they sent us was not very polite or consideration given to the fact 
that they might have been in error. Then when we called, they wanted us to send a letter, 
copies of items, etc. and request that this $5.00 be corrected, they claimed that they could 
not correct this charge without additional paperwork! This amount of money may seem 
smalt BUT similiar situations could and have occured with larger sums involved and no 
reacquition of losses (personal properties) were able to be recognized. 

There has also been a discussion of a change in the tax programs to change 
inheratence taxes. Think for a moment, many parents strive all their lives just to help their 
children have a better life; now the government is wanting to take more of this away from 
people. Where is the encentive in this country anylonger to prosper, even slightly - answer 
is there is none. If we are honest, we know already that by the time I am old enough to 
draw social security it will probably be non-existent. Example of a tax that was 
established, misused, and this one no one was ever given the opportunity to not parti- 
cipate It was mandated that we all pay into this program. Had we, the hard working 
people of this country trying to make a living for ourselves and families, been given the 
option to invest these monies rather than loose them, there would be little to no need for 
social security. 

The waste, misuse, opression must stop. 1 work often six days a week just to 
make ends meet, my wife works with me and works numerous additional weekends, and 
you want more of me? This is no longer the country our forefathers faught and died for, it 
has become what they fled. 


Sincerely, 
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Sandy Harper 
20 Corte Almaden 
San Rafael^ CA 94903* 
June 11, 1995 


P.D. Moseley 

Ways and Means Committee 
U.S. House of Representatives 
Longwortk Btiilding 
Waskington, D.C. 20515 


Re: 


Review of U.S. Tax Policies 


Dear Mr. Moseley: 

I kelieve tkat your committee is planning on studying tke revision of 
our tax policy. Hurrak! We kave long needed to kave our elected officials 
listen to our voices and make some significant ckanges in tkis antiquated tax 
system. Under tke Internal Revenue Service we kave watcked tke system 
kecome a monster witkout a master wko kas keen left to run amuck. Tkere 
is no need for suck a compkcated tax system paying for wko knows wkat. 

I wo uiaiite to see a flat tax or a national sales tax type alternative to 
tke system now in place. It is outrageous to kave to kire a tax accountant to 
file taxes. Please look at simpk^ring our tax laws so tkis task will evenly 
distrikute tke tax kurden and at tke same time make tke yearly reporting to 
ke done on one page witkout tke assistance of an accoimtant. 

I kave foxmd tke t«ix laws to ke encumkering and discouraging. Our 
coimtry was founded witk tke idea tkat a person could strive to get akeeid witk 
kard work and an entrepreneurial spirit. Because of tke tcix system tkat we 
now kve under tkat is rarely possikle. 

My request to you is to simplify, grow government smaller and 
distrikute tke tax kurden more evenly- 
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Sherry Harper 
20 Corte Almaden 
San Rafael, CA 94903 
June 11, 1995 


P.D. Moseley 

Ways and Means Committee 
U S. House of Representatives 
Longworth Building 
Washington D C. 20515 


Re: Review of U.S. Tax Policies 


Dear Mr. Moseley: 

I understand that your committee is beginning a study to revise the 
current tax policy. 1 am thrilled that this has finally reached a place of priority 
with our elected officials. I am in favor of any kind of revision to our tax laws that 
will finally bring some relief to the citizens of this country. We have become so 
controlled and bogged down by the current system of tax laws and have grown 
to dread anything that has the Internal Revenue Service insignia stamped on it. 

I would favor a flat tax or some form of national sales tax to simplify our system 
and balance the taxation to be evenly distributed among our citizenry. 

At my birth in the mid 1 940’s the tax laws asked for less than 1 5% of a 
person’s income and still provided the basics necessary to run this great 
country. Since then we have witnessed the growth of “Big Government" to a 
place where an average middle income person (such as my parents were) being 
saddled with outrageous taxes. These undue taxes all but bring our free 
enterprise system to a screeching halt since it discourages the "American 
Dream” to get ahead and succeed. There is no incentive to grow a business or 
reach higher if it only aeates more taxation and regulation. This, I believe will 
eventually kill our great country. 

Please study the tax laws carefully and simplify. The smaller we can 
make the regulatory system (especially the I.R.S.) the better. It is absolutely 
ludicrous that it takes a tax accountant to file our yearly tax reports. Bring this 
down to a single page and we will all be better off. 

I will be anxiously awaiting a new tax program. Thanks for giving this 
matter your time and energy. 

Sincerely, / 

' - ^ y; ■ 
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Helming 

Consulting Services, Inc. 


hue 8, 1995 


Congressman Bill Archer 
House of Representatives 
Washington, D.C. 20515 


Chairman Archer: 

1 respec tf ully request that the attached income tax reform proposal be made part of the 
record for t^ hearings on tax reform hdd June 6, 7, 8, 1995. 

The consumption tax proposal I am advancing is the subject of my upcoming book. The 
proposal calls for the complete elimination of the current income tax system. Eliminated also 
would be all other taxes on income, such as taxes on capital gains, inheritance, gifts, and profits. 
Taking the place of all federal taxes would be a 4-level, point of sale, consumption tax. At each 
point of sale the rate of tax collected would range between 1.5 and 10 percent. The plan, as 
proposed, would generate approximately HR trillion dollars annually. 

This plan is inherently less regressive by its design. The necessities of life such as food, 
housing and medical needs are either not taxed or are taxed at a low rate. Those who have more 
money to spend over and above the necessities will be paying more in taxes. 

But perhaps the most appealing feature of this plan that contributes toward non- 
regressivity is that wealthy businesses and wealthier individuals will pay much more in taxes than 
ever before while they have the ability to make more money than ever before. 

The elimination of the tax on capital gains and profits will generate more activity of the 
buying and selling of companies, real estate, and other assets because there will be the opportunity 
to make more money on appreciation, expansion and success. On the fi'ont side of the 
transaction, before new profits and appreciation, the tax is collected. This will be a high source of 
Federal revenue that will greatly broaden the tax base and reduce regressivity. 

In my opinion, this plan could be put into effect without a lengthy transition period. In 
&ct, the Social Security and Medicare structure for raising revenues is the only area I see as 
needing transition time which I have accounted for in my plan. 


7917Bond 
Lenexa, KS 66214-9866 
Phone: (923) 492-3330 
Fax: (913) 492-6229 
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I also do not believe that there would be a catastrophic affect, as some have stated, to the 
domestic or international markets. To the contrary. I believe taking this bold and aggressive 
action will send the long*awaited message to the world that we are taking control of our 
economic destiny to remain the leading world economic power. Further, I believe that the rest of 
the world will eventually follow our lead and convert their own beleaguered tax systems to 
consun^on based ^ems. 

In addition, I do not believe that converting to this system will create any long-term 
inflationary pressures. At this point in our economic cycle, the consumer simply cannot afford 
higher prices. Therefore business will not be successful in passing on 1 00% of the tax. Business 
will absorb part of the cost in order to stay competitive. 

It should be noted that 1 have been researching and developing this plan for well over ten 
years. And, I have been publicly speaking to thousands of people and writing about this subject 
since 1987. 

I am an economist residing in the Kansas City area. I have owned my own consulting 
business for 22 years. My economic forecasting expertise includes the world and U.S. general 
economy and the world and U.S. agriculture and food economy. I have an excellent track record 
and reputation for identifying long-term economic trends. 

Two individuals who have encouraged me to submit my plan to you include: James 
Powell, Texas rancher and businessman. Telephone; (915) 653-1688 and Bill Holubec, Certified 
Financial Planner, San Angelo, Texas Telephone: (915) 942-9932. 

Congressman Archer, I concur with you completely on your assessment that a complete 
replacement for the income tax system is necessary. Furthermore, I also agree that while a flat tax 
may be a short-term improvement over the current system, it is by no means the longer term 
solution for all of the reasons you have publicly stated. The case for a consumption tax is so 
compelling for the long-term health of our economy, it must be bolstered and advanced so that 
the general public can understand the concept and recognize it as being a credible solution. 
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I firmly b^eve that, because of where we are in the long-term 50-65 year economic 
bunness cycle, an income tax replacement is eminent. Our economy has been dismflating since 
1981 and these deflationaiy forces will continue to force down real wages, for another 10-15 
years. Contrary to popular opinion, I bdieve this deflationary cycle will run its course forcing the 
U.S. and the rest of tfae world to lower prices atxl increase value in order to increase savings and 
reduce debt. Therefore, regardless of political philosophy and Federal Reserve policy, the 
economy will force the necessary changes which ultimately will include creating a way for people 
to keep more of their income in order to maintain an acceptable standard of living, borrow less 
and save more. 

As I have stated, I have talked to thousands of people over the years about the concept of 
a national consumption tax. Ten years ago, my audience would say "sounds good, but it will 
never happen". Now the overwhelming reaction is "how can we get it done." My re^nse to 
these reactions has remained the same over the years. That is, when there is pain there is gain. 
When the choices where to cut the budget become more painfid and when economic reality sets 
in, then the climate will be conducive for change. Without a doubt, I believe we are approaching 
that time of economic reality. 

I would very much appreciate the opportunity to discuss my plan with you further. I am 
confident that I could contribute greatly to the development, formulation and presentation of a 
consumption tax plan that the American people could understand and embrace. 



Ends. 

BHes 
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KEY ELEMENTS OF THE PROPOSED NATIONAL 
CONSUMPTION TAX SYSTEM 


A. Would Completely Replace the Present Federal Government Tax System - This 
national consumption tax system would replace all present federal government taxes, including the 
complete personal income tax, the taxation of business and corporate profits (including those of 
self-employed persons), the taxation of interest income and dividends, the taxation of capital 
gains, and the taxation of estates, gift, and inheritance, plus the present national sales taxes on 
such items as gasoline, diesel fuel, alcohol, and tobacco products. The only exception is the 
overall social security system, wherein all employees under this new tax system would pay a 5% 
social security tax, all employers would pay a 5% social security tax, and all self-employed 
persons would pay a 10% social security tax. All remaining money required to adequately fund 
the total social security tax system would come from the tax revenues generated from the 
proposed national consumption tax system. 

B. The Present Tax System b Counterproductive and b Complicated - The present U S. 
federal government tax system penalizes and/or discourages hard work, self-initiative, creativity, 
innovation, improving productivity, savings, new investment, economic growth, new job creation, 
and the creation of new wealth. Taxing consumption will have just the opposite affect and will 
send all the right and desirable signals for America, plus helping the U.S. become more 
competitive in global trade and will significantly enhance our U.S. level of total exports in the 
future. The present U.S. tax system and code is far too complicated, costly, and time-consuming 
for consumers, families, businesses, and for the government. 

Finally, the present U.S. tax base is far too narrow, unfair and it is not equitable. As a 
result, tax rates are far higher than they should be and what is necessary. It is very important to 
no longer tax income and wages. 

C. Specific Categories that Will Not be Taxed - Following below are the specific items that 
will ^ be taxed under the proposed national consumption tax system; 

1 . All wages, personal income of all kinds, and business/corporate profits. 

2. All interest income, dividends, and capital gains. 


7917 Bond 
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3. All gifts, donations, estates, and inheritance. 

4. All debt service payments for interest and principal, including 
apartment/condominium payments and rent, and all home mortgage payments. 

5. All life, health, property damage and liability insurance premiums. 

6. All education, job training, and child care expenses incurred by individuals and 
Emilies. 

7. All savings accounts and plans, all investments in stock and bonds, all monies in 
retirements plans and all cash. 

8. All wages, salaries, bonuses, retirement contributions and all deferred income 
payments and profit sharing by businesses and corporations. 

9. All insurance premiums for workers compensation, liability, property damage, and 
company paid heahh care premiums. 

10. All debt service payments for principal and interest made by business and 
corporations. 

11. All company working capital, cash equity, and retained earnings. 

12. All business and corporate employee training, education, and child care expenses. 

D. What Will Be Taxed, How, and By Whom - Except for the specific items mentioned in 
Part C above, all products, goods, commodities, raw materials, equipment, machinery, tools, 
vehicles, trucks, real estate and businesses of all kinds, all exports, and all services will be taxed 
when there is a sale, purchase and/or trade involving the above items. The consumption tax will 
always be paid by the buyer and collected by the seller, regardless of whether that involves 
individuals, families, businesses and corporations, organizations and institutions, churches, 
government entities, and many other examples. 

This proposed and recommended national consumption tax system will have four specific tax 
levels and tax rates. These four tax levels and rates are summarized below. 

Level 1 - The Level 1 tax rate is 1.5%. This level and tax rate applies to all raw materials. 
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commodities, mining, fishing, oil and gas drilling and development, forestry, ail Arming and 
agricultural production, all manufacturing, all construction of all kinds, and to all wholesale 
businesses. All services purchased by these businesses and operations in this category will also be 
taxed at the same 1.5% rate. These are typically businesses that add value. We have assumed 
that on the average the added value process is a multiple of 5. Therefore, the accumulative tax 
for this key sector of the U.S. economy is 7.5% in total. For integrated companies or businesses, 
the consumption tax would be 4 %. 

Level 2 • The Level 2 tax rate is 3.0%. This level and tax rate applies to all actual food 
expenditures for the at-home or away-fi’om-home consumption and services, not including alcohol 
or tobacco products, plus all prescription medicines, doctors fees, and hospital and medical 
expenses, supplies, arid services of all kinds. These two key categories are taxed at a very low 
level to allow for the fact that food and medical services expenditures are a necessity for all 
persons, including those with low or modest income levels. 

Level 3 - The Level 3 tax rate is 5,0%. This level and tax rate applies to all actual 
purchases of all real estate and private and publicly owned businesses of all kinds, throughout the 
United States. For example, this includes all purchases of farm and ranch real estate, existing and 
new home real estate, apartment and condominium real estate, all commercial, industrial, 
wholesale, and retail real estate properties, and all hotel, motel, resort, golf course, sports 
complexes, amusement parks, entertainment and all other kinds and types of real estate that are 
purchased and sold in the United States. 

The Level 3 tax category and 5.0% tax rate also applies to all private and publicly owned 
businesses and/or fixed assets that are purchased and/or ti^ed in the United States. All company 
stock purchases that amount to 10% or more of the total company stock and value of the private 
and/or publicly owned companies shall be subject to the 5% tax paid by the buyer and collected 
by the seller. 

Level 4 • The Level 4 tax rate is 10.0%. This level and tax rate applies to all actual 
purchases by individuals, businesses, organizations, institutions, and government agencies, of all 
products, goods, vehicles, equipment, machinery, supplies and services of all kinds by consumers, 
fiunilies, and businesses at the retail and fiitished consumer-ready level.. There are numerous 
examples of items that would All into this category. A few examples would be automobiles, 
movie tickets, the dry cleaners, utility bills, consumer hardware supplies, soap and toilet paper, 
l^al fees, gasoline, and thousands of other examples. 

Chart 1 summarizes the 4 consumption tax levels that range from a 1.5% to a 10.0% tax 
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rate for individuals, Emilies and self-employed wage and income earners. Chart 2 summarizes the 
4 consumption tax levels that range from a 1.5% to a 10.0% tax rate for all businesses, 
corporations, institutions, and organizations in the United States. 

Chart 3 shows the comparison of the 1994 tax rates on income for individuals, couples, 
frunilies, and self-employed persons vs. Bill Helming's proposed national consumption tax. The 
present tax rate is 20 to 38 percent vs. a consumption tax rate of 1.5 to 10.0 percent. Chart 4 
shows the comparison of the 1994 tax rates on profits for corporations, companies, businesses, 
organizations, and institutions vs. Bill Helming's proposed national consumption tax. The present 
tax rate for businesses is 15 to 34 percent vs. a consumption tax rate of 1.5 to 10.0 percent. 

E. Total Taxes Collected Under the Proposed National Consumption Tax System - For 
the year 1994, the total federal government tax revenues would have been at least 1.3 trillion 
dollars as shown in Chart 5. The total taxes collected by the federal government in 1994 (period 
ending on September 30, 1994) was 1.257 trillion doUan under the present federal government 
tax system. The total net consumption expenditures (purchases) for 1994 were at least 14.0 
trillion dollars imder my 4 level consumption tax plan. As noted in Chart S, the total 
consumption tax revenues for 1994 would have been 1.049 trillion dollars and the 10% total 
social security tax would have generated and additional 251 billion dollars. Therefore, the total 
taxes generated by the proposed new national consumption tax plan and the 10% social security 
tax would have generated at least 1.3 trillion dollars in total federal government tax revenues for 
1994. 


As the U.S. economy grows, total tax revenues increase. Over the span of any given ten 
year time period, the realistic average annual rate of growth for the overall U.S. economy and for 
federal government tax revenues would be 2.4% per year. Therefore, total tax revenues under 
this new federal government tax plan and system would be at least 1.333 trillion dollars for the 
year 1995 or would increase between about 33 to 40 billion dollars per year. Obviously, the rate 
of increase in total annual federal government spending should not exceed more than 2.4% per 
year. 

F. The Role of the IRS Would Dramatically Change - Under this proposed national 
consumption tax system and plan, there would no longer be any personal, business, and corporate 
tax returns filed, no deductions, no depreciation schedules no non-profit status organizations and 
institutions from an IRS standpoint. The time, cost, and people involved relative to complying 
with the consumption tax system would be reduced by at least 80% compared to the present 
federal government tax system. This by itself will be a great benefit for consumers, families, 
businesses, and will save billions of dollars. 
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The nsticmal consumptioii tax system will dramatically simplify the present tax system. 
The future role of the IRS under this proposed national consumption tax system will be to 
monitor the tax collection system. Under this proposal, all taxes would be collected by the seller 
of all conunodities, products, goods, vehicles, equipment, machinery, tools, businesses, real 
estate, and services for Lcveb 1, 2, 3, and 4, and paid for by the bu^ at the time and point of 
purchase. They will then complete a very simple IRS one-page form showing and documenting 
all purchases a^ sales, and send such documratation along with a check to the IRS in a timely 
manner. These will primarily be businesses of all different lands, public and private, large and 
small. 


G. M^or Benefits of the National Consumption Tax System - Following below is listing 
of the major benefits of the federal government national consumption tax system that I am 
proposing: 

1 . The most fundamental and greatest benefit of the proposed national consumption 
tax system is that it would finally give the power of taxation to the American people. Simply 
stated, when Americans chose to save and/or invest a portion of their money, they wold not be 
taxed at all. When Americans decided to spend their money and therefore purchase all sorts of 
products, goods, equipment, vehicles, machinery, services, real estate, businesses, etc., they will 
then pay a Level 1, 2, 3, or 4 consumption tax, whichever applies. 

Bottom line, under this proposed national consumption tax system, Americans will have a 
choice, as shown in Chart 6. This will go a long way toward many more Americans being able to 
improve their standard of living and to realistically achieve the "American Dream". Under the 
present federal government tax system, we have no choice as shown in Chart 7. This represents a 
huge and very important difference. Many people in government want to foster growth in 
govemmem bureaucracy and socialism and the present tax system gives them that power. 
Remember, the power to tax is also the power to destroy and to control the lives of individual 
people. 


2. Will greatly encourage hard work, private initiative, improved productivity, 
increased savings, and lower interest rates, as shown in Chart 8. 

3. Will greatly improve investment, economic growth, and new job creation. For 
example, it will resuh in the U.S. economy growing at least 35% more than under the present tax 
system that taxes wages, incomes, profits, interest income, dividends, estates, capital gains, etc. 
This is well illustrated in Charts 9 ^ 10. 
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4. Will greatly encourage and increase the rate of growth in the creation of new 
wealth, new business and small business formation, increased wages and incomes, and new job 
opportunities for employees and for the self-employed people in America. 

5. It will very realistically give more Americans the opportunity to actually improve 
their standard of living. This represents a major benefit and win-win change for all aspects for our 
economic, social, and political structure in America, as shown in Chart 1 1 . 

6. Will greatly encourage people in America to take more responsibility for 
themselves and thereby become less dependent on government and others for help and survival. It 
will foster and encourage more compassionate capitalism, free enterprise, and entrepreneurship, 
and it will discourage socialism, bigger and more expensive government, higher taxes, and 
govenunent control of the lives of the American people. 

7. It will dramatically lower tax rates and will sharply reduce the amount of taxes 
now being paid by many of those who now pay taxes in the United States. It will greatly broaden 
the tax base. It will force the underground, drug and other cash transaction portions of our total 
U.S. economy to finally start paying their fair share of taxes. Today there is at least one trillion 
dollars per year that never gets taxed because of the nature of the present tax system. The 
national consumption tax system would be much more fair, equitable, and simple, compared to the 
present tax system. 

8. Regressivity is reduced because wealthy businesses and individuals will be paying 
more taxes than ever before. This is made possible by increased business investment and activity 
because there no longer is a tax on profits, capital gains, and inheritance. Therefore, businesses 
and individuals will also have the ability and opportunity to make more money than ever before. 

Regressivity is also greatly reduced by the necessities of life, such as food, housing and 
medical expenses being either taxed at a very low rate or not taxed at all. This is made possible 
because of the much broader tax base as a result of the proposed national consumption tax 
system. 


9. Combines the best and different aspects of (a) a national value-added tax (VAT), 
(b) a national sales tax, and (c) a national consumption tax. 

1 0. Allows time for Social Security and Medicare program reforms. The consumption 
tax plan as proposed leaves the existing structure for raising revenues partially in place to allow 
the time necessary to reform the Social Security/Medicare program. Should Social 
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Security/Medicare become a "sieans tested" program for future generations, the Social 
Security/Medicare payroll deduction could be completely eliminated and the program would be 
entirely funded by the consumption tax. 

11. It would dismantle the IRS as we know it. Most Americans would welcome and 
applaud a substantially reduced IRS involvement in their lives and business activities. 

12. It would be bullish for the U.S. financial markets, including the stock and bond 
markets, and would also help improve the U.S. trade balance and be supportive for the U.S. 
dollar. This plan, along with Congress following through on significantly reducing federal 
government spending, will truly be bullish for America and our economy over the next 10 years 
and beyond. It also establishes an excellent blueprint for all state and local governments adopting 
a similar tax plan. 



Chart 1 
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Level 2 = All purchases of food, medical, hospital, doctor and prescribed medicines. 
Level 3 = All purchases of all public and private businesses and all types of commercial, 
industrial, retail and residential real estate. 

Level 4 = All other purchases of goods and services at the retail level. 
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Level 3 = All purchases of all public and private businesses and all types of commercial, 
industrial, retail and residential real estate. 

Level 4 = All other purchases of goods and servic^es at the retail level. 
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1/ Estimated by Meara, King & Co., CPA, Kansas City, MO. 
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tax, with 5% paid by employees, 5% paid by employers, and 10% paid by the 
self-employed. The remaining 5.3% Social Security/Medicare tax, or $129 billion, 
is funded by and Is a part of the $1,049 trillion National Consumption Tax for 
1994. The total Social Security tax in 1994 was about $380 billion. 




Under my proposed national consumption tax 
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National Consumption Tax System! 




Under today’s federal Government tax 
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Present Tax System! 





Taxing Personal Income Is Wrong and 
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reduces the etandard of living, and encourages companies 
to substitute capital for labor. 



Chart 9 


809 


O .. 

5 I 

w w 

<2 8 
£ DC 
O o 

“■ 0) 


(0 o 

0 “■ 

Q. 0) 

SS 

1 o 

<« s - 

(0 fl ) 
0 4S 


15 

”1 

■a " 

|2 


"O 

<D 

O 

3 

-o 

A <D 

tt "O 
CO c 

-a « 

C (0 

(0 :c 
vP o 

^ >i 
T* “ 

<]) Oi 

0 2 

1 « 

(0 s 

$ 

o ^ 
ir 0) 

Q- 5 
(0 o 
(0 “ 
<D O 
c ♦- 

‘(A 

w 0 
.O 3 

g»=i 
■s g 
|2 8 


in ® 

« 1 
(0 <2 
0) ^ 
c c 

*#A * 

3 lo « 

"a « 
>« 0) o 

A O 'C 
3 <u 
c "O c 
o o 3 

c ^ < 
£ « 't 

<0 T3 ° 
0) S N« 

c « o 

.= ^ hSi 

? 12 

» § s 

if oi« 

1“ : 
u E £ 
V o _ 

tS:i 


"5% <0 
O) w 0) 

2 0) > 
^ c .ts 
-- 0) ^ 
^ 3 Q. 

3 -Q E 
2 -o 8 
> c -o 

= (D Q> 

<0 S ^ 

0 c O 

^ 2. 

Q- <0 o 

>. 2 c 
■^ > fc 
= c — 
-- — c 
5 O (0 

<2 o £ 

^ ^-1 

I 

« o 

® 5 E 

.E V g 

(0 c o 

1 s § 

■“to 
o) S <i> 
c E h. 

B 8 ? 

4-> O) O 

O 5 £ 

z $ tS 


economic advantage in the giobai marketpiace, and 
an improved standard of living for many more Americans. 
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global marketplace and an improved standard of living for many 
more Americans. 
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reduced government spending, and lower taxes. 

Bill Helming 
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do 1400 S Sunkist St. #213 
Anaheim, California PZ=^2806 
(714)999-1486 
Fax:(714)999-1486 


June 11. 1995 


D. Mosley, Chief of SUff 
U.S. House of Representatives 
Committee on Ways and Means 
1102 Longworth House OfiQce Building 
Washington, D.C. 20515 

RE: IRS and Federal Reserve Abolishment 

Dear Mr. Mosley: 

Enclosed for the record are: 

1 . An ERS mailing (Contract and Declaration of Qitizenship) from a typical non-taxpayer (six sheets). 

2. An IRS mailing requested a determination letter (one sheet). 

The purpose of these seven sheets is to show that when answered , the IRS has no option, under law, but to 
determine ''no tax due, no filing required”, and if they do not answer, estoppel and acquiescence prevails. 

.3. A one-sheet synopsis of IRS illegalities, the Federal Reserve System (the real problem) , and what I 
know to be the solution. 

Please make these eight sheets part of the Committee's records. 

Sincerely, 


Robert T. Hibbard 
RTH/lrh 
Enclosures (3) 

cc: Representative Chris Cox 

Representative Bob Doman 
Orange County Register 
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CONTRACT AND DECLARATION 
OF CITIZENSHIP 

Cattfornta RepubBc ) 

) KNOW ALL MEN BY THESE PRESENTS 

OnmfeCoqaty ) 

WHEREAS, THE ETERNAL AND UNCHANGING PRINCIPLES OF THE LAWS OF 
COMMERCE ARE: 

1. A matter must be expfvased to be resolved 

2. In oononeroe, TRUTH is sovereipL 

3. TRUTH is expressed in the form of an AFFIDAVIT 

4-. An unrebutted AFFIDAVIT stands as TRUTH iBcoamercc. 

5. An unrebutted AFFIDAVIT becomes the judgement in commerce. 

6. An AFFIDAVIT of TRUTH, under oommeicia] law, can only be satisfied: 

(i) through a rebuttal A£Sdavit of Truth, point for point, 

(h) by payment, 

(iii) by agreement, 

(iv) by resolution by a jury by the rules of Common Law 

7. A workman is worthy of his hire. 

8. AU are equal under the law.. 
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Tbe foundatioa of CovraiMrcul Law is based upon oerUin clenwUy juat, valid, and moral preoqjto and truth, 
wfakfa have remained unchanged for at least six thousand (6,000) yean, having its roots in Mosaic Law. 
Said Comroocial law forms the u n derp inn ings of Western Civilization, if not all Nations, Law, and 
Comm erce in this world Co m mer ci al Law is iSBkiBdlfiU and is prior and superior to, the basb of, and 
cannol be set aside or overruled by the statues of any governments, Legislatuies, Govern m ent or Quasi- 
Oovcmmeolal Agencies, Courts, Judges, and law enforcement agencies, which are under an i nher^ 
oblifation to uphold said Commercial Law. 

KNOW ALL MEN, THAT I CERTIFY IN THIS AFFIDAVIT OF TRUTH THAT THE 
FOLLOWING FACTS ARE TRUE, CORRECT AND COMPLETE. 

L Kathryn R. Hibbard, Sui Juris, the undersigned, a Citizen of the California Republic (stateX dwniciled in 
Orange County, c/o 1400 S. Sunkist Street #213, Anaheim, California, do soleinnly swear, afium, declare, 
attest and depw; 

1. That I am of lawful age and am comptfent to make this Aflfidavit 

2. That I have personal knowledge of the focts and stated herein. 

3. That ] am not under tbe lawful guardianrinp or disability of anofoer. This sworn affidavit is made 
as a matter of record of mv own riyfaL sui juris, in mv own proper status, propria person^ 

4. I was naturally bom in the contimious Florida Republic (stated and I am domiciled in OraQge 
County, where 1 have occupied sudi status since approximately July of 1987, for a poiod of 
approxiniately 7 years and 1 1 months. 

5 . 1, Kathryn R. Hibbard, as a natural bom, sovereign, preamble, de jure Citizen of one of tbe 30 
sovereign Republic, freely aseocialed complete American states. 

6. I am a Chizeo under the Constitution of 1787, the Bill of Rights, ratified in 1791, and precedent 
decisions of Article 111 Justice Courts of Law. 

7. I have ri^its which art iiudicnable and woe endowed by my Creator and secured by the 
Constitution. 1 do not waive any ofmy rights at any time. 

8. The govemment of the United States may assume no power over the People of the 50 sovereign 
states that were not q)ecifrca]ly delegated to it in said Constitution. 

9. Ido not owe my Citizenship to the 14tb Amendment. 

10. 1 am not liable for the Title 26 USC. Internal Revenue Code (IRCX Subtitle A, §1 graduated income 
taxes for reasons OP mv alienage to foe State of the forum of United States Tax Laws. 

11. I was bmn in a territory over which the United States is sovereign. 

12. 1 am not the citizen sul:gect to Hs jurisdiction, as sudi term is defined in 26 CFR LlUCfi). 


(c) **Wlio b a dttsen: Evoy person bom or naturalized in the United Stales and subject to ha 
jurisdiction is a citizca’* 
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2AAm.fTl420.Allfni«yntiino “A Penon is t 

for purposes of soquirmg citizenship at birth, if this birth occurs inalenitorvavgruiiidithg 


13. I am "^po t ffcsideat to” and "*Dot a dweller wittim” die jurisdictioa of the **$tate the Forum” of Art. 

Lf>.CL 1 7 JV- y3-Cl 2 ofthcCoimitiition for the United States of Amoica, in wdncfa 

I m all C.ai i es whatsoev er, over such Dimict not 

mHm ipat* ** bcvond the seat of Qovemmnd. or places le^ly ceded by the stales 
for the Erection of Forts, Arsenals, and other needed buildings, or any other tenritones of properties 
**belongiiig to” the United States. 1 am, therefore, not liable for the Title 26 USC, Subtitle A, § 1 
graduated income tax for reasons of my nonresidence to such State of the Foruia 

**lt b a wefl established principle offanr that aD federal legblatfon applies only wHhbi the 
territorial jurbrUetton of tbe United States unless a contrary intent appears.** 

Folev Brothers il FBaido. 336.U.S. 281 

14. I am not a “resident of”, “inhabitant of \ “franchisee of’, “subject of’, “ward of’, “property of’, 
“chattel of’ or “subject to tbe jurisdiction of’, the State of the Forum of any Unit^ Slates, the 
corporate Stale, corporate County, or corporate City, Municipal, body politics created under tbe 
primary authority of Art L fSL CL 17 and Art IV. §3. CL 2 of the Constitution for the united 
States of America and I am not subject to any legislation created by sudi authorities and 1 am not 
subject to the jurisdiction of any employees, officers or agents deriving their authority ffiereof. 
Further, 1 am not a subject of Administrative and Article 1 Courts or bound by precedent of such 
courts. 

"legislation tnacted by Congress applicable to the inferior federal courts in the exercise of the power under 
Article IH of the Constitution cannot be effected by legislation enacted by Congress under Art I, §8, CL 17 of the 
ConstitutioH. " D.C. Code. Title 11 at p. 13. 

15. As a Sovereign Citizen of one of the 50 states, under the Constitution and Law. only Article HI 
Justice Court of Law decisions are applicable to me. 

16. TAKE NOTICE that 1 hereby cancel any presumed electiem made by the United Sates Government 
of any agency or department thereof that 1 am, or ever have been, a citizen or resident of any 
territory, possession, instrumentality or enclave, under the soverei^ity or exclusive jurisdiction of 
the United States as defmed and limited in tbe Constitution for the united States of America in 
Article 1, §8, Cl. 17 and Article IV, §3. Cl. 2. 1 further cancel any presumption that I evn- 
voluntarily elected to be treated as such a citizen or resident. 

17. TAKE NOTICE that I rew^ and cancel all of my signatures on any other forms vdiidi may be 
construed to give the Internal Revemie Service or any otho' agency or department of the United 
States Government, created under the authorities of Ail L §8, Cl. 17 and Art. IV, §3. Cl. 2 of tbe 
Constitution for the united States, authority or jurisdiction over me. I revoke, rescind and make void 
ab initio, all powers of attoniey, in fact, in resuinptioQ, or otherwise, signed eitber by me or anyone 
else, with or without my cons^ as such power of attorney pertains to me, by but not limited to, any 
and all gov eri i i n e ntal/quaai/ooloofolc, public, Govenunoital entities or owporations, on the grounds 
of oociatiuctive fraud and non-disclosure. 

18. I am not an officer, employee, or elected officer of the United States, the District of Columbia or any 
agoicy (x* instrumentality of the United States or District <^C<dumbia. 
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19. 1 am not an ofiBcer of a Corporation, under a duty to withhold. 

20. 1 am not an “cmploYcc” as sadi ”tenn” is defined in Law and in the Intemal Revenue Code. 

Federal Reyfa ter, Tueadar. Sept 7, 1943. pf. 12267; Employee: ‘Thetenn 

‘employee’ specMIcailv Indhdes officers and employees, e lected or appointed, of the 

I InttoH States fl te fritoTV- OT political subdivision thereof or the District of Cohimbia or any 

agency or instrumentality of airy more or rmm of the frvegotng.’* 

21. Becaiiae 1 am not an “enurfovce”, 1 do not enm “wages” as such terms are defined in the Internal 
Revenue Code. The term wages is defined in §3401(a) as: (a) Wages - “...the term ‘wages’ means 
all remuneration... fOT services perfor m ed bv an wn^vee for his eni{rfoya'...” 

22. Further pursuant to the Public Salary Act of 1 939, Title I, § L I do not earn “groaa tneome" as 
sudi term is defined thoein. 

PobUc Salary Act of 1939, TITLE I <- SECTION 1. §22(a) of the Internal Revenue Code 
relating to the definition of “ gro« tncoinc ” (is amended after the words “CTmpmilltlTMl fftf 
permnal aervtee ”^ includes [only] personal service as an officer or employee of a State, or anv 
political subdivision thgeoL OLanv agency or instrumentality of anv one or more of the foregoing. ” 

23. I am not involved in any type of^revemie taxable activities” including, but not limited to, the 
manufacture, sale or distribution of alcohol, tobacco, or fireaims or any other regulated industry, 
trade of professiotL 1 am not involved in any wagering activities. 

24. I do not reside in or obtain income firm any source within the District of Columbia, Puerto Rico, the 
U.S. Virgin Islands, Guam, or any other Territory, Possession, mclave or instrumentality of the 
United States or of the District of Columbia. 


25. I am not a United Sates Person, United Stales Resident, U.S. Individual, U.S. Corporation or 
“citizen subject to its jurisdiction” as such “words of art” are defined in the Internal Revenue code 
and other applicable US. Codes. 

26. The 16th Amendmmt did not rq>eal the Constitutional iq^XHlionment restrictions imposed on direct 
taxes (Art. I, §2, cl. 3, Art. I, §9, Cl. 4). Taxes on Persoiia] property are direct taxes, not taxable by 
the federal government unless apporti(xied accordii^ to the census of the states. 


are items of income under the Constitulion (Ail I §2, Cl. 2, Art. 1, §9, Cl. 41. and not taxable bv the 
Federal Government as a graduated income tax. Compensation earned and exercising the Right to 

authority of Title 26, CFR (*39) §9.22(bVl, as follows: 


26CFR(1939) §9,22(b)-l “ EidnslMis from pnoas income - The foUowin^ shati not be 
included as gross income and shall be exempt fh>m taxodan under this title: 

O))-! Ezcmptloiu; exchuions fituu gross income. Certain items of income...are exempt from 
tax and my be excluded from gross income . . . those items of income which are under the 
Constitution, not taxable bvlhe Federal Government . " 


28. 


The 16th Amendinent is limited to onivindiTect taxes. 
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29 . The iDooine tex is in cxcte tax. My c om p awari on for labor is my penonal propert y and is not 
taxable by the federal Oovenanent except by rule of apportioiment 

30 . An cidKJtt CANNOT be impoaedupm the (natural] penen measured by hii/herinooaie, 
because such a tax would be a direct capHatian tax, sutyect to tbe niie of appoftiofaneat and not an 

axemtax. 


31 . The requireroeiit to pay m excise tax involves the eieiriie of a prMlef i . I am exercising no 

taxable privileges. 


32 . I provide for my existciiOB by working in a nootaxsble occupation of common rigbt 


iodiriAaL wUibi dw c espo n r iuu . s 
ntibcisl MSity whkb giKitlUKiania >od ciMtar powKS to the I 


. Hi* ooiponbaQ ii 
WabdMMttmtb* 


oonehMon ■ mU Ihee a lu Wd dksfll epM tte Jkw ef prapwtf, rMl or pmMMk W 

wgi ri ie aaa tai apaa peapir ly wW c fc p n d m m Hm ia r pai t * Ona 

Sup. a 292 al SI 3 . 827 , S 19 . ( 1930 ) 


33 . My compensation oon s tititfe e the “fruits of my labor**. Thu is my substance and my Bcaml 

property and the Government may not deprive me of any portion of my p rop er ty by appropriating it 
agaiwt my will. 


34 . The Victory Tax Act of 1942 [56 Stat, Ch 619 Pg. m 10 / 21 / 42 ] wfaiefa miplen»ted 
*NritUioMing” and 1040 Return requiianefllB, slated: 


i 476 *Thetnxcii 


[[WorUWarll].*’ 


ttoaaytaaahfeyear 


<>BMay 29 . 1994 ( 58 StatBteaatLarae.CaD 210 !S 6 fa) REPEALOPVlCTOBVTA 3 C nyrts\ 
the Victory Tax and its profviBoas for Withholding was cgnW 


IN SUMMARY: 


8 ) 

h) 


1 am not an ‘^empfoyee^ caning *^WBgei” and have im ‘‘gnui tnocfne’* at such **tennr are defined in 
the Intcraal Revenue Code; the Public Salary Act of 1939 nd in Law. 


I am exaremg NO taxable ggfadkga and 1 can no income upon wfaiefa a direct **Cllte** tax may 
bei m pond. TIu BaMaSBBl »d other si^acme <:oufto have ruled tlu "inxatfon on income 
iii/tiimaturfanaBm-"* Ffci v. TWv 'nniis lO.niled 

Further the supreme Court erne of geek v. 


laam- 247 U.S. 165 , reled tit a tax nrtainnd upon a [nahaal] pereem would be a “capitation" tax 
(adbjecl to appqrtkaneflt) and not n excim tax. 


* aidcfiaed in 26 CFR §l.M(c) upon wbomlbe 


d) IdMnoliDcurataxliebailylartyear,piiifoantto 26 U 9 Cr 7 l(a)or$t 71 (bXandldooot 

IIwiUincwataxIiabittyfiumnidaectiooiinlfaBlutiiro However, if I do rooeivB 
t to taxartoQ under tboae netkoi in the fidnre, I wiO file the appropriate Font. 
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e) I am not required to pay the incooie iJtt. I am nrt “liable for” or “made liable for” the income tax. I 
am not “sut^ect to” the income tax and I am not required by regulation to file a 1040 tax return. 

Pleaae respond to this AfRdavit within 30 days to: 

KatbynR. Hibbard 

do 1400 S. Sunkist Street #213 

Anafaeinu California (Postal Code 92806) 

If you do not feel this is a reasonable poiod of time, please request an extension in writing. Failure to 
respemd will mean that you have acquiesced to this Affidavit arid Suj^xxting Documentation it its oitirety 
and from this date forward the doctrine of “estoppel by acquiescence” will prevail. 

Any statements ex' claims in this AFFIDAVIT, fxoperly rebutted by facts of law, or overriding Article III 
supreme Court rulings, sudi shall not prejudice the lawfril validity of otho’ claims not properly rriiutted or 
mvalidaled by &cls of law. 

I declare under penalty of petyniy under the laws of the united States of America ttnt the foregcdiig, 
to the best of my knowledge, is tme and correct 


Executed at Armhefan, CaUfomla on 



Witness 


Witness 
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CvtiMMaa# 

Aairtnt CoonuMioiMr of Opcndm 
National Office of the lotonal Revenue Service 
111 Conaitution Avenue NW 
WariungtoiuD.C 20224 

CertifiedMaiM 

Intenial Revenue Service Center 
Philadelphia, PA 19255 

Certified Mail# 

Secrelary of the Treasury 
Wariun^ D.C. 20220 

Certified Mail# 

District Internal Revenue Director 
2400 Avila Road 
Laguna Niguel, CA 92656 

Written Request for Verified Determination of Status 
for Tax Purposes Letter, Prior to Filing of Tax Returns 

Punuanl to InteniaJ Revenue Laws, and based upon the facts contained in the attached Affidavit, 

tfaif letter constitutes a written requert for an attoted, verified BBttDgJnlZfilJifetfCininflflB 
Ldtcc from the National Office, the Director of International Operatioos and the District Director, 
detennining my status for tax purposes, prior to my filing ofa tax return. As soon as your agmey 
makes this written determination, I shall file the appropriate fonn, as required by the laws of the 
United States of America. 



Smocrely, 

WUM«t PKjMdkc, AR RIgMi Roerved U.C.C. 1-207 


Krthryn R. Hibbard 

G/ol400S.SiBddrtSt#213 

Anaheim, CaUfixnia (Postel Zone * 92S06) 
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The enclosed Documents which the wife and I have sent (completed) to the ]RS shows conclusively 
that we and 90% of working Americans are not subject to the so called ‘‘income lax” unless they are 
coerced into, get this, “voluntary compliance”. The way out for Qitizens is that they had to 
knowingly enter into this agreement with the Fed (through the 1 040 fraud) contract. Many of us, 
20-30 Million, non-taxpayers have “noticed”, legally, the IRS of their Fraudulent Entrapment . 

The IRS must be disbanded and their illegal activities, until they are gone, must stop immediately! 
The real root problem is the Federal Reserve System (the IRS being the collection agency for the 
phoney Fed Res holdings of debt). 

“Permit me to control the currency of a nation and 1 care not who mokes it’s laws!”- Baron dc 
Rolhchild. 

If I could print up money on my very own private press and loan it out to all my friends at 
staggering high interest, it would not lake too long until I would own the whole neighborhood. 

That *s what the feds been doing since the Congress unconstitutionally transferred this authority to a 
private mostly foreign owned (pvt stock) organization - the Federal Reserve. 

This Fed has created a debt based economy. It creates nothing. Every dollar that America spends it 
borrows from someone else. Every Fed Res note in your/my pocket is nothing more than a debt 
certificate America (through a Criminal congress) has given its greatest power, monclarv' creation, 
to the Fed Res. If our Nation can issue a dollar bond, it can issue a dollar bill! I want the Fed Res 
out, gone, sent packing hack to Europe and Congress to (for example): 

(1) Congress purposes a 300 Billion, 100 Million budget, requiring 100 Million in currency 

(2) This budget is voted on and approved by the Congressional Representatives of the people. 

(3) The bureau of Printing and Engraving for the United States of America prints and issues 1 00 
Million in “currency for the united States of America” at a cost of two and a half cents per 
hill! 

(4) The T rrasuTY of the United States of .America puls $300 billion in credit and $ 1 00 
million in currency into circulation in exactly the same manner as the federal reserve! Our 
government is merely providing the up-front capital to finance the future productivity of the 
American People! H is this “Productivity” that would give the currency and credit its value! 

(5) The people, who are the basis for the backing of the funding, accept this currency and credit 
as payment of their labor, products, services, technology, etc. 

(6) There is no longer a compounding federal debt and a need for illegally taxing the 
compensation for labor (misrepresented as “income”) of American Citizens, who will then 
have more expendable (legal) dollars to improve Iheir Quality of life. 

(7) The people buy more products, more jobs are created, the economy is stimulated and the 

ECONOMY BOOMS! COST TO WE THE PEOPLE: Absolutely 0! 

45th Congress Ch 146 

Chapter 276 - An aclto forbid the further retirement of United Slates legal lender notes. 

An act of Congress that has never been repealed. Where are those United States Notes that were 
lawfully to be kept in circulation and not retired? The law was specific, even if such notes were 
mutilated, they were to be replaced. These United States Legal Tender Notes were and still should 
be “gold certificates.” It is required that they are reissued in “tike denomination in their stead as 
now provided by law.” 



CALVIN A. HILL 
40 Avenue D 13-E 
New York. N.Y. 10009 
212-353-3353 


May 30, 1995 


PHILLIP D. MOSELEY 

Chief of Staff 

Committee on Ways and Means 

U.S. House of Representatives 

1102 Longworth House Office Building 

Washington, D.C. 20515 

Re: FC-7 Hearing dates June 6 through 8, 1995 

A. Opening statements 

B . Persona 1 disci osure 

C. Ignored abuses 

D. What is the present system, really ? 

E. Can we honestly support this system in its basest form? 

F. Why the abuses continue 

G. An honest, unintrusive solution. 


This is my statement to be made available to the committee 
for review and printing. 


Yours truly, 
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I am greatly encouraged that Chairman Archer feels committed 
to "tearing the income tax out by its roots". I am troubled, 
however, by the fact that whenever this particular dialogue 
takes place among politicians that they tend to show more 
allegiance to the Treasury Department and special interests 
than to their oath of office. 

If this is to be an honest debate with an honest effort to 
expose this abusive system, then our elected officials must 
consign themselves to their oath of office. The only oath that 
they have sworn before God and country is to protect and 
defend the Constitution of the United States of America against 
all enemies foreign and domestic. And this liberty defying 
system that has sent hither swarms of Officers to harass our 
people and eat out their substance, under the guise of 
representative taxation, can only be described as DOMESTIC 
ENEMY Ml, 

In the interest of full disclosure I am compelled to say that 
I have been convicted of tax evasion in a U.S. Federal Court. 

I reveal this out of a sense of honor as 1 find no shame in 
the consequence. It is nothing that I feel I must hide, or be 
ashamed of, or be bitter about. Having to relinquish a job 
that I enjoyed, my residence, and the camaraderie of friends 
and family for the period of my incarceration was a small 
price to pay for the crisis of conscience that I would have 
suffered had I not stood by the courage of my convictions. 

In the aftermath of the tragedy in Oklahoma City, President 
Clinton made a speech castigating Americans who, living in the 
freeset country in the world, said that they live in tyranny. 

"How dare they", he said. "How dare they" claim to be subjected 
to tyranny. On the very next THIS WEEK WITH DAVID BRINKLEY, 

Sam Donaldson echoed President Clinton's statement. I would 
ask Misters Clinton and Donaldson: when armed IRS agents in 
Alaska approached a woman in her vehicle, smashed her window, 
and literally pulled her out to confiscate her car for allegedly 
owing back taxes, what would they call that? When a band of 
armed IRS storm a Michigan day care center, herd the children 
into a room, hold them hostage and refuse to release them 
until their parents made a payment to the center, because the 
owners allegedly owed back taxes, what would they call that? 

If we are to be totally honest about this present system, we 
must initially disregard the obvious need to raise revenue and 
tackle it at its basic and most simplest roots. Imagine that 
you are at your monthly poker game along with Thomas Jefferson, 
James Madison, Ben Franklin and your federal district 
Congressional representative. As the game and the conversation 
begins the representative reveals the new method that the 
Congress will adopt for raising revenue and Illustrates the 
high points: 

1. The right to work will no longer be inalienable. All citizens 
will be required to make application to a federal agency for a 
national identification number. Any employer found to hire any 
person without that number will be subject to heavy fines. 

2. The national identification number will be required to obtain 
insurance, use private financial institutions, licenses, and 
any other public or private endeavors as determined by the 
Treasury Department. 

3. Every working person will be required to reveal to the government 
all monies earned from the fruits of their labor and investments. 

4. Every working person will be required to reveal to the government 
the names and amounts of every church, charity and non-profit 
organization that they have contributed to. 

5. Each year all working persons will be required to reveal to 
the government the names of every person that they took to 
breakfast, lunch or dinner on business, where they dined and 
the amount spent. 
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6. Every working person will be required to reveal to the government 
every member of their family who was ill and sought medical 
treatment, who treated them, where they were treated, what 
they were treated for, what treatment they received, and how 
much it cost. 

After all of the information is available, the government will 
levy an amount of money at a value determined by the Congress. 

Any person who refuses to provide the required information 
will have their paychecks, homes, bank accounts and other 
properties confiscated without the benefit of a trial or 
public hearing before an impartial magistrate and may be 
subject to criminal penalties. 

Would it be very difficult to gauge the reaction of the members 
of your poker circle? I don't think so. That an administrative 
agent of the government could take a form from their desk, 
fill it out, and prevent an American citizen from receiving 
their hard earned wages, from receiving their savings or from 
entering their government padlocked home would outrage them. 

They experienced this. It is why the Constitution was very 
specific about direct taxation, trials by jury, just compensation, 
security in our papers, persons and effects, deprivation of 
property without due process, and suits at common law. Everything 
about this present "tax" system makes a mockery of those 
liberties. It is the stuff that citizen militias are made of. 

Criminal investigations for possible "tax" crimes seem to 
follow those representatives who speak out to House Oversight 
on IRS abuses. It happened to Senator Long in the '60's, 

Senator Montoya in the 70 's, and Idaho Congressman George 
Hansen in the 80's. This is not taxation. It is tyranny. 

I think that Chairman Archer has the correct idea concerning a 
consumption tax. For those who oppose it on the grounds that 
it is regressive and hurts the poor, why do they not argue 
that very point about the present system. After ail, it is the 
employers who pay the tax, not the employee. When a poor 
person buys a loaf of bread, they are paying the cashiers 
"income tax". In addition, that poor person is also paying the 
tax of the trucker that delivered the bread, the bakers and 
those who sliced and wrapped it, the millers, etc. The 
employers must forward this "tax" to the government. And as 
such, they could not afford it without adding it to the cost 
of their products and services. So we have an income tax that 
is a consumption tax that, in addition to raising revenues, 
violates the very basic tenets of constitutional liberty. It 
is on the basis of those violations that the present system 
must be eradicated. It cannot stand against the conscience of 
a Congress that is true to its oath. 
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P. O. Box 176 

Half Moon Bay, California 94019 
June 1 , 1 995 

The Honorable Bill Archer 
Chairman, Ways and Means Committee 
United States House of Representatives 
Washington, D. C. 20515 

Dear Chairman Archer: 

Subject: Comments for The Committee on Ways and 
Means Concerning a New Tax System- 
and Abolishing the IRS 

1. The new tax plan/system must take away from goverment as 
much of our hard earned tax money as possible. It is an inviolate 

Principle-Government will spend all the tax payer's money it 
can get and then spend more (go into debt). You will notice 
that I do not use the term federal funds-tax payer's money is the 
correct term. 

The government must get less of the citizens money, and be put on a 
starvation diet. 

2. Future Congresses must not be able to just amend the new system 
to reinstitute the IRS, a destructive ad valorem tax, or return to a 
system such as today's job destructive progressive income tax. 

3. I personally favor the flat tax approach proposed by Majority 
Leader Dick Armey if the 17% level is either lowered or not 
increased. Again, the government bureaucracy must not be given any 
more money no matter how badly they and the special interests 
scream. 

The sales tax approach that you have suggested also seems to be a 
good one if the Congress is somehow prevented from adding other 
taxes such as the ad valorem tax or from increasing the sales tax 
rate on the whim of the crying towel liberal elites. 
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4. Punitive provisions of the old tax codes such as the requirement 
to buy at least as expensive a home as the one sold or pay tax on the 
gain must not be carried forward into the new tax law in any way 
shape or form. 

5. The IRS must be abolished as soon as possible in its entirety. Tax 
functions greatly reduced with either the flat tax or a sales tax 
should be handled by the Treasury without additional bureaucracy. 

6. The punitive and savings destructive aspects of the current 
system must be abolished with either new approach. Let me give you 
a personal example that my wife and I are now dealing with. Some 
years ago when I took an early retirement, we were able to invest 
several thousand dollars in U. S. Savings Bonds (due to a good rate at 
the time and the safety involved). Now we are fully retired and must 
cash some of these bonds to puchase an automobile. Now we must 
pay taxes on the money we withdraw for the purchase. Such savings 
disincentives have virtually destroyed the capital base that the U. S. 
needs so badly to build a productive economy in a hostile and very 
competitive world. 

7. The anguished cries and screams that will come from the 
bureaucrats, special interest groups, and the other myriads of those 
feeding at the hog trough of government that surrounds the present 
system can be answered this way. Accountants would love to give 
up tax accounting work for real accounting work. Even the myriads 
of tax attorneys that feed off the present system can be retrained to 
do productive work in the economy without destroying the mouths 
that feed them. 

The bureaucrats and special interest groups can also obtain 
productive jobs that contribute to a growing U. S. economy. Big 
government In all its facets has destroyed much that was good and 
productive In the nation. The minority in the house and senate are in 
denial because they have meticulously built their voter base on the 
backs of hard working, tax paying American citizens. 


In closing, I would like to remind all of you of what you are already 
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well aware of. The present day federal government is actually the 
enemy of the people, of families, and of national progress and 
liberty as the founding fathers desired it to be. 

As George Washington so clearly stated, "Government (federal, 
state, and local-my addition) is a dangerous servant and a fearful 
master." 

You and your colleagues in both the House and Senate must be 
successful in this initiative. I am convinced that the productive 
forces for national good that will be unleashed by ending the current 
tax syetem will amaze us ail. 

May the good Lord Bless your deliberations and give you the success 
that we so desperately need. 
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3 June 1995 

Philip Mosely, Chair, House Ways and Means 
U.S. House, Longworth Building 
Washington, D.C. 

Dear Representative Mosely: 

I understand that your committee is meeting this week to consider a significant change 
to the federal tax system. Here is my input (6 copies): 

A flat tax merely simplifies the extortion of income taxes. That's how we got "Tax 
Simplification" -fewer tax brackets and higher taxes. 

Consumers already pay all income tax. The corporate income tax and the extra wages 
required to enable employees to pay their individual income tax are both a cost of 
doing business that is added to the cost of every American product. A national sales 
or consumption tax has appeal, because it would eliminate the cost of the IRS 
bureaucracy and compliance costs. However, neither a flat tax nor a national excise 
tax are selMimiting. I submit that you don't need new legislation to improve our tax 
system. You only need to acknowledge a fraud. 

Practically every amendment to the constitution perverted its intent and imbalanced its 
finely tuned balance of powers and interests. Of those amendments, the 16th and 17th 
were the most destructive. 

The 16th amendment eliminated the requirement for the apportionment of taxes 
among the states according to the census. The dispersed cost to taxpayers and 
concentrated benefit to beneficiaries divided Americans into warring groups and made 
increased government spending inevitable. Repealing the 16th would again make 
non-uniform (progressive) taxation illegal, and eliminate a powerful tool of privilege 
used by congresspersons to attract support from favored groups and businesses, and 
extort campaign funds from threatened groups and businesses. That's why there is 
always at least talk of amending the IRS code (26 USC) every election year. 

The 17th amendment converted senators into glorified representatives, who are easily 
swayed by public sentiment as manipulated by special interests via a gullible and lazy 
press. Its repeal would again make senators, elected from and by the state 
legislatures, truly representative of the state governments. Then when someone 
suggests that the federal government buy or do something, senators will resist 
because no senator wants to return to their state to tell their governor and fellow 
legislators they have to raise state taxes in order to pay more federal taxes. 

A return to direct taxes upon the states would eliminate our horribly costly and 
destructive national income tax. The states can raise the money any way they want, 
which is usually via a state excise tax, which is great, because it's self-limiting. 
Reaffirming that states can't tax government securities or commercial paper, i.e. 

Federal Reserve Notes, would eliminate most state income tax. Better yet, encourage 
states to elect state senators from and by county supervisors, and directly tax the 
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counties to pay for state functions. Then there would be a natural resistance to state 
spending as well. 

You can simply declare the 16th and 17th null and void, because they were never 
lawfully ratified by the states, they were merely declared ratified by Philander Knox. 
"The Law That Never WasT describes the hard evidence (certified copies of state 
archives) accumulated by Red Beckman and Bill Benson, that proves the 16th 
amendment fraud. Similar evidence supposedly exists for the 17th amendment fraud, 
but in reality only one "no" vote was needed to kill the 17th because no state can be 
denied its representation in congress. The courts acknowledge the fraud of the 16th, 
but say it's now "a political issue," while the congressional Judicial Committee claims 
it's a judicial issue. Perhaps it's time for you to make it a political issue. 

It's no coincidence that the 16th and 17th amendments and the Federal Reserve Act 
were all enacted into law in 1913 on 2/25, 5/31 and 12/23, respectively. Federal 
Reserve Notes have to be taxed out of the economy nearly as fast as they are pumped 
in to maintain their artificial value, so any real resistance to taxation must be eliminated 
(17th amendment). By controlling the relative input and removal of Federal Reserve 
Notes, inflation and deflation can be created at wilt, which some have argued is 
necessary to counter wage reduction resistance. (People tend to ignore supply and 
demand when it comes to their wage. Employees will resist a reduction in wage even 
if prices are falling and the net effect is an increase in buying power.) However, 
government control of money has repeatedly proven itself to be harmful to all but those 
in control. 

The Federal Reserve, in conjunction with the legal tender laws, enabled the federal 
government (12 use 95) to control the value of "money" and effectively steal from 
savings, which enslaved retirees as welfare (social security) voters. These clearly 
unconstitutional acts also enabled the federal government to borrow fiat money 
without limit and steal from future generations, enslaving Americans as taxpayers from 
birth. Abolish the legal tender laws and good commodity money will drive out bad 
commercial paper, i.e. Federal Reserve Notes. 

The Federalists did not intend the lengthy process of amendment ratification by three- 
fourths of the states to be supplanted by the simple act of approving a treaty. Clearly, 
treaties should not have precedence over the federal constitution as currently alleged. 
Emergency Powers (50 use 1601-1706 and 50 use Appendix) are another perversion of 
constitutional intent. These should no longer be used as excuses to maintain the 
status quo. 

Acknowledge the fraud. 

Sincerely, 

William T. Holmes 

P.O. Box 1257, Escondido, California 92033 
619-972-8569 (mobile). 619-432-0613 (fax/voice) 

TSEditor(@>AOL.com or 72010,3003 
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TESTIMONY OF SARA E. MELENDEZ 
INDEPENDENT SECTOR 

INDEPENbENT SECTOR (IS) is a oooprofit coalition of 800 corporate, fbundatioo and vohintary 
organization Meiid)eis with national imerest and inq>act in philanthropy and voluntary action. The 
organization's mission is to create a national forum capable of encouraging the giving, volunteering, 
and not-for-profit initiati ve that help all of us better serve people, communities and causes. Attached 
is our Membershq) list. 

The organizations of INDEPENDENT SECTOR and its mission derive from its Members’ shared 
commitment to fundamental values relating to the creation and maintenance of a truly free society. 

Our Membership list is attached. 

Some tax policy officials and analyst believe that the cixnplexity of the current tax code causes an 
undue Mjneamt of un&imess and inefficiency in die raising of tax revenues. These concerns have 
proaq)ted what are known as "flat tax' prc^xnals. Such proposals have been offered over the last 
several years, and several are cunendy under considerafion by Congress. The basic goal of a 'flat 
tax' proposal is to apply a single, or 'flat', tax rate to all inctxne. A key to the single tax rate 
actually being flat acms all taxpayers is for it to apply to all income. Thus, exclusions fixan inccnne, 
and deducdons not necessary to properly measure incmne, are generally not allowed in a flat tax 
proposal. To the extent dethictions consistem with social policy are disallowed, the uniittentional 
effect will be a tax code that is inconsistent with social policy. We believe that a flat tax pr(^)osal and 
shnilar proposals that disallow a deduction for charitable contributions omtain such an inconsistency 
with the 80 ^ policy of encouragmg private support of charitable causes. 

Individuals ate motivaied to maW charitable cootributioiB pr imar ily by their ahruistic nature. 

However, as with any decision related to die use of limited resources, the amount a person gives to 
charitable causes will be by the cost to them of giving. This cost of giving can be 

significantly changed by the tax treatment of the gift. The current deductibility of charitable gifts 
reduces the taxes ^n individual pasrs, and thus reduces the net cost of giving. If deductibility of 
charitable giving is eliminated, tfara the cost of giving will increase. Generally the more an activity 
costs, the less of the activity an individual will engage in. A large body of rematch has shown that 
tax incentives can hstve a powerful effect on the amouitt individuals give. Tax laws can also have 
bnponant effects on the types of gifts and on the of groiqis that receive these gifts. 

We disaiss below the mgnct that the proposals would have on contributions to charitable 
organizations. Fiist, we want to explain why charitable oiganizations are hqMrtam to America. 

THE IMPORTANCE OF CHARITABLE ORGANIZATIONS TO AMERICA 

Nearly one million charitable, educational, teligiaus, health, and social welfere oiganizatioiu create, 
nunure, and sustain the values that frame American life. They pranote altruism, in a society that 
reinftnees self-interest; co m m unit y, in a society that reward individual achkvemem; and plunlism, in 
a society sometimes threatened with divisiveDess. They provoke, challenge, and question. They also 
mediate, and heal. 

Collectively, these organtzalions represent an increasingly important sector of our society: the 
independent sector. They ftmetion on a not-for-profit buis, entrusted with public purposes and barred 
by law from private gain. They are exempted from tax on their assets and on income firom their 
public-purpose activitiea. Those who support them with gifts can deduct those gifts frmn their own 
taxable in come. Vohmteen inovide their boards with essential leadership, stewatdsh^ and 
accountability, and play vital roles at all levels. 

The independent sector has beemne a major force in the American economy. In 1990 alone, 
organizatinis in this sector received an cstimaled nearly $123 billion in financial contributkms, and 
volunteer lime and energy from nearly 100 millkm people, u well as mcome from endowments and 
revenue-generating activities. That same year, they spent an estimated $389 billion in providing vast 
and varied services. 

Indq)c a d en i sector organizations have played importam roks in almost all of American society's 
major advances - in rigbs, heahfa, knowledge, ecology, creativity, and other fields. As with 
other institutions in our society - government, business, the professions - they are under especially 
critical scnitiny today. Questiooed on what they comrfoute to the public good, they must be prepared 
to explain their roles to the public, and give fiill and frequent accountmg of their activities. 



834 


Ac the «««? tinK, (hey nnnt >n«meiiii i ^>int of divenity and opennesa Chat gives them their special 
character. Tb^ mud be free to e a ptc u diveigem, even unpopular ideas. And they must not be 
asked to assume casks property p ei fun ned 1^ govennnem with its vastly greater resources. Only thus 
can the sector they icprtsmt meet the chaltaige of its mdependenoe. 

As leados from other countries ace recogniziiig. organtzatkms of the independent sector reflect and 
cjqness much of what is best in the American character. They embody a^ sustain fundamental 
social, cultural, and spiritual vahws, including; 


Altnilani. Independent sector ocganizatxHis affirm that all human beings have basic moral obligations 
to look b^ond themselves, and to undertake activities for the betterment of other people and other 
species — present and foiuie. They further affirm that regard for others must balance the self-regard 
of the marketplace in a duality that engenders the dialogue and co mprom ise essential to democracy. 

Altruism is the roost fundamental unifying princ^ ammig the diverse organizatioDS of the 
indqKndent sector. It is the root of their other values; emnpasskm, humility, respect for others, 
concern for the communiQr, and justice for all. 

PhnUaui. America's multitudes, with our countless heritages, cultures, political philosophies, and 
religious beliefs, reflea an uqwaUeled phiralism. This diversity cradles our socieQr's creative 
energies, and r ep r e s ents a core vahie of its life. 

For the organizations of the indqpendent sector, encouraging and siigtaming pluralism rq^resents a 
second unifying principle. They affirm that our natioa gains stre ngth from respecting differeoces 
among its citizens and fostering the free and creative expression of ideas and opinions. Each 
organization owes its own creation to indivkhials who acted upon distinct ideas and values. 

Some organizations work in areas barred to government: religion in particular. Some speak out in the 
forum of public discourse, and resist govqnmem iinrusion lest it suppress dissem. Some q)ring up 
swiftly, responding in crises to special htnnan needs. Others provide akemative responses to ennsfanf 
needs. 

Community, The principle of community reaches beyond geographic or demographic entities. 
Communities are groups of individuals who share common values, interests. [Kirposes, or goals. They 
are critical to our economic, political, social, inteUectual, and cultiiral life. The imlepiwiMit gector 
itself is a vast community. 

Organizations of the independent sector create, nouriah, enlarge, and sustain communities. Education 
equips individuab with the scbolanhip, disc^line, and creativity to contribute effectively to 
community life. Ana, cuhure, and the humanities stimulate canmunity self-discovery, self-awareness, 
and self-definition. They preserve a conmunity's heritage, challenge its assumptions, ami refine its 
perceptions. 

Human service, health, and religious groups briqg commitrorat to the community's welfeie. They 
instill compassion for community members in oe^, and provide the mechanisms to address partintlar 
community problems. Human rights, enviroametital, and public policy groiqK leadersh^, 
consensus-building, and citizen participation akiHs that ensure community violity. They empower 
individuals to lead, and offer tfam kadersh^ opportunities. 

In summary, business and govemmoit alone cannot sustain altruism, pluralism, and communify - 
principles fundamental to American society - nor the underlying values of trust, conq)assioa, justice, 
and moral behavior that bind us together. 

The independent sector has became America's Unclq>in. Business, govemmem. and in fea all 
Americans have a fundamonal stake in preserving strengthening it. 
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HOW CHANGES IN THE DEDUCTDIUTY OF CHAKITABLE CONTSHRJIIONS AFFECT 
GIVING TO CHARITABLE ORGANIZATIONS 

A deductible cootribiition actually costa the giver the amount of the cootribuixm less the reductkm in 
taxes due to tbe deduction. Thus, a $1 gift costs $1 less the applicable mazginil tax mt (1 - maistnal 
tax me). Economists define this as tbe price of giving. For example, the price of making a $1 
deductible contributxm for a taxpayer with a 25 maigmal tax rate would be 0.75 (1 - 0.25). 

Tbe effea of a change in the price of giving on the amount a perstm give depends on how responsive 
tfa^ are to the price of giving. Eoqtirical evidence indicates that, generally, the per c e nta ge change in 
the ■wwMtf of giving due to a change in the price of giving will be >1.13 time tbe percentage change 
in tbe price of giving. For example, assume that a perscn with a 25 percent marginal tax rate is 
giving $1,000 when tbe contribution is deductible (e.g. tbe price of giving is 0.75). If the 
contr fc ution ia made noiHkductible, the price of givstg jpcreaset to 1.0, a 33% increaae. Thus, this 
person's giving would bD by 38% (33% x >1.13), or by $380. In this example, eliminating 
deductibiljty of the cmdribution reduces giving from $1,0(X) to $620. 

The foregoing iDustntion de m o nstra tes Itast while the federal goverarooit gaini $250 in revenue by 
disallowing tbe charitable deduction, charitable causes lose $380 as a result of tbe decreased inceiaive 
to give. 

Stating the foregoing in tbe positive, it's a good investment by tbe federal govemmeitt to allow tbe 
charitable tax deduction. The federal government, by 'investing” $250 in revemc lost as a result of 
the charitable tax deduction, gains $380 or 52% in fends expentted by tbe charily on public purposes 
such as feeding the homeless, comforting tbe sick, rehabilitating drug abusers, nqipoiting communiiy 
aits groups, preserving historic houses, wolands from pollution and oeighboifaoods from 

crime, arid serving countless other local, leginttl, natknal and even mtereatioiiB] purposes. 


THE MAGNITUDE OF THE EFFECT ON CHARITABLE CONTRIBUTIONS OF A FLAT 
TAX WITH NO DEDUCTION FOR CHARITABLE CONTRIBUTIONS 

The effect of a change in tax rules on die ■nwimi of charitable cortributions will depend on a Dumber 
of factors, includii^ the responsivaiess of the taxpayers, tbe speed at vdiich taxpayers adjust their 
behavior, the distribution of tbe magnitiide of the tax change aenns taxpayers of different 
characteristics, and the response of charitible organizations with regard fo their fimd raising activities. 
While many flat tax proposals are similar in structure, af^urendy minor diffe r ences can have 
significant implicatioos for the overall effect of the prop^ on the level of charitable oootributkns. 
However, die following discussion is meant to provide an indicatioo of the effea a flat tax with no 
dedi'Oion for charitable contributions could have on the level of charitable oootributkms. 


Itemizera can currently deduct their charitable contributioiis, and the amount tiiey give reflects this 
incentive. Moat flat tax proposals would expand the measure of subjea to tax and reduce Che 
tax rate. In expanding amount of tneome subjea to tax, some of these proposals would provide no 
deduction for charitable contributirais. If [the] deductibility [of charitable coixribiitioas] vttt 
eliminated, itemizers would reduce the amount they give. In 1992, approximately 32 million itemizers 
repotted approximately $63 bilUon of charitable contributkNis. If the deductibility of ontributiom 
were eliminaled. this level of giving would likely have been more than $20 billion lower. While 
charitable organizations may be able to ofba some of this reduction by more aggressive fimd nning 
techniques, s "«**«***^*’ thoit-feU is inevitable. 


Most flat tax proposals are designed to be neutral with regard to tax revoaies - e.g. to raise the same 
amount of tax revenues that are railed 1^ the cunott tax niles. While aome flat tax proposals would 
result in lower total individual income taxes, Ihqr generally increaae coiponte inoame taxes by a like 
amount. Since all taxes are ultimately paid by indivkluals. such revenue neutral flat tax propoaala will 
have no effea tm the a ggr egate tax buiifen, and thus provide no incteaie in total after-eax out 

of educh to give to charitable causes. To tbe exieot some individuala do experienoe a reduction in 
ttaeiz lax liabiliQr as a result of a flat tax imiposal, the additinnal aftn-tax income would likely be 
relatively small, and would be apportitned amoqg a large number of ahenstives as well 

as savings. Thus, any increase in charitable coutributioot from tnerea s es in after-tax would be 

rxpfcwid to be quite aroall. and mt nearly large enough to ofba the reduetkai due to the in cr e aa ed 
cost of giving. 
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In additioo to iffecong Ibo total amount of cbariiable conOilaaioos, the above lax Ixw chan^ would 
lignificantly afifea the proportion of gifts going to different Qrpea of lec^ieiKs. For example, the S20 
billioo lediictioo in giving would likely enm^ Hi< p ropo ninnaw»iy from educational institutioiis, 

cultural msitudons, private foundations. 


CONCLUSION 

Abbough not the primary reason for individuals charitable coocributioDS, the tax treaimait of 

charitable cotnributions can have very significam effects on both the level and coo^Misitimi of 
individual gifts. Pm*-**"*^ of a flat tax with no deduction for charitable contributkms would result in 
a reduction in the amount of individual charitable coaiuibu bons relative to what would be 

given under the current tu rules. This reduction would come on top of a drop of 24% of bouaehold 
giving to charitiet, flan 1989 to 1993. according to latest infoimation available as reported in fiiving 
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Kathy Jaboivr, CFP 

Certified Financial Planner 

June 16, 1996 

Mr. Phillip Mosley, Chief of Staff 
Committee on Ways & Means 
US House of Representatives 
1 102 Longworth 
Washington DC 20515 

Dear Mr. Mosley, 

I am in complete support with eradicating our current tax system 
which as you know penalizes the productive people of this country. 

I think the National Sales Tax would be the best system to replace 
our current system for these reasons: 

1. It is the form of taxation our Constitution allows. 

2. It would require everyone to pay. Drug dealers, 
prostitutes, and other illegal money makers would 
finally contribute to our system. 

3. It would not allow the Congress to eliminate the 
deductions and then raise the tax, like they could if 
we had a flat tax. 

A flat tax would still allow for cheating and wasted time preparing 
forms for the IRS. We must eliminate the IRS and all the wasteful 
acts associated with preparing our tax returns. 

I personally spend too much time with accounting for my business, 
my husband's business, our joint business and our rental 
properties. I'm sick and tired of it all! 

Lastly, I'm sick of my husband and I paying 15.3% of our income in 
Social Security taxes in addition to income taxes because we 
self employed. I know without a doubt, that I can prepare for 
retirement much better than the government, since advising peo 
on this issue is what I do for a living. 

If the employees of this country had to come out of their savi 
like we do, this debate would have taken place many years ago. 

Please push towards the National Sales Tax. 

Than^ You, 

Kathy J^bbZr, CFP 


P.O. Box $$61 * Vacaville. CA 9$696 
707-447-56$7 • MO-441’5657 • 707-446-S525 Fax 

SecurtUc* oflEncd tfaroi^ Ftnandal Wot Group. Member NASD t SIPC 


FINANClAli^^ 

PLANNTNC 
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ECONOMIC STABILIZATION PROGRAM P.O. Box 1f4« Walanao, HI ^6792 

.Tune 7 1995 

Mr Bill Archer 
Coamittee on Ways and Means 
l^n^worth House Office Building 
Washington, D.C. 20515-63W5 


Dear Mr. Archer; 


It is most difficult to change antiquated wethnds ■ That haTe been used more 
than two thousand years. Many American citizens demand that corrective 
action must be taken. The method of correcting the present tax situation 
must be properly accomplished. Since America and many other nations are 
dependent upon world economic stability. 

An appropreate award is requested. Due to the magnitude of the situation. 


Adoption of the KCON(»IIC STABILIZATION PROGRAM By the President and Congress 
in session. With members of the suprwne court and national media in attendence 
Will result in the following; 

No reduction in any State or federal agencies activities, nor reduction 
in any military branch will be required. All will receive full funding, 

A period of time of two to three hours will be required to present the 
program to the nation. 

Negotiations are invited at the earlyest. 

Respectfully, 


H. Johnson 

Fh. (see) 696 2115 
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Roger L. Johnson 
575 Wisteria Street 
Chula Vista, CA 91911 

6 June 1995 


Honorable Phillip D. Moseley 
U. S. House of Representatives 
Ways and Means Committee 
1102 Longworth Office Building 
Washington, D.C. 20515 

Re: Elimination of the Internal Revenue Service 

Dear Representative Moseley: 

As I understand it, the two directions we are headed are a FLAT TAX OF 17% or a 
NATIONAL SALES TAX. As you deliberate, look at these two options from the 
viewpoints of taxpayers at the bottom, middle and upper end of the income 
spectrum. I make roughly $50,000 per year and pay about 14% in federal taxes. I 
would be hurt by a 1 7% flat tax. Since our last child gets married this weekend, 
my wife and I can could drastically reduce our monthly purchases, thereby making 
the sales tax look good. But... 

With a national sales tax, the poor person (who spends every dollar every month 
just to survive) will be impacted much more than the rich person (who only spends 
a small part of his income each month to achieve that same goal). With a flat tax, 
the poor person will likewise be impacted more than the rich person because the 
poor are paying a much smaller percentage of their income (in the present tax 
system) than the rich. WITHOUT SOME ADJUSTMENT, THE POOR WILL BE HURT 
BY EITHER SYSTEM, WHEREAS THE RICH WILL BE HELPED. 

I give my vote for the national sales tax, but only if the necessities of life upon 
which the poor spend nearly all their income (food, clothes, shelter, medical, 
utilities, etc) are exempt from the tax. 

Whatever you do, you must get rid of the IRSI May God help you in your 
deliberations. 


Very respectfyNy, 


RogetUl. Johnson 
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6791 Jasper Place S.E. 
Port Orchard, WA 98366 


Representative Phillip Moseley 

Chief of Staff, House Ways & Means Committee 

U.S. House of Representatives 

Washington, D C. 20510 May 27, 1995 

Re: Tax Reform 

Dear Representative Moseley; 

Please allow me to submit the following input in six copies for consideration and entry into the 
Congressional record: 

1 would like to voice my strong support for the Armey flat tax. Every year Americans are tasked 
with die burdensome duty of filing their income tax. \^th the large number of tax forms, 
schedules, and tax laws that are always changing, even the most educated individual finds this 
chore extremely difficult. I fail to see why a duty of all Americans has to be so difficult that 
professional assistance is often required and the best results are not guaranteed. 

The appeal of the Armey flat tax is that it is fair and equitable to all Americans. Under this plan 
people would have less of a tax burden and there would still be plenty of 
revenue generated. Another appealing aspect is the form for filing your taxes would be about the 
size of a postcard. Truly, the Armey flat tax is a brilliant idea whose time has come. 

If I could incorporate any changes into the Armey flat tax, I would allow deductions for charitable 
contributions to encourage people to continue giving to their favorite charities, and deductions for 
home mortgages. Many people purchase homes because of the tax advantage and home sales 
only serve to better the economy. 

Thank you for allowing me this opportunity. 

Sincerely, 


Craig R. K^^mSoSl 
Port Orchard, WA 
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Law Officei of 
RONALD ALAN KUNS 


3020 Bridgewiy 
Suite 107 

SauuliioCA 94965 


June 7, 1995 
P.D. MOSELEY 

Ways and Means Conunittee 
U.S. House of Representatives 
Longworth Building 
Washington D.C. 20515 

RE: Review of U.S. Tax Policies 

Dear Sir or Madam: 

It is my understanding that your Committee is planning on 
studying the revision of our tax policy with a possibility 
that a "flat tax" or national sales tax (or other 
alternative) may replace the travesty that we now have 
under the current Internal Revenue Code. I have recently 
read Adams boolc "For Good and Evil, etc." which I heartily 
recommend if you have not read it. His treatise on the 
history of taxation in the world is something everyone 
should read. 

Please count my vote for a complete revision of the insanity 
we now have. I dream of the day when a tax return is a post 
card, we no longer have to fear the IRS because it has been 
disbanded, the billions that are spent on tax preparation 
can be more effectively used in our economy than subsidizing 
government bureaucreats , accountants and tax attorneys, and, 
most importantly, more total revenue is raised from the 
contributions of all taxpayers to meet the obligations of 
government ( which I trust will be declining under the 
political regimes to follow this current joke in 
Washington. ) 

We will be watching closely to see what is done. 



RAK/sd 


P.O.Box7SlW8 
Pctthinu CA 9497S-I088 
TeL (707) 765-4890 
FAX# (415) 331.2323 


24SS Bamea Valky Rd. 
Suite 218C 
SaiuRouCA9S404 
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^aetjutfim. ^aizd 
1602$ cMoiiniain <^J^oad 

^ac^ion, CaLifoxnia g^6i^2 

' June 10, 1995 

Dear Mr, Mosley, 

Concerning your debate in the House on June 22, please consider 
the following suggestions on tax reform: 

1 , Strongly suggest that you get rid of the entire current 
system. Replacing it with either a flat tax or a con- 
sumption tax is equally acceptable to me, 

2, I suggest that you either eliminate or drastically lower 
both capital gains tax and estate taxes. 

3. I believe that you should eliminate the restrictions on 
IRA*s when we also have a company pension that were set 
up in the 1986 tax revision act. 

4 . To encourage savings, the annual amount of monies we can 
put in IRA*s, 401(k}'s, etc, should be increased since 

company pensions and social security are being reduced. 


Thank you for your time. 



Original and 6 copies of this letter included, as requested. 
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InsTh^a, ItC a ^ra55~rooTs mo^/enyenT cmrb 'Tohqcco 
Qnd alcohol 056. The goverrvnenT vJ^jo/c) GJirnhaCt. 
ill Taiticco and alcoho/ ZaXe-S. 




hill CSDier 7^X63 '• 


Don'T even ThlrjK ^houT iT, 



1) 


iProperTy Toi£,5] 

ETim'inaXe property VaYeS 
publ)<i Jchcol-Sj leTTs rnqKfc all 
"Co &^hDnc€. compeUiV'ion In 


That Lo'ill golTo 
SchccJj pr\SaV& 
^\aoaC)cn. 




■XnliPri T anrf. 

^/5 72 ia Vt^ kxK^yrMpThc^ci/c/er' 
^e,n€.roluion3 oj\ye someThin^ Lo c^€ra t/cn K 
5o Th^ycao^ p&op/e oan Uve TM. l^/>^eirTca/r) 
Qreo/>ii 
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IWl 

/I 15 a rouTe cohere. Zb^X dollars 

Afe dbTrituITeci, /If Ter ~Che. cctplTcfl-^q'inj 'Ta.x Ta^es 

Z)C>% cJr revaxtej /^oacle hy a company) These T<xx 
olo/jar5 Mill be di^Tr/buTed Throc^heuiT The varioas 
/tveb oF ^'^ernmenU, Td\X 

Co mmoy 7axe5 (C(5iT =30^ j 

I 7So( 

■ /9vcnue 
Qo^ernmefTT 


Primary Tax 


Fexkra 1 

(i>hsfu^itbri) 



3lbLe 

(4. Anting) 



Tr^ Tnoy^ 

'• /foc^e^Ter j 

S^oncLr)/ y^x 
fiKrKujay5 


fer^la^t^ 

PducaTr /On 

fcoT OfP.ee 


/'Icd/Gjre j 
IR5 FD/) 


:)r^C6SS 


The id be dbTriiuT’eJ Qmon^ The 

Federa/, STciCe^ and /oca/ ^o^trmenTs U3'in^ a raZ/o 
of" ^'<^'2. ! resfecTi^ely. These ptrcenTc^es l/e 
iron-ciac) Zb The uohole :iysTem Simple, 
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C f^:/ ) CiiTVe. . ./£ Jj 

anc^ iChaZ Tl A/ltrcjo^ 



J2%/ 


/i^i.3 cj.'v-iph i^pre3c:nZ*'s‘ loh^fZ 6ocL\lci happen lohen 
a ^ erU^ln pcccv.fZci^e. oF r^veoue goes Tc Zaxes, 

; (vj fryo^t^ }nZx> TTie c^ovp/d/^^/oZT^ OX- Ixivt un- 

/^Je Artve , o<i> Lao c-^ncl 

^Dpder. 

iJjT?) a />?c'riercirr <a/nDLjpZr revenaej’ Zb 

fZT^ Auvimeo 77 ^ Z uj' ^cvuriTy ond mcmllTy 

iC\5v'rm)^ 5tn^ihlt CC'iZ^zJ^ Va ‘^<.}tTy ojarZ, Au^^dtr)^ 

To The c'JicArT nk^ve^n. TCTj/c T<\A^\'c>rn The c^piTik^ii/yS 
iTax) givex a cyr'd kijnjxie. htlQe^n (^nTr<::yre.ne\jrktf 
and r>^crirj acvern/VenZ Tko ii hcJIer 

' lZ,n /?iy/Aj ^/OSm tn kxKtS < 3 ^ cTall hthci' Z^cJay, 
Gc;n^^ I'^eycTjcl poif)Tjl)c>^0'^er, o^/? I^\d Za e.cci\3^vc 

cppee^^icin \'tr The y^-iyv^.G-r^tinies; u^rTT A^e 
uJ6rKc£r.3 lOiII j\:L Snv(L ^iYx^\ fir InTei'-^sT 

(vTc-JT Loi// be h\^hi^,rj coc^ild he. pressured Zo 

p^T' nxv^ty //)Z Zz-i-rx-e Jc)cpJ?c/t^ /oj/e^',ol c^r lO'^Tr^ 
7?;eir hiylne.'-.^^ejTj Cht ecc'i'^cny o^iH Lce^'^l(enyiTx reve/)Lies 
to] 1 1 ticTL^illy rk.a'^<i<^ 

L<r;(>>.rff^ ^c\Ccordin<:^ 12' Che. BuS/nC-S^ A^x 

j?6)/6r \Tccy"■^^y\^Le:^illhlf■plcpk -'r\Ve O'^cn^y They cc,n 
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zoas! 


be c/e^r7icJe/?7 cjvy^mnycnT T-er re.TlremenT» 
Thty^lJ S//Oe ^ . CiTin -57iy /o 77€- 

ft;y ^or 7?^^\r cli\kl'^i-)'> eJuc^,r/^o cO/Th c^sh 
cind alnic:,T c-V//iv/?^/7"^- S5eM“ inTei^'esT pc^yn')cnT:>' oo /c^ns 
jonrj cr^ci/U c^ircl ft^y/^ienTy. IipTitia cir ccec^Cincj cm <r\ 
idep^^n'-Jeney c^^ /)mer:0', i^,:ll /ywe an /nclepoyJency 
c'l^SS, Uni:^/^pky ry^tnl^/iofLiT/c jr)J mZ^S usill #T/*'k///j 

Ic^. 

(\::>fjTc ty.u\j ceUTi^/el^ Ltjer Tl\,n ujhciT /C iJ 
! LCt Ccii) sy :^7^'j*\.)'rfC<]l/y tTnlui^e iT &■ aC/^, Th^ 

[Lot II he cJfS/nhulcJ u\7he. holjctJityj u.*^ys • j 

77;e yeVir TZe £L\5it)^S:> T^x 

fehet VCiT'.cpZii'n btcz'iyjci IciiOf Crv?.^»vj:5 shculd Ii^p)ei>^enl~ c'\ 
jZ yCuC pkin 'Zc I'^cii^cc The Ca\Pi Cc^l~ 6:K-/iri5 
Vo 2Cf/c. To <^e hco^. 17)i5 IZ-y^-^r plr^r) bra^iVj dc^n^ 
pl^i^ Sii see 7?}€- cjy:,rZ rvd/ctcu^y^ pexjt-.i 


see 
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~TZ^ 

C&fTc \ / 

Fcda c^j 

STZ-Ja 

Lccc\ 1 

mi:- 

Z)C% 

CC.CC'-/c 

mo% 

z.oo% 

mi 

im/c 

n.^% 

1,15% 

1.55% 

im 

ZF/c 

I8.uc% 

15Cf/o 

l.5c% 

im 

^7^ 

nic% 

l.Z^i 

i.m 

alCO 

Zbit 

nzcfc 

IM 

1 . 80 % 


Z^/c 

imM 


115% 

^er^ 

ZT% 

IT>,?cFc 

(s>.5i% 

110% 

zmi 

zii 

\ 5 . 1 ci 


\.i,5% 

eCC^ 

Z<i/c 

H.‘p% 

b.cc'-i 

HiO% 

zeem 

ZT/e 

onc% 

5,15% 

155%- 

ZZTlc 

ZzFc 

]i,cdi 

5.scf% 

150% 


* Hav/n^ c\ corl[^c}h^ct/nj 7c()< 7T)e yec\r 

■2CC(x coill \'l^c Cfor-zvy 5)»>'cir/y/ ///>y eccmmic 

and cf.^rn/^e/;7^(/ //y^pn'Vi/r^eyhTs' Cn-dXi-^ n-r./v^ 77»e= 

:c!r f'^u^ 7^^ Ml.xs Co) I I hp.co/'^e cyco h/^'^r 

■ /j <.C% Ccrpi L^/-cjci]ns ~r\?( Lci!/ hJp iy)(//icnj cf ^/rfetic^ns 
^//c? 77 ? e/^ clv,ncC' Jo <Jc-nJCo t'^on^.y 7c TTlcje 
Ito Kr Dted 1 C. 

NdLo /el *5 -Set ifcij T^fe B^Kuniiss IckA Hd'itF 
'[(I'orjrarrt uj'ill h^tp /lmric:in:> j^iVt mc/xip ctnd Y^pe 
Them cr Pt'eJ/e5^ burt-rii.iCi'iicyi 
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Ih. i rd» i to I 


TZix ^^c^ruA> ujill To:\(\:>fe.r 

cxccbunTJ^o/'^ L\}crKir^ £r Zht TR 'S an<J o ther ^o vcr/?- 
rmnCiJ o^ent^f^^ To Tht pnvoTt- 3Cc3brJ D)ey7/ be 
(xorKr^ fc>r conip:}0/t^ un^lec The prc^rom. These. 
GtCoonT^nls io'ill /76a} hcirdk olJ 1RT> ftjperijjor)T 
Q>r Zht compcuTfes ^ Ihty iZill ToIxaIoTT. qII revenue 
^oin^ inTo Thtir Cjompc /flics OoJ Zol\C 7?0/^y oZT 
7c\Xe5, 

the Qoo^j\/^vt.^ loiH ZuTe Zhi cZher l0% and 
£jlve it To Oitir uscrTcrs on<\ hoy /letj e^uwmenZt 
f\ll Cmp^oyeeif-onJ employers- yy nci ^na/viol^} 
\{)come. T<\Kes. They lo\II cp/jc^ fty no other oF 

>i/eji A^X/ /iXLiry FiX/ 1' L<~ . 

On Top Th-iZ, people loi// be .^p<nreoj neeJ/esj 
^ercoocR and UiremAccxAcy > Eitimplty oZ Thh include* 
i)N<> F^nfiny C'\xT ii')66'/?'7t rc\xe'5 ciuru^ ptcioLxS 
I CoeeKend^’ 

i^Ho h]rn)^ c\ccc.o\nTc\ois Za ji^ lp poofje. f^ure ouT 

' 77?eir 7c\;<e3^' 

.yZloch lt5S cK < 9 ..,,^ •&. Lh IR5. 

K)M o rb K cF lYciiw:)! maL/c/i i<.on I Ln^ 

lint_> cO cAi-j Tc- T}f^ pcOfcJ cTTKit on fifr'i) 

rfh mC" 1 1 ‘St p. in So oo^Jd % dn^if cff 7?)elr 

Taf. rrmy on Jl/ne.)^ 

hZ Cl)t Cid oT /7i( ytar, tncJi fJbrTiCfeiU//i(j(Y!m-- 
ptm/^^ciuyiany u)il} recciVt Tc\f~ Vci'm JoHoC../ht. 
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conrp^-iny OcccuoT^iuTlsjco'ill ColkcT (->11 oF , 


C cr^ifTif '^•iLXL l(/) /t i/J/\JJ UV//J (_ «-!// 

77)€ cciiryyc/ny^S (jJ'Z F>rnis i]7. malij JQr ench monTh) 
<3nc) cicufr, /'ZT 6n Ta;^ forp-> A'-'YcK,, Tht c\cccK\r)TanT 
Jtnc)_5 ~Jc\^ /xjrrn /C)^0(- Tx> Ox-: u^hikM 3t:ncij 

The Company c\ CtccipC Q.:nFii'mjnjj all The rtvenueJ 

Tht CLJ/'ofkiny cJo/mec! ~ pL\S> <^l) Z^jt. Tm^cJ 7t\)(en oFTi 

^ :acopiT.^Bc.^yiaiL iLxh )o ti )c_ , lojA^venCLC-i 
.X Oi'in^cYj</t:rnn)dnT Pc]icxC^ C.crr^^J(^Ty IJ 
c\ Cl thixr.T. cic \yX-‘ it) ^ enough 

Tc' h)oclk cxphtDoi'ntnal QixatF'i'Ty 
fhp^.rLCorKt Dhy Cc]n~F uit If\3 ccrexJiJciJjt 
LckA CclIccTinyy iiiCo C\ SiOy^ lax CvVCnUt 

livi .5qr€ 1-^5 tirf Joyces art; sTrtssc.J oFT 

frtifya Zljt L\J:\pc.rLOorl( c\S eMcJ) QS peop/c caJ 
Oyy)p')nks are,-Tr c\ ccmjyiny ei-\rriS'^ll^,CCO,Ci00 in 
Oi year jt -^eryJs^dy- i ll)/)) Ccc cJ':ton To /T:y 

lou)ejT Cvipdoycc.s ~cc>iTrii}x)T<^cl To Dx. Cop'pirt/'iyls 
SV{CCP:S5. Lf 0)t people m The ccviipiny q.trt-: co'illj/^ 
tJuorK OLt i) a5 o /i'rn/vioZ 3/t>u/cJ 

ZaX /f) Dfi Cc'nfJ^i/)^ ^"JizJy ck5 o 

JjJhy ov}'C The. TK jv,v.5 L L(~\ ic 30% cJF i\ Corn- 
^f)Ts Ccscnji^ iru^ jcovi TJx rc sT cJo/hT Uhy 
Cc'iil C CI')o ('YXerDine.oT I'ely €i)Lii\ly Cn ZhciL -i/zia/c 


Cc'iO L ^j/i:VCrJ)j}}€.OL /"t/y €i)Lu\ly 6n cihciL 

To\X asitrn.\eL and V?t/j chsTnlxirc ZZjt. iy)a)ey amor^ 

c\ll The acjcncies cn ZTje c(<krci/^sT<:iTy^»x.li>cr, / U 
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(Xfer5. 

oT 

/rK::re /ixJiv/JmI 


Cn.iXit)^ SC' c\- T<-\X<£5 Of)ly c^dci^ To 

D)t biirciiLicrafiy rtJ , A(l- 
C'o^'tsQr f<icp/e bciyln^ Cnrj c'-r T^\ni}'L.\rk. or dk 
blr y)x!fe kxury TXxesi kr jhofd' Av 
yodr^ cr ZT ItJ )ry - hlo 

incorioe ^caxc^/ X r^j3//it ThaL! 

or coarie.^ a 1 1 ZaXX loc fhok 5, r6\;< ejf^tmpT/'ary ZcXX 
cJeJucU/oniy.^'-j/xJ itrnr/)> a/rn/c/ cjs^ At t'/Z/n/ocTt^jJ . 
f\]l p\pL-rujorK inyolvioj) Iht Xf.- Tmni^K U/cv~^ artt o2~ 
OA/pytr tKf^^nsLiiOinyuf^y, A)d 3//)ce Z])^ p<^c>pk oP 
ojoii nTry u'i/l hc' U^xed 5c. nxic/) Tss )n Zht^ 
Ipr^r pkce.^ Zh^y Lccn'T /^i55 Tdxs^'bfnedild ZL all. 
Ba.^inr ^.1/5/961-0 iTiiiiT cO/m tvtry 2A//^. /A/Zcirt ZTo cb 
/77^:r,/7 c)eCr/Vr)eo)ZT,y pinicJ'Cle.s vor 77;t^L\i)Cy 


iCc>p'jpo/h6'5* -L m . <r\ 


Cc^mpiny 


CECiJujoold never 


|X\U kv^ tjL^n' ‘ \Jk< i n y or Vj^tjr T/>')pIcyee5 //) Ajci o>7oncl- 
' 0 ^ iOi~0)^.ll\S, { Tht.y ci,^n^ m/nd The r/jy^cf" 
Kxvin^ Lhetr OuC pIXts lyi)cn //t7>). ) l?emeirik'r^ QI) 
eiviy/r/e’t ) rO Tl Tc,x cvaJiryj corr)pQn]es co'ilj A--' 

P'/V'J/ieA r^'\ ija Co\X>i ^ ciocl PrciD^ c\j) 
Cc^mponi^^ Co. cj'iim 7?)}n^ coill .SinmlZantoajly 


ttr^sT A/x tx'c'/Xvi)/ //)creo5e Cax rt ve/Ouef-5'^ 

Let oiaO ^.^/xon/r)tnVi -xrnplic/'Cy be ilZ 
cF Honor/ 
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i) 


5pe<:iul rc-r . 


Spence. /^hr<i h nmf ^ep-i bl iCiiD SjnciZ^'i -/A 'lchi^ctn) ' 


^n^rtiZT-S' on itin^ a ix-.i.Jy-^^c-T'e.c} 3e.nalhr frcvn 
The. ^reaU ca~ /^\lc,h^c\n}G<xic) uj)Th 

everyfAinn- you’ve beto elecTec) inT/me &~ 

the. 2^ /ji^.rican b^eic>luViar) <^<^*11 iTt Zhctt ixjoqusG^ 
jjuiT Afe the. X^f^e'/o/utic>nj 4 > r i c Cl o 5 /va ve, >poK^n 
a^'iosT! econorntc an^ ^':V^rnmenraj oppr^.s^hnJ^ 
Would a)5^j Ue Gnq rei>5 t.' cr^cXe a Nfiu) Crime 

bill. In C\cG raTTitr cxJ) 'it a PonlsJiPTent 3//J, 

LeCs repex.\l The pre^enT ^cin ttin^ nod lociide 
fedfePa) /c3ai5 Zh&T u-'iA enroree cnpita) pLtn'ijhmenC on 
/77LirrJf.rer-5 orA ^urc^iCal Cothciticn cn rapists ! In 
The rriee:inCirr)e.jarc^e tlitt iCmney To ran ^for 
;T^ 0iv5^ Sencite a^<runst Girl Levin in X thhK 

I y^ict Xu.V) (-o^jLild ue>ri) toe II Ityje Ziit r, cor>rry 

obcnL Ted i{ennecJy - /)ls Leans e\re /jamhei^d! 








are i-rasTrciteic} Lor not te-inj ejee.ted fLesic^oT. 
.1 Zh)nl( the not ion tii(Xi)ciVe Ix-en In yjcod hands 
iij'iZh ycx.] in the cvaJ ottiee., PoLee.ver pyoa've beeno. 
^r<eat 3 no tar , bot X ost a special fnvor from 
you tht inoine/LC The PefLibl'ccinS CKe over The. 
ijjhite Hck.\.sv , OcciSi /)]alC socll yea IxasT 

T2&. dp, G ASP bcicjgc-T , Tr’^ cliSe^^Ctin^ 1 )c>lc The. 
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ClinCoo /iJminiyt^raLion /icv5 de^:('fccv5eci Dit c)eftA5f. 
buc^T <rincljir.rttiS(icl TDie ^uQ^(T cf no /vany nee^kss 
pct^rams, ■Lf' cAnyttjc/y Cc^n ccnv/'nce. o R&publ'iOi^n 
^Jm/nbTmZ'/bn Co bcasT Tht cJt nr.nse bucj^eT. /Tis you, 
% ^rved in WorlJ V/aC IT, )^ci ujicre iocnnaedi 'hu 
hc>Lc me II The. cmx.\nCry Li}t-)rl(5 iohen JeFense )S 
jCron^yn/id you H/x)u} The Ciu/xicytienc^s The coor^ry 
L(.;i)en df^fense i5 cotci )\- And unliK^ Pnes /cJeriT 
C'llnCon, y<ou .d^i Q:eJ Lhe pri)n war vS^mnj Q<;e- 
'5;// Cl/nlk^n is as Qn- Amtr/can as any Pnes/cJenT in 
\fimericun IhsTory.Vleasc kiosT T})e t^aem) defen^t 

buc^eC ood ^xiT /3/// C/nyCc;/) in his placet 

VHiI Gmnr,mi^~Te %a^) '' f i ui > i u.ihrX T ha vt heard , 
hpn are (join^ To he c\ ft^\lar choke To be The GoP 

Canc)iclaC6 ror Pn^sideihT, 1,-, JhciL cc\5Cy yoLi mil) be. 

The ne/T Pres ic/eiiT. J^CanT sc\y eFCeoVive ~Che. 

Gramm AdmlnisTraTloiy PuT 1 K/xhv 'iC ccould IcsT 
ykjhT year 5. mcC^ you can oTarZ moMin^ mTo The. 

' ivhiZe. //ciu5('_noLO . l^nou}, a coach here qnc) a dlnir^ 
SeT There’ ■ A. ,-rv<y ^ noC he. pau cooncimisT hKe yaexj 
bikC d[ hk-tfX' I gave you a Rxo ideas. E^en /F hmer 
taxes increexsc. Tc\x revenues, Coraress musT sTJ/J 
claf.reASt. 5|^cnd’ir)^, TirsT^ gtC r/d aT The Fcrcl and 
eVu^ /IdminisTraT/'an, Q:’{'C^LU<aTt. />Kdic!nt. Sc. ciocTors 
Can give all ah aS beiicr care aad Q)\/e dccTors 
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rr^r?. ConVculf Zhe/r LreciVmtnZ^ ci?C/o05< l^o,Mfkr 
JqII uoelKu'e (V.’iocrr To Z])t sZIiZTes ana ae::rmsi.6oeJ- 
fare ^pencl/n^ hy ^‘-yo f\-r ye'cip unV)/ iZ nlcu.'n 

j72i c\ ceasanahk /eve)/ flh.c Ti "crn^fer a)) 
l/T^rtty 7T- Iht. zTaTe.s and aivt’ T})e ZTie 

opTibn Tc. coiyvntoc'iQlizt' of! Sc hods. Alqlfe Vxy. ZTx 


Tep) :>in)pkr <~z> c/occnS/'OC IR 5, Them's .3e. 

mac}) The hepibhuins Grm omej lcJI cJo^ buT pte^\Sir. 
I^Ke yaar tmie . )L.i canT. c verTurn The. hJeia 0ml mtn- 
Toijity ex II' cjoYtr/vtoV , AvpTtd ever The p:.iTC 
OR- yeoicc c, vfe r ni^h L , 



/(R-Te/eo k 




.no SC’ o)<^c) Some bed y k 


/^Injfiri ly Leacler ) - 

^ . ^ _o' entri\^h comfnor) ^enSf. To 

I locoer Tiuejs' rinc) simp/iFy T\X burec^uCrcicy, X j(K(i 

i'yoi\r ni rx,r ^aX/lMcJ I P^y ic]ec\3 (Ct/I^i've. 

^<x\ rotrt^- tf)5i^h^, I v( l»Ke yocip op 

p(Ciy t’ t ''3 <^'l)tx t\S Lc ^ /)t I/?5i J. Knot o yoci 

I ^ Lo rtcilfZ^ jMLiti) C/KyW. piy/P^ 

^Axes, baL fi.5K oi' Zx.\X e'V<r\5/d:^/^ u^chiIcJ be ujT^y 

^r^\Ul BuT W tvcyC /^(rT, T ci^rte tj/T/) 

yoL\r pbJc:>c:p/)y A5 /icTtrl by b<3(.t. toer^^ 

^iTT (^kr^ c j}pC'0/7~ic'/) on t'^a^L ^e freiX43 „ 
aodere^rir^.ire Oiti jK^vr Lvoev^ /oa.'er biiretjUcrac 

anci c\ c^yjvvjiK' »n;/»t<iry u.)ill c'M /h)tr]cc\ and o/} 

(^(neriCnns. Lr ^ rcr Oif /^epnhb/ccjnS^rnnyJ^ 
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^joot anci Ne.uiC tOill rectiw. yoiir TenaC^., 

i 

£Mjd — U& -Ct&r,/rjia. Spc/lKe r rP Zh( ^, lJi>LS(i)j 


.lyiq, jptnl 


. pr^it oF liS7en Zhi c^riy of ycx-\r crtUics, 

\ It'. c\^1^c^~^]D^ Hcko c\ ^cMp o^" fTtj>/)mer) Comre^/n6n 
cok' r\rt Crying To /TOc^l^e /ife h<.(Zer for a)/ /^mer- 
!iCAn5 Co\n rece/'ve VucA non^jn^i: from The. ffl}Te. 
\mt(}ia frofv^ liKinJ Jtv>tvR(r5, 
i^Ive y6a aod c\\\ f^r^ricany ~0y^ 'V)0ce:^ion UhaV Tht 
OaL/oocAl clfbr ’.5 Somt LV^cr-v^rp //e. cl oc-TT oF ^{Cure.- 
liKe c\ T^^rnc\c}o or c\ hurriCcine ! /jucl noic iV5 Zo Z^e 
^tpob\iCcinj> To jT^op Zh<cL driPl Prom overFk^n^. The 

\c^c^TIionc\ I debr 13 /yoii. rrilj'ionf c\ni^ CuTC/o^ jperi<^- 

10^ 13 Dit only u^\y ti' Io^m' iCi The. y'icl pr^rTT is 
ThctC a hu^e. p^rT of T^e nc\Tfonc\) c/f-br ^ ck re.:^(\)T 
of uidFkrt :^'ncJ/o^'(:\l>:xiT ^yAi/iiri) LocrTh^ The Fderal 
^Dve^Tiritnr^ The f\T^cn'j rncf^T liC’Iir/ctiJ ^i/j 

Lx\^e iip To in &u/j 3 ocr/o/i co3Li>*.IF com- 

pleXtIy c)»mjnoT(cJ ^rccyams Th.{C The privaTe sc^Ibr 
Cc\\\(^ pvy ror, The cWbc u:cx\ji\ c^c: cltXL'O clra sTic^lly, 
/)mt ricai tj npt car nLi.*^y Z7)t' mcsZ l^pje. 

CO &)rD'>Ier Zhim CaKc cvirt of Z7)t ^coP/ /. el 
Theo'i g'lVf TZc rA^ " iiKe fobl'ic ~Cele '^is/oo,^y 
i/oct."/’/^ }x\riciUcr<<y,<}iK'l 3|Viidir)^^ anil 

jhave /ncrt pcxvxr lhc[U in net d. Nolc 

'rnt.\y c\5i*! "lOh^Z tjill hzipyen u T])^ iJrrr. pu.plef The 
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i^An^i-Ofcr ' k\5iix >M > '-oil/ eKpund/ ricrc jC'bji ^oill he crear6cl^ 
e.vt-’,ry b<-Jy uoil) ha^e inri't noc-ney, PrcSferir^ 

Luill linger one] ZTfc need « far LO<e.1Rtre. co'ili ciecre^iSs, 
Pko^X be. paT/enU/Z^r, AiecdC* £^very'r/)in^ Ui'iH he fer 
'Vht be^T/ In Zhe meanVifney I I) voCe /^epjbj/c^n/ 
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Phillip Marsh 

378 Golden Gate Ave. #326 

San Francisco, Calif. 9410: 

('<15)292-2412 
Mav 27. 1995 

Conq. Arnold 

Conunltee of Ways and Means 
Main Commitee Hearing Room 
Longwood Bldg. 

Washington, D.C. 

Dear Sir: 

I understa^l < hat you are having hearings on the abolition of 
the Internal Revenue Srevice on the 6th of next month. 

1 support that idea one thousand percent ! ! ! 

The following are a few reasons that I feel that your commitee 
should look into, I am in eybosition to verify documentarily, each of 
the following statements and would further be willing to testify 
before your commitee if called upon to do so. 

1. The I.R.S is NOT a government agency. They claim to be with 
the Treasury Department, but Title 31 U.S.C. Sec. 301 is the organ- 
izational chart for th** Treasury Department and it does not list the 
I.R.S. as one of it's components ! 

The funds that the I.R.S. steals do NOT go to the United States 
Government to run the country on. Look at the endorsement stamp that 
the I.R.S. uses on the back of the checks they are given. It reads: 

the FRB, to the CREDIT of the L' C. Treasury, to reduce U.S, 
obligations”. In other words, all of the so called Tax Dollars that the 

I.R.S. steals from the American People go only to pay the phony 
uncollectable INTEREST on the phonier National Debt, which is also 
as phony as an eight dollar and fifty cent bill ! 

The abuses of the law by the I.R.S. are too numerous to mention 
but as for the law that requires an American to file a 1040 Tax 
ra'-^rn. there is NO SUCH LAW. I know, because last year, I underwent 
a three long months of trial on tax evasion charges (among other 
phony trumped up charges) and I offered in front of the Ju»»»Te 
well as the lury, to plead guilty and go to jail, just as soon as 
the A. U.S. A. could show me the law that r quired the filing of a 
Federal Tax Return. My request was met with stonv SILENCE ! There 
IS NO SUCH LAW. This scam MUST STOP 1 Please do your duty and expose 
this monster for what it is . 
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THE UHll'fflS/TT OF J E X A $ A 1 EL PASO 



June 12, 1995 

Mr. Philip C. Mosley 
Chief of Staff 

United States House Ways and Means Committee 
1102 Longworth House Office Building 
House of Representatives 
Washington, DC 20515 

Re: Tax Reform Hearings 

Dear Mr. Mosley: 

I am submitting six copies of each of two items which I wish 
to be considered by the committee in regard to tax reform: 

1. A guest column which I wrote for the El Paso Hearld- Post 
February 11, 1995, entitled "Flat-tax Proposal Won't Be 
Simple . ” 

2. An article which I wrote which appeared in March 6, 1995, Tax 
Notes in summary form, and also in Tax Notes Today in its 
entirety: "An Analysis of the Armey Flat-tax Proposal." 

Please include them in the record. Thank you. 


Oeparlment of 
Accounting 
College of 

Business Administraiion 


Very truly yours. 



fyU 

Frank A. Mayne, PS 


D . , CPA 






El Paso, Texas 
7m0^2 
(mi 747-5192 



El Paso Hearld-Post, February 11, 1995 
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Flat-tax proposal won’t be simple 


By Frank A, Mayna 


The recent editorial “flat tax 
finds more converts” and news re- 
ports on the issue have struck a 
nerve with me. as I am an ac- 
counting professor at UTEP and 
also prepare some tax returns 
professionally each spring My 
teaching assignments often in- 
volve trying to make the tax law 
more intelligible to aspiring ac- 
countants. The editorial asserted 
that "There is not a taxpayer in 
ihe country, we would wager, 
who would not cheer the demise 
of the infinitely complicated in- 
come lax forms and rules, and 
their replacement with a post 
card." 

We already do have a 
form that simple — the 
1040 EZ — for single per- 
sons with only salary and 
wages and less than $400 
of interest. The form re- 
quires only copying W-2 
information onto the ap- 
propriate blank, a couple 
of elementary addition 
and subtraction opera- 
tions and a look in the tax 
[able. Yet legions of citi- 
zens still troop to profes- 
sional tax preparers, the 
IRS. IRS-sponsored help 
centers or helpful friends 
for assistance with Form 
1040 EZ. The problem at 
the 1040 EZ level is definitely not 
"infinitely complicated tax 
forms." 

If we go up the next level of tax 
form, the 1040 and 1040.-\, I have 
found that when most rank-and- 
file taxpayers refer to 'complexi- 
ty" they are referring to the cal- 
culation procedures involving 
personal exemptions, itemized 
versus standard deductions, and 
various credits for individuals 
(i.e., child care). Yet, this is only 
the tip of the iceberg. In the typi- 
cal introductory college course 
that we call “Individual Tax," 
these basics of calculation wilt 
have been covered by the second 
week of a 16-week semester. 
Those basics are really the easy 
part of the course. 

The individual tax college 
course gets more and more com- 
plicated as the semester goes, as 
the rules for proprietorships, in- 
vestments and the like are cov- 
ered in connection with such con- 
cerns as losses, depreciation and 
accounting methods. We follow 
I he individual tax course with .a 
second course at the undergradu- 


SPEAK YOUR PIECE 

ate level covering partnerships, 
corporations, estates and trusts. 
For those who are really gluttons 
for tax courses. UTEP also offers 
a master of accountancy wiih a 
concentration in taxation, a de- 
gree which includes fi\e more 
taxation courses. 

I think the students who have 
been through any of those courses 
would say that they were only 
given a sampling of the many is- 
sues involved. Hopefully most of 
them left the respective course(5) 
with an appreciation for the com- 
plexity that really exists in in- 
come taxation of business and in- 
vestment activity. 


Note that the complexity that I 
describe is not complexity of 
mathematically computing the 
tax. The real complexity is in ar- 
riving at taxable income, i.e.. the 
dollar figure to w hich the tax rate 
will be applied. 

The flat tax is being pitched by 
some as simplification. It should 
not be. If only the tax rate and 
the personal exemptions and 
standard deduction are changed, 
as in the Armey proposal, all of 
the real complexity will remain. 
As long as the income tax contin- 
ues to be the principal revenue 
source for the federal govern- 
ment. all of the current complexi- 
ty will remain because of the un- 
derlying complexity in the 
determination of taxable income 
on business and investment. 

What the reformers are propos- 
ing primarily is a decision involv- 
ing the econon\ics of the tax bur- 
den and the related federal 
budget deficit, rather than a tax 
simplification. For comparison, a 
single person with a $99,999 sala- 
ry and no other income, deduc- 
tions. or dependents pays S24.444 


under the current tax. but only 
$n.3S0 in the 20 percent tax ver- 
sion of Armc-y's proposal — a 
whopping $7,064 reduction. 

\ single person earning $29,000 
would pay $3,420 under the cur- 
rent system but $.3,180 under the 
20 iiercent .Armey px-posal. differ- 
ence of $240. As the editorial 
pointed out. everybody gets a tax 
reduction under the .Armey 20 
percent tax proposal. It is just 
that the higher-income taxpayers 
will get a much larger reduction, 
thus proportionately shifting the 
burden of the total tax being col- 
lected toward lower income tax- 
payers. 

Note that there would definite- 
ly be a revenue shortfall in the 
near term with the Armey 20 per- 
cent flat-tax proposal as 
generous as it now stands. 
If government spending 
levels remain constant, 
and everybody’s taxes go 
down, less revenue will be 
collected, and we will be 
increasing the budget def- 
icit by leaps and bounds. 

Supply-siders will jump 
in at this point and point 
out that the tax- reduction 
will stimulate the econo- 
my. which in turn will in- 
crease business profits 
and the number of jobs. 
The growing economy will 
eventually increase lax 
collections. Will the growth be 
enough to eventually reduce the 
deficit? Who knows? 

Unfortunately, the answer will 
have to be irial-and-error expeii- 
menlation, just as it was with the 
last series of major tax-rate re- 
ductions in the 1980s, after which 
we were left with enormous bud- 
get deficits. Those deficits are 
still being financed as part of the 
accumulated federal debt. 

In fact, interest on the federal 
debt IS the third largest line item 
in the federal budget. Would we 
really want to elevate interest on 
the debt to second or even first 
place’’ 

In summary, the principal is- 
sues being considered here are 
two-fold: the equity of the tax 
burden and the size of the near- 
tenii budget deficit. To me. tho-^^e 
are the real fiscal issues that are 
being pul on the table with the 
.Armey flat tax proposal, not sim- 
plification. 

Fratik A. Maync is a Ph D. nnd 
CPA uhn has hrrn an assistant 
prot\-...<or at I TF.r .O'nv }?7S 


he flat fax is being pitched by 
some as sim- 
plification. it 
should not be. If only 
the tax rate and the 
personal exemptions 
and standard deduction 
are changed, as in the 
Armey proposal, all of 
the real complexity will 
remain. ' 
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An Analysis of the Armey Flat-tax Proposal 
Frank A. Mayne, Ph. D. , CPA 

A flat- tax proposal is on the Congressional agenda again. 
House majority leader Dick Armey has a plan with a 20% rate to 
start, with eventual reduction to 17% by the third year. The 
Armey proposal also calls for personal allowances which would be 
larger than the standard deduction and personal exenption system 
in current law. However, itemized deductions would be eliminated. 
The plan calls for personal allowcuices of $13,100 for a single 
person, $26,200 for a married couple filing jointly, and $17,200 
for an unmarried head of household. Each dependent would increase 
the allowances by another $5,300. 

The Armey plan promises tcLx reduction for most taxpayers. 
However, the tcLx reduction is much more pronounced at upper inccxne 
levels. Compare the 20% rate to the current top marginal rate of 
39.6%, and intuitively there will a revenue shortfall ccxtpared to 
the revenue raised by the current tax law. Conversely, with a 
revenue shortfall, the federal deficit would be increased by leaps 
and bounds. 

To demonstrate the itiqpact of this proposal, analysis will be 
presented at both the taxpayer level and the macroeconomic 
government finance level. Several examples have been prepared, 
based on typical taocpayers, to demonstrate who will gain and who 
will lose. Aggregate income statistical data is also used to 
analyze the impact on the federal treasury. 

In the examples which follow, 20% will be assumed throughout 
for the Armey proposal. Tsible 1 conpares the tax paid by a 
married couple, with no dependents, at adjusted gross incomes of 
$40,000, $62,500, auid $75,000 respectively. These income levels 
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were selected in order to be at the midpoint of the statistical 
reporting brackets used by the IRS in Statistics of Income 
published by the U. S. Treasury. The average itemized deductions 
reported in the IRS statistics for 1992, the last year which has 
received complete analysis in Statistics of Income, makes a 
realistic example of an itemizing couple's return. The Armey plan 
indeed does significantly reduce taxes for all three income 
levels. The couple with the $87,500 AGI has a reduction of $7,307 
and the other couples save $1,631 and $5,307 respectively. 


Table 1. Comparison of Three Married Filing Joint Income Levels 
for 1994 Law and the Armey Plan 


1994 Law: 

Adjusted Gross Income 
Itsnized Deductions* 
Personal Exemptions 
Taxable Income 

Tax from Tax Tables 


Armey Plan: 

Adjusted Gross Income 
Personal Allowances 
Taxable Income 

Tax using 20% rate 


$40,000 

10,736 

4.900 

S29.264 

$62,500 

13,381 

4.900 

$44,212 

$87,500 

17,864 

4,704 

S64.932 

$ 4,391 

$12,567 

$19,567 

$40,000 

26.2Q0 

$62,500 

26^200 

S36.30Q 

$87,500 

26.200 

861.300 

$ 2,760 

$ 7,260 

$12,260 


♦Itemized Deductions are assumed. Amounts used reflect 
Statistics of Income (Fall, 1994) averages for income brackets 
in 1992 data for which assumed income is mi(^oint of bracket. 
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The inpact of the large personal allowances can be shown in 
Table 2. The example taxpayers have been selected with one each 
for the three personal allowance filing statuses. Also, the 
adjusted gross income has been set so as to be the largest income 
where the Armey plan would zero out the tax. The table shows the 
current law does indeed assess significant tax, i.e., $1,031, 
$2,246, and $1,376 for single, married filing joint, and unmarried 
head of household, respectively. 


Table 2. Comparison of Three Filing Statuses at Income Levels 

for 1994 Law and the Armey Plan, so as to show maximum 


adjusted gross income 
being paid. 

under Armey 

Plan prior 

to tax 

Filing Status 

S inale 

Married 

Filing 

Jointly 

Head 

of 

Household 

1994 Law: 

Adjusted Gross Income 
Standard Deduction 
Personal Exeirptions 
Taxable Income 

$13,100 

3,800 

2.45.Q 

S 6.850 

$26,200 

6,350 

4.9QQ 

$17 ,200 
5,600 

2.450 

S 9.150 

Tax from Tax Tables 

$ 1,031 

$ 2,246 

$ i,_376 

Armey Plan: 

Adjusted Gross Income 
Personal Allowances 
Taxable Income 

$13,100 

13,1QQ 

^ 

$26,200 
26.200 
£ -Jl^ 

$17,200 

17.200 

i 

Tax using 20% rate 

$ -0- 

$ -0- 

$ -0- 
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Since the marginal rate in the Armey proposal is 20%, and 15% 
is the lowest rate in the current law, the question arises as to 
whether there might be some income level where the 20% marginal 
rate actually increases the tax for a person whose marginal rate 
is now 15%. To amswer this question, intuitively, if such a 
situation exists, it would exist at the breakpoint where the 15% 
brackets end and the 28% brackets start. Therefore, the adjusted 
gross incomes selected for Table 3 are the brea3cpoints at the end 
of the 15% brackets in the 1994 rate schedule. Note that the 
Armey plan saves $240 for the single taxpayer at the breakpoint, 
$1,297 for the married couple, auid $312 for the unmarried head of 
household. 


Table 3 . Three Filing Statuses at Taxaible Income Levels which are 
maximum taxable incomes at 15% rate for 1994 Law with 
comparison to Armey Plan. 


Filing Status: 

Single 

Married 

Filing 

Jointly 

Head 

of 

Household 

1994 Law; 

Adjusted Gross Income 
Standard Deduction 
Personal EKcnptions 
Taxable Income 

$29,000 

3,600 

$49,250 
6,350 
4.9QQ 

s:^«Q00 

$38,550 

5,600 

2.450 

S3Q-5Q0 

Taoc from Tax Tables 

$ 3,420 

$ 5,707 

$ 4,582 

Armey Plan: 

Adjusted Gross income 
Personal Allowances 
Taxable income 

$29,000 

-13,100 

Sig-^QQ 

$49,250 

26.200 

$38,550 

17.200 

S21.35Q 

Tax using 20% rate 

$ 3,180 

$ 4,410 

$ 4,270 
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Table 4 presents some situations where the Armey plan would 
cause tax to go up, due to the elimination of itemized deductions. 
A single tcixpayer, $45,000 AGI, with three different assunptions 
of itemized deductions, clearly shows that the large itemizer at 
lower and moderate income levels will be hurt by the Armey plan. 

In the upper income levels, the pattern would depend on the nature 
of the itemized deductions involved, as the current law requires 
reduction of state and local taxes, housing interest, 
contributions, job-related, and most miscellaneous deductions. 
Gambling losses, medical expenses, investment interest, and 
casualty losses are not reduced at high incomes under current law. 
Therefore, depending on the specific package of itemized 
deductions involved, there could be high income taxpayers who also 
lose under the Armey plan. 


TcUDle 4 . Conparison of Single Returns With Different Itemized 
Deduction Levels for 1994 Law versus the Armey Plan 


1994 Law: 


Adjusted Gross Income 
Itemized Deductions* 
Personal Exemptions 
Tcixable Income 

$45,000 
25,000 
2.450 
S17. ..550 

$45,000 

17,500 

2.450 

S25.Q5Q 

$45, boo 
10,000 

2.450 

$32.550 

Tax from Tax Tables 

$ 2,636 

$ 4,064 

$ 6,164 

Adjusted Gross Income 
Personal Allowances 
Taxable Income 

$45,000 

13.100 

S31.9QQ 

$45,000 

13.100 

S31,9Q0 

$45,000 

13.100 

S31,9QQ 

Tax using 20% rate 

$ 6,380 

$ 6,380 

$ 6,380 


* Itemized Deductions Arbitrarily Assumed 
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As the examples in taibles have demonstrated, signlf icaintly 
more taxpayers have tax reductions under the Armey proposal. 
Therefore, using the examples as evidence, it would intuitively 
seem that the federal tax revenue would fall significantly. The 
amount of the revenue shortfall can be demonstrated with 1992 tax 
return data from Statistics of incoine published by the Treasury, 

The analysis which follows estimates the autiount of 1992 
income which would have been removed from taxation under the Armey 
plan, and then assumes taxing of the remainder at the 20% flat -tax 
rate. That aimount is then coiqpared to the amount of tax that was 
collected in 1992. 

An adjustment must be made in Armey's personal allowances to 
make the Armey plan cortpatible with the available statistics. For 
single taxpayers the $13,100 allowcuice is separated into a $7,800 
stauidard deduction and a $5,300 personal exenption. For the 
married filing joint, the $26,200 becomes a $15,600 standard 
deduction plus two $5,300 personal exerrptions, euid for the 
unmarried head of household, the $17,200 becomes $11,900 standard 
deduction $5,300 personal exemption. The married filing separate 
status will have $7,800 standard deduction and $5,300 personal 
exemption. 

The methodology in the income level analysis assumes that the 
*0- under $15,000* adjusted gross income bracket in Statistics of 
Jncome data would not produce any tax. under the Armey proposal, 
and that bracket is disregarded in computing the tax which would 
have been collected under Armey. Only single taxpayers and 
married filing separate at the upper end of that bracket would 
have any tax. Under current law this bracket produced only 3% of 
total tax collected, and collections would obviously be much less 
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under Armey. 

Above $15,000 of adjusted gross there are six income data 
brackets. In Statistics of Income for the five highest of those 
six income brackets, a significant amount of tax definitely would 
be collected. To estimate the impact of the Armey personal 
allowances, weighted-average standard deductions were cortputed for 
each bracket using the modified standard deduction amounts 
discussed above. Weights were applied which represented the 
approximate proportion of single, married joint, married separate, 
and head of household returns in 1992 data^. The weighted-average 
standard deduction was then multiplied by the number of 1992 
returns for each income bracket to conpute the amount of gross 
income deduction against total federal adjusted gross income. 

The "$15,000 - under $30,000" bracket presents a problem. 

Most married joint filers in this bracket are rendered non- taxable 
by the Armey proposal, but singles, marrieds filling separate, and 
heads of household will generally pay some tax. Various 
adjustments were considered, but it was decided to sinply omit 
this bracket in interim calculations, as was done with the bracket 
below it. Since the point of the methodology is to measure 
personal allowance deductions that actually would reduce tax, this 
is really a conservative assunption in favor of the Armey Plan, 
and is also an assumption that can be coicpensated for later. This 
bracket generated about 10% of total tax collections in 1992, 
about $48 billion. A portion of that could be added in later with 

1 For example, if for a given noome bracket. 50% of the returns are singles, 30% are married filing joint, 
10% are head of household, and 10% are married filing separate, then the weighted-average is: 

.5X $7,600 = 3,900 
.3 X $15,600= 4,680 
.IX $7,800= 780 

.1 X$11,900= 1,190 
$ 1Q , SSQ 
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no serious distortion to the methodology. 

Recall that in the discussion above that the Armey personal 
allowances were split into standard deduction equivalents and 
$5,300 personal exemptions. The personal exemptions also will 
reduce taxable income. Thus, it would seem that the next logical 
step would be to multiply $5,300 by the total number of personal 
exemptions taken in 1992 and the result would be an estimate of 
the amount by which adjusted gross income would be reduced. 
However, there are some modifications necessary first. 

The same problem exists with exemptions as existed with the 
standard deduction equivalent in the "0 - under $15,000" bracket 
and the $15,000 under $30,000 bracket. Many taxpayers would list 
exerrptions which get counted in the IRS data, but the exeirptions 
do not really reduce income any more because the income level is 
already so low in these brackets. In these brackets many of the 
taxpayers will likewise be reduced to a deficit taxable income by 
the combined standard deduction equivalent and personal exenption 
equivalent. Also, it is possible that in the "30,000- under 
$50,000" bracket that some married filing joint taxpayers with 
several dependents will also be reduced beyond zero taxable ^ 
income, such that some of the exemption deduction doesn't actually 
reduce tax. Therefore, exenptions in the 1992 data taken by 
tcucpayers in the lowest TWO brackets were ignored. It was thought 
that the small portion of teixpayers in the "$30,000 - under 
$50,000" bracket who would be zeroed out would protably be smaller 
than the portion of the "$15,000 - under $30,000" bracket where 
the exenption would be reducing tax, and this would counterbalance 
to seme extent. 

Another required adjustment is the fact that the government 
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statistics still include the check boxes for ''over 65" and "blind" 
as exemptions to allow comparaibility to data from years when age 
and blindness qualified for exerrptions. There is no data 
available on the number of "over 65" amd "blind" boxes checked. A 
possible proxy measure was considered. The data report the number 
of retuims which included pension and annuity income. At an 
unrealistic extreme, these returns could all be married couples 
where both spouses were over 65, but the tax return with pension 
income was being counted as only one return in the data. 

Therefore, double the number of pension returns in each income 
bracket was used as a conservative proxy estimate of the over 65 
and blind returns. For all returns tcOcen together, that would 
mean about 35 million "over 65" and "blind" check box entries. 

There is another approximation, which confirms that 
adjustment procedure. Census data in 1990 estimates about 30 
million persons over age 65. Since 1992 data is being used, and 
there will be some blindness entries in the data, the 35 million 
for total returns with "over 65" or "blind" seems realistic. 

Therefore, exenptions taken in 1992, for the five highest 
income brackets, were multiplied by $5,300 as the estimate of' 
taxable income reduction from exemptions. 

Total taxable income reduction of the Armey plan, applied to 
1992 data, is $1,101 trillion, and is summarized in Table 5. 
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Table 5. Summary of Taxable Income Reduction in Armey Plan - 
Personal Allowance Equivalents applied to 1992 Data. 


$30,000 under $50,000 
$50,000 under $75,000 
$75,000 under $100,000 
$100,000 under $200,000 
$200,000 or more 


Weighted- 

Average 

Standard 

Deduction 

Number of 
Returns 

(000,000) 

Income 

Reduction 

$12,992 

21,181,531 

$275,198 

14,398 

11,885,348 

171,200 

14,928 

4,005,642 

59,803 

14,815 

2,818,095 

41,750 

14,648 

958,163 

14.033 


Total Income Reduction 

from Standard $561,984 

Deduction Equivalent 


Add: Personal Exerrptions 
as adjusted, $5,300 
X 116,810,000 



Total Income Reduction 
From Personal Allowances in 


Armey Plan - Top Five Brackets 


Recall that the $1,101 trillion came principally from the top 
5 income brackets of the 1992 data. Therefore, the income to 
which the 20% flat-tax rate can be applied must reflect those 5 
brackets so as to also be consistently confuted. In the 1992 
data, total adjusted gross for all returns was $3,623 trillion. 
Consistent with the aODOve methodology, $.261 trillion AGI from the 
lowest bracket and $.390 trillion AGI of the next- lowest bracket 
are removed to leave $2,972 trillion AGI that could remain subject 
to the 20% tax after the effect of the personal allowances. Now 
deduct the $1.101 trillion from the $2,972 trillion and the 
taxable is estimated at $1,871 trillion, ^plying 20% estimates 
tax collection at $374 billion. The tax collection for 1992 




892 


actually totaled $476 billion. The financing shortfall is 
enormous: $102 billion. How much additional revenue would come 
from the one bracket that was omitted in the above analysis, i.e. 
the "$15,000 under $30,000" bracket? In 1992 it generated about 
$48 billion on $325 billion of taxable income. Using the 
corrposite weighted-average methodology in Table 5, applied to the 
"$15,000 under $30,000 data, a weighted-average of $11,361 and 
$28,485,359 returns, computes about $324 billion, approximately 
the amount of the taxable income that was in that bracket in 1992. 
Returns in this bracket were about 36% married joint and 18% head 
of household. Therefore it would not be unreasonable to expect 
only one -half to one- third of the 1992 level of income from that 
bracket. Therefore, $24 billion or so is probably about all that 
could be hoped for from that bracket, which would reduce the 
deficit noted above to $78 billion. 

Note that every assumption in this analysis has given the 
benefit of the doubt to the Armey Plan. Two overly generous 
examples: the 35 million "over 65" and "blind" check boxes, and 
the assuirption of $24 billion from the "$15,000 under $30,000" 
bracket from 1992 data. Still a large deficit looms. With the 
balanced budget amendment also a legislative goal, it seems 
counterproductive to consider a tax reform plan as generous as 
Armey" s. 

One alternative way to pursue this plan is to tinker with the 
flat -tax rate. Note that it will take a 25.4% rate to make this 
plan revenue neutral when applied to 1992 data. ($476 billion/ 
$1,871 trillion is 25.4%.) However, a 25.4% rate will decrease 
the "tax break for nearly all taxpayers" nature of the Armey plan. 
Note that if a 25.4% rate had been used in Table 3 instead of 20%, 
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the Armey plan would have been more costly to the the single and 
head of household taxpayers as compared to current law. 

Supply- siders will argue that the tax reduction will 
stimulate the econony and will in turn bring more people into 
becoming taxpayers. However, there will obviously be a lag before 
any such benefit is felt. Experience with the 1981 tax- reduction 
demonstrated all too vividly that deficits follow tax cuts in the 
near term. With interest on the federal d^t now the third 
highest item in the federal budget, any course of action which 
invites accumulation of more deficits should be viewed with 
extreme caution. 


REFERENCE 

united States Government. Department of the Treasu^, Inter^l 

Revenue Service. Statistics of income (SOI Bulletin), Fall, 
1994. 
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M B ASSOCIATES, INC. 313/352-3455 • fax 313/352-2847 

266CX) TELEGRAPH ROAD • SOUTHFIELD, MICHIGAN 48034-2487 


June 15, 1995 


MR- PHILLIP D. MOSLEY 
CHIEF OF STAFF 

HOUSE WAYS & MEANS COMMITTEE 
U. S. HOUSE OF REPRESENTATIVES 
1 1 02 LONG WORTH BLDG . 

WASHINGTON, D.C. 

Dear Mr. Mosley: 

1 am writing to you to express my support of either a flat tax or a consumption tax 
(National sales tax). In each case, if investment income is not taxed, it will have, in our 
opinion, a very stimulative effect on the economy, which will help everyone. Both of 
these proposals are widely criticized because of their perceived regressive nature. If in 
fact they stimulate job creation (which is my opinion) they are not regressive and will 
help most those at the lower economic levels. 

We sincerely hope that these tax proposals receive earnest consideration. 


Sincerely, 



WILLIAM S. MITCHELL 
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29 May, 1995 
15010-39th Avenue N.£^ 

Seattle, Wa 98155 

Philip D. Bosley, Chief of Staff 
Ways & Means Committee 
Longworth Building 
yVashington D. C. 20515 

Dear Mr. Bosley, 

I believe that the tax code of the United States of America should be totally 
changed for the following reasons: 

1. ) Compliance is to complex. 

Over 9,000 pages of rules is too many. 

2. ) Compliance is too expensive. 

It costs over 1 Billion dollars to comply and this does not take into 
account the time it takes individuals to gather their tax information. 

3. ) The tax system is not fair. 

It currently penalizes people who wish to work long and hard by 
making them pay more of their money than those who do not work 
as hard. 

4. ) Too much social engineering is done with the tax system. 

It is not fair to give a tax brake (Clinton's New Plan) for sending 
your child to college to people earning $95,000, but not to parents 
earning $102,000. 

Why should parents sending their children to college get tax breaks, 
but families whose children become mechanics or electricians do 
not get tax breaks? 

A National Consumption tax would be most fair. Let people decide if they wish 
to pay the tax. Those that wish to spend money and not save it would be taxed. The 
second most fair method would be a National Flat Tax. 

Rip out by the roots the old tax system that allows special interests to 
manipulate the system by contributing to the reelection campaigns of Congressman 
and Senators. 

Sincer^, ^ 


»cott J. McCorkell 
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James C. Morris 
c/o 8041 Hosbrook Road #200 
Cincinnati, Ohio State Republic 45236 


June 5, 1995 

Mr Philip B. Mosley 
Committee of Ways and Means 
Main Committee Hearing Room 
Longworth Building 
Washington D C 20215 

Dear Mr Mosley 

The Genie is out of the bottle’ In spite of a Government controlled and filtered education system more and more 
American Citizens are learning of the deceit, deception, fraud and mendacity that involves the whole “income 
tax” system In fact in order to make most American Citizens “taxpayers” the IRS must LIE to their system and 
create an EXCISE taxable happening Another words wages are not taxable so in order to make one LIABLE 
the IRS will code the IMF file identifying the Citizen as one involved in the sale of NARCOTICS! The Citizen 
doesn't even know they are involved in narcotics. This is just one example There are more 

The American people are NOT going to continue to put up with the out of control GESTAPO tactics of the 
BATF/IRS. The biased, ignorant MEDIA cannot continue to mislead the American Citizens It is time for you 
folks to step up and assume a leadership position and COMPLETELY SHUT DOWTV the BATF/IRS. The IRS is 
responsible for forfeiture and seizure of assets of over 5000 households per WEEK. They are destroying small 
businesses and are directly responsible for hundreds of suicides every year On top of that the BATF/IRS lies to 
CONGRESS See attached exhibits 

The concept of a flat tax is unconstitutional and out of the question. Remember that the SUPREME COURT has 
ruled that you cannot tax ones’ labor! Wages are labor and are not commerce and thus not taxable! The only tax 
that can be CONSTITUTIONAL is an EXCISE tax Yes, a sales tax would pass that test If there were a 
national sales tax there would be no need for a Federal tax collector The States are already set up to do it 1 
would bet that a 5% national sales tax on all purchases excluding food, medicine and primary home purchase 
would raise far more revenue than is now realized. It would be fair because it would apply to all and thus ALL 
CITIZENS would be contributing their FAIR SHARE It would be imponant to make it almost impossible for 
CONGRESS to raise the per-centage of the tax amount If this is not done CONGRESS will start raising the rate 
and it won’t be long and the country will be right back in the mess it is in now. 

In spite of what the Socialist, self appointed elitists now running the Government think, most Americans are a 
very fair and caring people. They just can’t stand being lied to and ripped off and that is what is happening now 
It is time for CONGRESS to become RESPONSIBLE and get rid of the BATF/IRS once and for ALL!!! While 
you are at it shut down the depts of HOUSING, EDUCATION, COMMERCE, ENERGY, and the big bad guy 
of all'the FEDERAL RESERVE! Look at all the money and grief you will save the CITIZENS That is what you 
want isn’t it?? WOW!' We could all begin to be free at last! Why wait do it now!! Also, keep the money in this 
country. Stop sending it to the IMF. 



' / 
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Tax paymenta diminish a /periwn*s jj^sse^ou Welfura payments 
increase a person V iMSse^ons, yV> .'v o 

■ ■ In both case6» the rcMBult is to change an identity^' ; V ‘ : 

^ ' */ J , ,V • ‘ 

Income taxes transfer money ^om a rich person to a poor person, with a 
slice for the bureaucrat. The tax system converts the taxpayer from a 
successful businessman into a borrower headed for bankruptcy. 

The same tax system converts a welfare recipient from a poor person 
without a job into a riave, dependent on peipetual hand - outs. If you doubt 
these results, look at the ^tistics! 


Taxes on identity are used as tools to change that identity it is political/social 
control in the bands of a modem Machiavelli. 

The U. S. Government uses the tax system for this purpose. More spediically, it is 
the system of collecting income taxes which is used to change identities of taxpayers. 
Income taxes cannot be administered without absolute certainty as to the identity of the 
taxpayer, and once identified, the Government then sets about to change that identity. 

Sales taxes, based on the action of selling, do not reqiure identification of persons. 
The Government may raise the taxes on certain types of selling, or on certain types of 
products, and people may then be persuaded to change their purchase habits, but these 
sales taxes don't facilitate a change in the veiy identity of the person. The ^stem of 
income tax collection lends itself to identifying and then changing identities. 

Those words may sound strange to you. Perhaps youll recognize it more easily 
when I say that politicians designed income taxes to punish the rich and reward the poor. 
When you make a rich man more humble, you are affecting his identity. When you make 
a poor person more affluent, you are affecting his identity. 

When taxes force a businessman to borrow, and then taxes and interest bankrupt 
him, his identity has changed as well as his possessions. When an unwed teenage girl can 
collect $400 welfare each month for every baby she has. what do you think she's going to 
do? Her identity will change from "unemployed teenager with a chance" into a "terrible 
mother, pregnant, with no hope for escape from poverty."* 

* News Item: "Teenage pregnancy cost the federal taxpayers nearly $22 billion in m^jor welfare outlays last 
year, according to the Center for Population Options. In 1989 the government paid $21.55 
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Income tax differs from a sales ttuc because of "ac^ustments” to the figure being 
taxed. The "sale* is generally ea^ to get a figure for. It's the retail price on the invoice. ' 
"Income." however, takes thousands of pages of tax law for its definition. Every aspect of 
"income tax" is complex! There are thousands of rules-^ Soine rules depend on the identity' 
of the taxpayer. Some rules depend on the activity. SomVruI^s describe the vanous types 
of "things" which the politicians want to encourage or discourage you from owning. So. the ^ 
income tax has become a concoction of all the three method of taxation ~ but always 
aimed at controlling your identity first, then your activity, and ^ally your possessions. > « 

The so-called capital gains tax has often exceeded 100%! If that soimds crazy, 
consider the following: v 

Over a period of many years the inflation rate in our country exceeded . ' ' 
10%peryear. ,, / ; 

A man purchased stock for $1,000. He watches that stock rise in value 
by 12% per year, for ten years. He would have an asset worth about $17,200, 
at a compounded rate. ^ ^ . 

He has an apparent "profit" of $16,200. and he might pay a capital gain 
tax of 30% on that profit - or $4,860. That leaves 1^ with net cash of 
$11,340 plus his original investment of $1,000. So, he now has cash of , 
$12,340. ........ , ' 

If you figure how much of the increase in value was because of , 
infiation you'd find that inflation alone would have made it "worth" $15,900. , , 

In other words, if the asset value just increased to keep pace with 
infiation. it would be "worth" $15,900 at the end of ten years. Since it was 
really worth $17,200, his real profit was just $1,300. 

He paid tax of $4,860 on a profit of $1,300, for an effective tax rate of 

375%. 

How many people do you know who would invest in something if the 
tax rate on their profit was going to be 375% of the profit? 


billion in food st&mps, aid to families with dependent children and Medicaid benefits for 
families in which the first child was bom when the mother was a teenager. About 9 million 
adults and children were in such families." The Spotlight^ page 2, October 15, 1990. 
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; ' ' i If you go throujg^ these same calculations using a 5% inflation rate, 

. and a very comfortable 10% appreciation rate, you’ll come up with a lower 
i r. effective tax rate, but it would still be well in excess of 100%. ; , ; 

I tell you that the super wealthy don’t put their wealth in places where it gets 
taxed! If you do, then it’s bemuse you don’t know enough about how legal and safe it is to 
use the same techniques the super wealthy do. - . , ' 

Now we are into a nest of complexity of definitions of WhcU is a person? What is 
income? W?iat is profit? What is an allowable deduction? What is a capital gain? 

There is much less argument about What is an acre of land? or What is a $5.00 
retail sale? 


The Most Damaging Basis For Taxation 


This complex ^stem of income taxes actually becomes more complicated with the 
introduction of one more factor. The income tax varies depending, in some cases, on what 
you are thinking! 

Taxes often depend on what was the 'purpose" of the individual’s action! Last I 
heard, ’’purpose*' was a mental phenomenon - it was something that went on inside your 
head. So, tax collectors have to become mind readers, and failing that, they impute 
motives and purposes to you. They do that based on whatever evidence they can find or 
manufacture. The result is that they levy the tax on your thinking processes. 

Here’s a sweeping example of IRS powers, and there are a great many more in the 
Internal Revenue Code: 

Section 269: "Acquisition made to evade or avoid income tax." 

(c) "Power of Secretary [IRS] to allow deductions, etc., in part." 

Tn any case to which subsection (a) or (b) applies [acquisition of 
property . . . "the principal purpose for which such acquisition was made is 
evasion or avoidance of Federal income tax . . ."] the Secretary is authorized -- 
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. to jgive effect to such allowance only to such extent as he . < 

determines will not result in the evasion or avoidance of Federal income tax . 

. . . / [emphasis add^]^ 

Tax laws give tax collectors the responsibility to determine what your ’purpose” was 
in doing some act. Judges, in many court cases, have ruled on what someone’s "purpose" 
was. With these precedents, it seems well settled that purpose is not exclusively a private 
internal, mental phenomenon^ Judges now divine your purposes. Usually the judge 
figures out your internal purpose on the basis of someone’s observation of outward 
actions. Thus, while your true "purposes" may still be very private, tax collectors WILL 
judge you on the basis of the actions that seem to portray your purposes. 

There are even tax penalties which are levied depending on your knowledge! The 
difference between a tax penalty, or no penalty, is often the judge’s decision as to whether 
or not the taxpayer "knew" that some tax practice was illegal. The difference between 
"negligence" and "fraud” is based on the knowledge inside the taxpayer’s head. 1 have an 
entire Chapter in this Book on this subject. See, starting on page 277. 

Your th inkin g processes are the final battleground of suppressive tax systems. 
Force used to enforce the tax on income is force applied first toward the change of an 
identity, and only later applied toward your money, and then only later applied toward 
placing your body behind bars. \ . v ' 

Who can say that his identity has not been changed because of the threat of force 
from the IRS? 

A slave who can still think about rebellion is not acceptable. The objective is a 
robot that produces and makes more little robots - a true slave is incapable of threatening 
the master. ' \ 

Remember, the tax collector intends to change your identity from an affluent 
person to a poor person, or from a poor person into a slave! He intends to inject such fear 
into your mind that you wouldn’t even think of using the system described in this Book to 
reduce your taxes even though it is legal. Think about it. Do you have any doubt that 
your thinking is influenced by our tax system? ' 

I suggest to you that the most suppressive, the most complicated taxes are 
intended to affect identities (persons), based on their actions, and even based on what 
they think about those actions!!! 

These tax laws are suppressive for even more reasons. They include words that are 
hardly ever defined in simple terms, and in fact are often defined in contradictory terms! 
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For instance, the U. S. tax laws are apparently the only ones in the world where the 
identity of U. S. citizenship is sulTicient to make a person liable to file a tax return.'' U. S. 
tax laws require a U. S. citizen to file a tax return no matter where he lives in the world. 
He must file no matter how long he has been living outside the U. S. It matters not if all 
of his income is foreign. The tax laws say "file!." 

You would look in vain for a simple statement of this rule in the tax laws. The 
closest you can come to words that describe this responsibility starts with Internal 
Revenue Code, Section 6012, which refers to: 

Tersons required to make returns of income", 

and says that 

"every individual having for the taxable year gross income . . ." 

must file a return. This part of the Code fails to define "person" or 
"every individual." We don’t know yet whether "citizenship" is a factor in the 
definition of "person.” Subsection 6012 (c) refers to 

Tor purposes of this section, gross income shall be computed . . . 
without regard to the exclusion provided for in Section 911 (relating to 
citizens or residents of the United States living abroad)." 

The title of Section 911 of the Code is 

"Citizens or residents of the United States living abroad." 

This section presents two pages of special rules to explain what type of 
income would be taxable and under what circumstances for persons who live 
outside the United States. This is a complex section, but a simple reading of 
it probably would leave you with the opinion that any person who is a U. S. 
Citizen must file a tax return regardless of where he lives or how long he 
may have lived there. You would probably conclude that even a bona fide 
"foreigner" could be considered a "resident of the United States living 
abroad," and thus have to file a tax return in the U. S. 


^ Cook V. Taity 265 U. S. 47 (1924). The Supreme Court ruled in this case that the United States has the 
power to tax its citizens on their worldwide income solely by reason of their citizenship. "No 
other mtgor country in the world taxes its nonresident citizens on their foreign-source incomes 
at air according to Marshall J. Langer, Professor of Law, Miami University, author of Practical 
International Tax Planning. There is even a tax law that makes it illegal to change your U. S. 
citizenship for the purpose of avoiding taxes! 
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No other countiy goes to this extreme to attempt to put a tax on (to control) the 
identity of a person rather than what he does, where he lives or what he owns. No other 
set of tax laws that I know about has so much complexity. In no other set of laws has 
there been such deliberate intention to create slavery. 

rd like to get you to see that the primary target of our suppressive tax systems is a 
person, a person who must be identifiable. 


PERSONS WHO 
ARE 

IDENTIFIABLE! 


PERSONS WHO MUST BE IDENTIFIABLE! That is the key phrase. Systems 
of suppressive income tax start to crumble if you can't be identified. If the government 
doesn’t have your tax numbers, your social security numbers, your licenses to exist 
(corporate articles, partnership agreements, licenses, etc.), you can escape slavery.^ 

A tax based on ’’possessions" can hardly crumble, since the tax applies on a "thing " 
It is physical; has its own obvious discrete existence, and location. 

Consumers pay the sales tax (an activity tax). Identification of the consumer does 
not affect the sales tax. It is hard to hide the activity of selling. But the identity of the 
buyer is no concern to a sales tax. It is the income tax that most suppressively introduces 
a tax on identity. 

I believe that a national sales tax is the hope and salvation of our taxation system. 
The sales tax is more broadly based than a tax on property or possessions. The sales tax 
does not have many of the inherent problems of an "income" tax, and 1 think it is the idea 
whose time has come. In the meantime, this trust system can protect you from the 
ravages of the income tax system. 


Hitler had identification numbers tattooed on the arms of Jews as a means of keeping track of them, and 
particularly their earnings, and thus the taxes that could be collected. The U. S. Social Security 
number is not much different in result than the tattoos Hitler put on Jews to help enslave 
them. You cannot enslave people you cannot count and control. Now, of course, with the 
passage of the Tax Reform Act (1986) young babies must obtain their identification number, 
else the parents will be denied tax deductions or other "benefits.** 
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DEMOCRACY 

OR 

REPUBLIC 


From the Army TraMng 
Manual No. 20002$ War lltopaittnant, 
Washington, No¥. 30, 1928 and 
ordered ramovad by Roos e v o ldL 

Preparad under the dbecSon 
of the Chief of Staff. 

Democracy; Authorl^ defied 
through mass m oot ing negaflng 
property rights. ReauRs in nfwtiocracy. 
AOttude toward law to that the wll of 
the majortty shall regidale, artwiher R 
be baaed upon detterallon or 
governed by passion, prsjudioe, and 
imputoa, without naetrsM or reg^ to 
consequences. Resuits in 
demagofpsm, agfiation, (Sscontent, 
anarchy. 

RepubSc: Authority to dartoed 
through the etocOon by the people of 
public offlciais best litM to represent 
them. 

Altitude toward proparty to 
respect fdr laws arto MMAial rights, 
and a sensbio economic procedure. 

AMtude toward law to the 
adhiinistraBon of Justice to accord wV) 
Itod pitodplea and eataiblBhed 
evidence, wBh a ablet regard to 
consequences. 

A greater number of dozens 
and CDdent of tsTittory may be bioui;^ 
wfihto Ks compass. 

Avdds the dangerous 
eolreme of ether tyranny or 
mobocracy. 

Results to statesmanship, 
liberty, reason, jusiloe, contentment, 
andprogressw 

Is the *Wandard form* of 
govemment throughout the world. 

A repubOc to a form of 
government under a consfltution 
which provides for the dedfon of (1) 
an esecutfve, and ^ a legtotetive 
body, who worldng togelhar to a 
representative capadty, have aO the 
power of appointment, alt power of 
legtoJafion, aft power to raise revenue 
and appropria te €iq}efKllum, end 
are reqitoed to create ^ a judfotaiy to 
pass upon the jusSco and legatty of 


their govwnmentd acts and to 
leooffdze (4) certain inherent 
todMdual ligMs. 

Take away any one or more of 
ttioee four elemente and you are 
drmng toto autocreqr- Add one w 
more to those fotg elements and you 
are drMtog toto democracy. 
Alwood. 

Autocracy dedrase ttw dMne 
liOtot of tdngs; is authoiRy.can not be 
quesfloned; Is powers are totiBrarfly 
aJiiiki hte re d . 

Democracy to the Mrecr rule of 
the people aqd has been repeatodly 

OwCrndKuftmd tethers, Barnfllar 
wiSi the sbertglh and weakness of 

. both autocracy and democracy, wBh 

-• - * -■ - ^ 
iD^BQ pfVIC^piv9 

defined a representefive RepifoBcan 
fonn of gov e m me nt They "made a 
very nwfced dtofincBon b e tw ee n a 
repubfic and a democracy. «id sakj 
th^ had founded a Repd^. * 

Profosaor Mexmder Fraser 
'rVter:*A Democracy cannot eodst aa a 
permanent form of GovemnwiL It 
can oiSy edit teiB the votefs dtooover 
they can vote Oiemselves Isnieea out 
of the pubOe treasuy. From ttrat 
moment on the m^oiter always votes 
for ttw candklate profiifoiiig toe rnost 
beneflb from toe pitolo treasuy vdto 
the reauts tost Democracy alwi^s 
coBapsas over a looso fiscal policy. 
aKra^ faOowed by a Dictetoidilp- * 

When the New Deel came Into 
power, K wRhdrew from Army poets 
and the Gownment Prtottng Office a 
"CttzensMpr tr ainin g manual which 
had been to uee. This manual, which 
has navar baan rastored, deflnad 
dearly and oorKtoaly toa rfifference 
betwaan a democracy and a republic.. 
Why has thb CHbanst4p Manual 
been vftodtewn from lha PubBc? Why 
are our poBBcal lea ders and 
nawap^wr wrtteis ao often referring 
to our govemnwnt as a democracy? 
Are they oondRIonhg the minds of the 
people? to R because that only urtder 
a democracy that they can gain 
control of the affairs of the people? 


The Founders of the Unled 
States specMcally repudtated 
*democracy.* the Taffwr of the 
Constitution,* James Madbon, stating 
that R was tooompafible wRh personal 
security and the tigM of private 
proparty; ttwa Sec. 4 of Art 4 of the 
ConsfitoSon. which dU not oordah the 
word Meroocfac)r.” bySw atoipfe act 

of guaranteeing to each stale to the 
Union a REPUBUCAN FORM OF 
GOVERNMEhTT. comptatoly ban a 
democracy form; and, ttw 1928 U.S. 

•Army CRteansMp ’natohg Manual 
seals ttw anSdemocracy verdict wBh 
these wordto *nw OovsmnwfR of ttw 
Unitad States to NOT a Damocrscy 
SOT A REPUBLIC.* 

Democracies have aver been 
Bpectectea of tatbulenoa and 
c ontention; have aver betel found 
tocompafibio wRh paieonal sacurtty; 
and have to gaiwiel bean as short to 
their fives as ttwy have baan dolant to 
ttMb'dealh3..0n a candd saaminafiori 
of htatoiy wa Shan find d am ocradee 
dwfectertBed by turtsdsnoa, violenoe 
and abuse of power by ttw majorRy 
ttempteg on ttw righto of ttw minorRy. 
(Janm Matflson. tettwr of the 
Corwdttdon)- . 
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RESPONSE LETTER 

FROM 

RONN JACKSON 

11 - 9-94 


In itsprase to Volume 13. 
tagif 10, Novanber. 1994. I wish to 
make the fdiowing comments: 

I am not a "Whistle Blower” 
from tlML BUSH-atA- I was affiliated 
with the '‘Gommitlee and Organizalimi 
For Universal Peace and Eotmomic 
Stabilization'' (C.O.UP.E.S.) &om 
Sqxcmber, 1963 to, M^, 1985, and off 
and on. through Dcceaato, 1990. 

The committee oontrols, and 
manifales to. the following 
organizations: The Committee of 
300"; “The Counsel On Foreign 
Relations"; The Tri-Latlerals”; 
The Bildeibergcrs"; "MJ-I2"; 
The Federal Reserve System" and the 
other fourteen (14) mqor central tanks; 
'^Tbc United States (jovemment"; this 
is only a paitia] list and does not 
contain the “stodc" and “commodity" 
and cnnency exchanges on a 
global scale. 

While documentation exists 
that the “One World Order" started 
prior to the “American Revolution", the 
comnuttee was formed in “1921", 
conc urren t with the formation of the 
“CFR". 

The purchase of 500,000 
metric tons of “Gold" by the “Austrian" 
Government from the Philippirtes, has 
nothing to do whb the Gold Standard 
in the United States, but is connected 
with the twehe (12) frmilics wbo own, 
THE CEWntAJL BANK 

No signatnres or paperwork is 
necessary for the transfer of Gold from 
the Far East. South America, or the 
near East (The throe main repositoiy’s 
for an Gold.) Excluded is 


traiisactKMis of “Federal Reserve Of 
New York" and other “Intcmatumal", 
like ^ilities. 

As cf July, 1994. 5,400.000 
tons of Gold had been ret ura ed to this 
country in inqnratioa oC the ret urn to, 

the G(^ Standard. The transformatioD 
tothe Gdd Standard was halted doe to 
an incredS^ Uunder of the United 
States (jovNnment “Public Law 94^ 
564". The Bretton Woods Agreement 
This law bad three (3) purposes: 1) 
Creation of the wo^ bank 2) 
Creatioo of the intcmatirmal rwmetaiy 
fond. 3) Creating awt granting the 
President of the United States, the 
power to issue, ex tra o r dinary 
Presidential Diiectrvcs, outside the 
soc^ and auihnity of the (jonstitutiott. 
Upra passage of Poblic Law 94-564, 
and the mandatmy 30 d^ waiting 
period. A “PD" was isued and 
mi known to the American people. 
giving the “United Natioo^ the power 
to tax. the American peofde, the 
unknown ramifications effect of 


this law is, the agpacy of our 
Government, the “Treasury Of The 
United States" is now ooniroUed and in 
the hands of other s; **The United 
NafloM.** If the Gold Standard is re- 
instituted in Country, the “Federal 
Reserve System" most be purch as e d or 
natinnaltoed, the Munder dial our 
Government is ginlQr of is. If "FED" Is 
p i f r fca gntt iMtfvwiaiiTad , the treasury 
reverts to the “United Natkms" and 
then they have control of car conency 
and of the Gdd, in odcr for a “One 
World Order" to exist, two oemditions 
rmas cxisL nttiQr in the worlds 
coneocies, and parity in Ub wages of 
the working rUtoi of all Countries, 
Now, do you nodeistaiid why 
“Presideol Cliidon" didn’t fitlfill his 
c a m p aig n promi se of a tax-cuL This 
Country nma be kept in servitude and 
bondage without the “Pofwlas" be in g 
knovdodgedile. Clinton works for the 
“Committee” also. 

While maity people have 
written about the “Federal Reserve 
System" «npe its inceptira in 1913, all 
arc oni fo n ned, and those 
“Hundreds" of authors, cannot name 
the ownership aai/or control of that 
private agency. 

While “RnssbacheT is a p^ 
of “Anstria’s” past, he has not, and will 
not a part in that countries future 
He has not. otv will be be adeed to play 
a part in airy economic decision of that 
Country. 

You people make your own 
decisions about your journalistic 
content I will make no conunent on 
what other papers may say to you, and 
the, “1st Amendment" to the 
Cognition Guarantees the Right for 
individuals to speak their minds. I only 
suggest yon check the validity of 
aitything you print including this 
letter, if you decide to print it 

An uninfonned “PATRIOT" 
can be evety bit as dangerous as a 
p rop o nent of the “ONE WORLD 
ORDER". 

In Knowledge. Truth & Freedom, 

Ronn Jackson ^ 



907 


REIN IN BATE 


Heavy-handed raids and 
abuses against law-abiding 
citlxens, harassment of gun - 
dealers, and the illegal 
computerization of out-of- 
business FFL dealer records 
are hallmarks of this rogue 
federal agency. 

BY ILA STAFF 


A sk Hairy and Theresa Lumplugh. This past sum- 
mer. 13 to 20 amed men burst into their rural 
L Peiuisylvania home. The ramiJy cooperates — 
opening safes, handing over papers — cooperation 
doesn't case the intruders' wraih. One holds a subma- 
chine gun ui their faces. Another utters a racial slur. One 
empties vial after vial of cancer medicine and crushes it 
on the bathroom floor. Another stomps a pet cat to death. 

Who are these intruders? 

Ask 21 -year-old Monique Montgomery. Four masked 
men break into her bedroom at four in the morning. The 
glaring lights and the uming of the hit are meant to max- 
imize Monique's disorientation as she wakes from a deep 
sleep. And wake she does, pul I mg a gun for self-defense, 
but the intruders already have their guns drawn and let 
her have it — four shots, four direct hits. 

Who ara these ifiliuders? 

Ask Louie Katona Ul of Qhio — successful busi- 
nessman, civic leader, part-time cop, family man, model 
Amcncan. One intruder pushes wife Kimberly against 
a wall. Kimberly begins bleeding and laier miscarries. 

Who are Hiese armed terrorists? 

Not a gang of neighborhood toughs. They 're agents 
of the Bureau of Alcdiol, Tobacco and Firearms, and 
the incidents described above are not exceptions, but 
recent examples of the brute force of unchecked, rene- 
gade federal power. W^.; arc the victims? People 
who'vc broken no law, in homes where nothing ille- 
gal is found. 

The terror often comes at the hands of BATF 
agents clad in niiija black, but the tenor doesn't stop 
there. Even the desk jockeys in the licensing pan of 
the agency get in their licks. 

Bend to BATF’s pottUcs-Hir get broken. 

BATF visits Randy Engelken, a gun-store owner 
m Seneca, Kansas, and photocopies any transaction 
record involving the purchase of military-style 
semi-automatic hrearms. Why just those fireanns? 
The agent comments on Randy’s political 
activism — namely his vocal opposition to U.S. 
Rep. Jim Slattery (defeated last fall), in a style that 
would make the old KGB proud, the BATF agent 
tcUs Randy: “If you don't lay off Congressman 
Slattery, you won’t have a rirearms license.” 
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Surrender you’ Hoense-HN' suirender you reputatkm. 

BATF is committied to driving down the number of 
^.Federal Fireanps License (FFL) holders to drive down 
‘ lawful gun ownership! .And they 'll do it any way they can. 
A typical case: BATF raises the zoning issue by con- 
tacting a Pennsylvania township directly, informing offi- 
cials that a resident with an FFL is conducting retail sales 
in the township. BATF also speaks directly with a sup- 
plier to the dealer, suggesting that the dealer was lying 
about being a federal agent. The agent also goes to the 
dealer's supervisor, demeaning his reputation. In fact, no 
crime was committed by the dealer — who was and 
remains a special agent with the U.S. Department of 
Justice Immigniiion and Naturalization Service (INS) — 
a law enforcement professional with 23 years experience. 
Tidy'll ban wbat they can—whenever they can. 
Ignore the fine print in the '94 Clinton Gun Ban that some 
firearms are “protected, ” because BATF ignores it. 
Forget the fact that the I860 Henry Icver-acuon was list- 
ed as protected, because, for months, BATF banned Its 
imponalion — considering the cowboy rifle an “assault 
weapon." 

And nw they’ve got you name — and you number! 

On February 15, 1995, at a hearing of the House 
AppropriationSubcoininitljccon Treasury, Postal Service 
and General Government, officials of the Treasury 
Department and BATF admitted ihai all the records of 
firearms transaaions between U.S. citizens and out-of- 
business dealers are being entered into a centralized reg- 
istration system under the control of BATF. Throughout 
history, registration has always been a precursor to 
harassment, a stepping stone to gun confiscation. 
Recognizing this, the U.S. Congress has spoken clearly 
and distinctly over the last three decades: no money, no 
people and no administrative expenses can ever be used 
to register fireanns, firearms owners or firearms trans- 
actions. Period. 

Bui BATF is not lisicning. They're copying, collatmg 
and computerizing (see “Knox's Notebook,” p. 14) — 
while their agents in the field are hara.ssing, miimidaimg 
and hurting honest citizens. 

It must slop — and it can! Call your U.S. representa- 
tive and U.S. senators at (202) 22^3121, and do it now. 
Tell them it’s umc to either abolish this rogue agency — 
or take iiiunediate steps to (1) regain control, (2) expose 
and prosecute government agents and officials guilty of 
civil rights abuses and (3) institute, strict policies and 
oversight to ensure that the Bill of Rights is honored, not 
condemned. 


Make the call now . 
before the intruders 
target your guns, 
your home and your 
Bill of Rights. 
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BATF AGAIN REGISTERING GUNS 


T reasury’s Bureau of AiarfK>K zrd Faeanns is 

again creating a central mgistraaiMj system of fireanns — 
or at least laying the fovaidation for one — in clear vioiaion of 
tx>th cnminal law and their funding restnetion. 

The last lime they attempted to ignore congressic«aJ rejec- 
tions of gun registration, by formally proposing regulations to 
create a registration system in 1978, they lost a chunk of their 
funding and were forced to change both policies and person- 
ncl. That was dunng iimmy Carter’s Administration: this time, 
uniter Bill aimoo, they didn’t ask, they just did it 

During f^lwuary 15 hearings before the House Treasury 
Appropriations Subcommittee. Treasury Under Secretary 
Ronald K. Noble denied Rep. Ernest Isto^’s (R-OK) charge 
that BATF is violating their filnding restriction. For many years, 
despite BATF's attempts to remove it, their appropriatioas law 
has declared: “That no funds appropriated herein shall be avail- 
able for salaries or administrative expenses in connection with 
consolidating or centralizing, within the Depturtmem of the 
Treasury, the records, or any portion thereof, of acqmsition and 
disposition of firearms maintained by Federal firearms 
licensees!’ 

Their round-the-clock program to computerize “semi-truck 
toads” of out -of-busi ness dealer records didn’t violate that pro- 
hibition, Noble and BATF Director John Magaw asserted, 
because it only applied to dealer records; the records they were 
computerizing were those turned in by former dealers. 

TTut’s sophistry! The prohibition wasn’t intended to protect 
gun dealers, but tlw privacy of citizens whose names, address- 
es and firearms are listed in th(»e records! 

Section 926 of the \%lkxner-McClare-ammited Chin Ctuitroi 
Act is even more specific : “No such rule or regulation iwescribed 
after the date of the enactment of the Firearms Owners’ 
Protection Act may require that records required to be main- 
tained under this chapter or any portion of the contents of such 
records, be recorded at or transferred to a facility owned, man- 
aged, or controlled by the United States or any St^ or any 
political subdivision thereof, nor that any system of registra- 
tion of firearms, fireanns owners, or fireWms traosaciimts cu 
dispositions be e^blished." 

Tlten why are BAIT compliance inspecmrs making copies 
of dealer records, and who paid for their portable copiers? And 
what happened to all those “Forward Trace” records BATF gath- 
ered on selected guns? 

The long-rumored illegal computenzation of former dealer 
records was confirmed last May on the ABC Day J television 
program, while BATF Agent Hynes was showing host 
Forrest Sawyer ihmisands of bous of old dealer rectmis at their 
new records center. “Ri^t now tide’s 25 million records ireie,” 
Hynes sard. "We've already amputerized 60 mHion!’ 

{n a February 6 letter to Sen. Larry Craig (R-ID). Director 
Magaw said: “ATF does not have a computer datab^ of gun 


owners” ar«l that tlw agent’s comments were “misuiKtemood ” 
Magaw said what H^s was referring to was “inttexing of 
records of former firearms dealers.” 

Though that differs from Under Secretary Noble’s claim that 
the prohibition applies only to current dealers, note that even 
Magaw 's "mterprciation" is prohibited by both their appropri- 
ations restriction and Sec. 926, since a gun’s make and serial 
number are “a portion” of the records that aren’t supposed to 
be computerized, but which Noble says are now being optical- 
ly scan^. 

Noble got into a heated argument with Rep. istook, claim- 
ing that the “legislaUve history is clear” that tiie prohibition 
applied only to current dealers, and that BATF needed to quick- 
ly access d^er records to “fight crime.” 

Rep. Istook snapped; “You’re claim mg that Congress gave 
you a loophole that you could drive one of those semis through I ” 

Congress intended no such loophole. 1 was NRA-ILA 
Director in 1978 when BATF attempt to create a registeation 
system that would have tracked guns from manufacturers and 
imptxrters, throu^ di^butors, to dealers — though not (ini- 
tially) to consumers. {BATF’s complete plan, which was 
approved high in the Carter White House, was to next elimi- 
nate private transfers by a “minor” change in the law, and with- 
in two years make another regulation change to include retail 
dealer ^cs, creating a total gun registration system within one 
generation; the documents proving it still exist, but to protect 
our sources have never been made public.) 

When ihen-Chairman Tmn Steed (D-OK) was shown what 
was halloing, his Treasury Apprt^^kms Subcommittee cut 
$4.2 million {BATF’s "csAmuite" of tite first-year cost) from 
^eix budget and added the prohibition against Treasury using 
any of its funds to create a registration system. 

Even after the House of Reprcseniaiives voted 3 14-80 to cut 
their funds and impose the no-registrafion restrictitMi, BATF 
beUigerently refused to withdraw the regulations for more than 
a year. 

ILA Ewcuiive Director Tanya M^aksa, wlu> was then my 
rkputy and spearheaded our stedy of what BATF’s regisiiation 
scheme wmrld really cost, w«t part this hi^rHy and was mit- 
ral by Under ScCTetaay Noble’s almosi-facetious atguments. 
Site wrote Treasury Secretary Robert Rubin that gun legistia- 
tion “has historically been a precursor to , . . harassment of pri- 
vate citizens, moving on to registration freezes, and ultimately 
ending with the confiscation of firearms.” 

Urdcss immediately stopped, and illegally created records 
purged, Tanya wrote, “we will exercise all of our lofW- 

vent the esublishment of a registrauon system, includiog 
recourse to ite cmirts , . . 

After 1 7 years BATFsiili hasn *t gmtffl the messa^ that Aey 
arc supposed to follow Cong^ress’ orders, not the other way 
around. . a 
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OUR LAW /THE CONSTITUTION 

Our founders established this highest law of the land from very ancient Sources. 

The judicial branch of government is based on the Common Law. (Lex Populi), which is 
God taw, and it Is very different from Rulers law (Lex Regii). The founders wanted to 
avoid "Popish” Roman Civil Law which they saw in Europe, and so they built a Judicial 
branch of government which relied upon ancient Anglo-Saxon Common Law. The 
Unanimous Declaration of the united States of America (Dedaration of Independence) 
explains inalienable rights, or God-law . It declares our Intention, as a free and 
independent nation, to be protected by that law. The founders had expressed these 
rights many times before in different State Constitutions and Charters. Precedent for 
these rights came from the Magna Carta of England. Common Law was also fully 
explained in the book "Commentaries on the Laws of England" by Sir William 
Blackstone a famous 18th century jurist. There the founders read that the "Makers wilt" 
is called the "law of nature" (God law) and that "... no human laws are ofanv validitv if 
contrary to this ..." Precedent for Blackstone's comments can be found In King Alfreds' 
code. King Alfred the Great's Book of Dooms "Liber Judicalis" was written less than 
900 years after Christ and parallels Exodus Chapter 21 almost word for word. Thus the 
ultimate source of our laws is Biblical, and the common law protection of rights is 
fundamental to our law. 

Another very Important function that our law serves, besides the protection of our 
rights, is to establish, organize, and limit the purposes of government. In Lacher v. 
Venus 177 Wis 568. 188 NW 613. 24 ALR 403, it says 'The unit of the state is the 
individual (sovereign citizen), it's foundation is the family . To protect the unit in his 
oonshtubonallv guaranteed natural rkiht to form aind preserve the family is one of the 
basic Drindoles for which organized government is established." 

Since our law is Constitutional and our form of government is a Republic (rule by 
law) then we can cal) our government a Constitutional Republic . Our government is 
also Federal in nature. Federal means that the sovereign citizens choose 
representatives, whose job is to swear to uphold and defend the Constitution after they 
take office. They are rtot supposed to use their vote to blindly obey the will of the 
majority. Politicians vote by democratic majority rule, so that they'll be re-elected. But 
prindplad leaders uphold their oath of offioe by voting to sustain the principles of 
Constitutional law. Thus we can also call our government a Federal Constitutional 
Republic. Since the Constitution Is founded on the Common law, which is God-Law, 
then we can also call our, government a Christian Constitutional Federal Republic . 
There is one thing our government clearty is NOT. IT IS NOT A DEMOCRACY! The 
Founders feared the excesses and tyranny of majoritarian rule democracy as much as 
they did a monarchy. 

In conclusion, law is the Constitution arxj enactments pursuant thereto, its source is Biblical 
Common Law, and its function is to protect the God given rights of the sovereign dtizer^ by 
limiting and regulating the power of government with a constitution. As Thomas Jeffierson so 
eloquently wrote: "In questions of power, then, let no more be said of confidence, in man, but bind 
him down from mischief by the chains of the constitution. 

FOR MCeE INFORMATION: 

EXCELLENCE IN PLANNING 
CX> 8041 HOSBROOK ROAD 
CINCINNATI. OHIO STATE 45236 (5 13) 793- 7789 
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THE TRUE ORDER OF AUTHORITY 



Peoples Enforcement Controls 

Electoral Vote Grand Jury Petit Jury 


Government 


Servant of 
We, Tbe People 


Sole Purpose is Protection Of Individual Rights. 


Power And Authority Enumerated In And Restricted By Constitution. 


The Separate And Distinct Function Delegated To Governmental Representatives 


Executive Legislative Judicial 

Law Enforcement Law Making Law Application 

“Persons” Subject To Government Law And Rgulation 


Corporations (Government Created Persons). 

And Sovereigns (Freemen) Who Exchange Their Birth 
Rights For Government Privileges And Become Servants 
Controlled By Government Rules And Regulations 


Instructions: 

Study Carefully. Share with your family and friends. Make and distribute at least 100 copies particulariy to 
your Chnstian leaders who continue to express dismay and inability to understand the U.S. Supreme Court 
decisions appearing to be contrary to the constitution for the United States of America regarding churches, 
church schools, banning prayers in school etc. 

We can restore God to his rightful throne of supremacy and this great country to One Nation Under GOD I 
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AX Ylie f AX 

AboUshing the income tax is no longer a utopian fantasy. 
Politkums who recognize the huge costs of the currera system OK 

seriously considering an alternative 


By Stephen Moore 

National Kcvlcw 
lS0E35tii Stmt 
NcwYorit NY 10016 
April 17, 1995 

C LOSE your eyes and Im- 
agine for a moment an 
America without an Income tax. 
April 15 Is no longer a day ttH 
dread. The federal tax on per- 
sonal income, corporate In- 
come, and capital gains Is aero. 
Estate and gift taxes have been 
aboUshed. The most faitnitive 
tautiiiidon tai America, the In- 
ternal Revenue Service, has 
been shut down and its 1 1 5,000 
auditors and enforcenrelit 
agents have been disbanded. 
All federal revenues arc col- 
lected throu^ a national sales 
tax, and it Is no loiter the 
government’s business how 
much money you make and 
what you do with it once you 
cam It HftR Bh>dc has gone 
Into Chapter 11; tens of thou- 
sands of tax accountants, attor- 
neys, and lobbyists are finding 
new profemlons; and now even 
drug lords pay thdr taxes. 

Ihat giant sucking sound 
you’re hearing Is investment, 
capital from aD over the globe 
pouring Into the world’s newest 
tax haven: the United States. 
F r eed from the shackles of an 
antl-204k, anti-investment, anti- 
saving tax system, America sur- 
ges ahead of Japan, Germany, 
and the rest of Europe In 
economic growth. 

Sound lilm a utopian fentasj^ 
Until a few months ago it did 
But inarcasingly there are slpis 
that the political foundations of 
the modern-day income-tax sys- 
tem are b^lmting to crumble. 

On November 9, Repre- 
sentative Bin Archer (R., Tex.), 
the diairmanJn-waii^ of the 
tax-writing Vays and Means 
Committee, stunned the Wash- 
ington establishment by an- 
nouncing that his cop priority 
was die total replacement of die 
income tax. *Oa a scale of 
aero to ten," be said. *the In- 
come tax rates a Bern.* He 
pledged to *poll op the In- 
come-tax s y stem by Its very 
roots.* 

Thlt month Repreaentativea 
Dan Sdiaefer (R., Cola) and 
BiDyTauxein (D., lA)will intro- 
duce legjslatkm to repeal the 
Income tax and replace it with a 
national sales tax They note 
that since the ipeat tnoome-tax 


"reform' of 1986 the Internal 
Revenue Code has been 
amended some four thousand 
times. To his GOP colleagues 
who wish to 'fix' the tax code, 
Schaefer offers this senrible ad-, 
vice: XjIvc It up. The Income 
tax la beyond repair.* 

The latest convert appears to 
be Newt Gingrich. At his recent 
town-haU meetings In Georgia, 
the Speaker has confronted 
ferocious opposidmi to the in- 
come tax At the Fcbmary 17 
gathering, Gingrich elicited 
ecstatic applause when he said 
that he too wants to 'get back to 
an America free from the IRS ... 
It's time to get the IRS out of 
your wallet and out your 
records.' 

Even before the turning of 
the pcdltical tide, the income- 
tax system kxdced to be about 
to collapse under Its own 
weight- Earlier this year the 
General Counting Office 
repewted that the IRS was one 
of the 'most mismanaged agen- 
cies' in the Federal Govern- 
ment, incapable of collecting 
tens ^ ttilllons of dcdlars of un- 
paid income taxes. Arecent Na- 
tional Research Council report 
fioresaw a 'major breakdown of 
the tax system' by 2000. 



In January, Pantde magazine 
ran an article entitled, 'What if 
We Abolished the Incmne Ikx?' 
FanuU asked Its readers to 
write in saying whether they 
were in fevor of a consumption 
tax rather than an income tax 
At last count, mexe titan fixty 
thousand rtspcxises had been 
mailed lit, ruruilng 50 to 1 tat 
fewx of replacing the tatoome 
tax Even some IRS agents 
wrote tat oppositicxi to the tax 
code. 

GRASS^ltOOTS ANGER 
'nEPRBSENTATIVBS Archer. 
J^Schaefer, Tauitai. and now 
Gta^rich hare seissed upon an 
issue with potentially "m^w^* **** 


pass-roots appeal Vic Krohn, 
chairman of Qtlxens fix an Al- 
ternative Tax System (CATS), a 
15,000-membcr group dedi- 
cated to aboUdting the Income 
tax predicts that 'the anti-in- 
come-tax movement win burst 
onto the political scene tot the 
last half of the Nineties tat much 
the same way that term limits 
did in the first half.' At a typical 
CATS meeting, the audience is 
likely to include constructlcMi 
workers, housewives, school 
teachers, bus drivers, small- 
business owners: average 
Americans with an intense fear 
and loathifig of the IRS. They 
caO themselves 'abolitionists,' 
and they’re fed up. As a sales 
assistant at a 1994 CATS event 
in Cleveland declared, ”7BeM- 
ttmalRamtueCodmisttanlmg 
middle<Uus, wriktiw ^4»Mrf- 
conr into a crtmin/Ml clan.'* 

As with term Umttx the Wash- 
ington cstabUshment has gree- 
ted this dtlxai-ditven pctiitical 
movement with a yawn of con- 
tempt. Op p o siti on on the Left 
is predictaMe and easy to cx- 
[tiataL libeimt Demooats op- 
pose the sales-tax afternative 
because the progresrire in- 
come tax has been the cash cow 
for a half-ccntuxy govern- 
ment spending initiatives. The 
Left recopilzes that any tax sys- 
tem that reminds Americaru 
that they are making payments 
for welfare, farm programs, 
shark resear^ and the Depart- 
ment of Energy every time they 
visit the cash register threateiv 
to make them even less en- 
thusiastic about funding big 
government than they already 
are. The comi^ete replacement 
of the income tax would require 
a sales tax of about 16 percent 
Every retail purchase Ameri- 
cans make - from big-ticket 
items such as a new fl8,000 
Ford Bronco, to routine pur- 
chases like an 89-cent pape 
Slurpee at the 7-Elevcn - would 
include right there on the 
r e c e ip t a reminder of what a 
bad deal government really is. 
Eradicate the totcome tax and 
much of the rest of the 
WaahlngKxi empire could top- 
ple tai short ordiCT. 

More surprtstatg is cqiposi- 
tkxi from tile Rl^L Many con- 
servatire leaders hare greeted 
the abolitionist mo vemen t with 
heavy groans of skepticism. 
Conventional wisdom has it 
that the inooiae tax b politically 
ineradicable. This Is the com- 
plaint of Grofcr Norqulst, pcesi- 
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dent of Americuts for Tax 
Reform and conservative 
strategist extra^jn&u^ He 
protests that if Sepuhileam 
throw theh support bch^ 
fedkaral sales tax, America will 
'end up with die wont of all 
worlds; both a sales tax and im 
tncomciax.* 

It is fbr {aredbcly this resmem 
&at mazif comernthes am 
lying behind Majority leader 
Dick Armey's elegandy crafted 
17 pcsr cent Oat-tax pirn Mod- 
eled on a tax blueprint first 
developed in die mid 19fi0s by 
Stairfort IJnh>ersity 
IMxrt HaO and AMn Kabush- 
iuL, die Armey proposal would 
abolish virtuabiiy aU dedi^^ 
and loopholes, terminate taat 
withholding, end the double 
taxation of savings and invest- 
ment, shemen die income-tax 
fiarm to die ttee of a po s t c a r d, 
and eltmtnatr the capiodl-gains 
andedatetaaxs. 

Them's my Iftde here not to 
like. Jack Kmap praJses the 
proposal lavishly adling it "die 
Kemp-Both (Keagan tax cut] of 
the 1990s.* And malm no mas- 
take about It: die Armqr fdan is 
manifesdr simpler, fidrer, less 
mtnisive, aiwl iiM»e 
than our current tax code. 
Ckmservadvcs diould siqppcM 
in a heardiod over the existit^ 
system. 

Sdtt one gem dm uneasy fbel- 
ing that An^s pbn amounts 
to chisding out several brides 
firom Anmrlca's BerUn Val) at a 
dme when diepublic Is beoora- 
Irg eager to tear ft down tx>m- 
pletciy. •The Sat tax suffers 
from one fundamental prob- 
lem," sajn abolitionist Billy 
Tauxtn. It'a still an Isscome 
not,* It docs iKft f Ibninate the 
tits from our lives - though ft 
would reduce dm agency^s rcae. 

It would $tM be the business 
the govermsent to pry into the 
most private aspects of « 
Americans’ financial affiiirs Jif 
each year. /* 


LEAVE VS ALONE 
^^HIS may be a cdtkal defect. 
X Unldm die tax mvdt (hiring 
the Rcagui era, which wts 
spvkcd by basic pocketbook is- 
sued, die current ami-iiKcmw- 
tax upriah^ is modvamd at least 
partly by concerm sbotU per- 
sorul Ubexties and privacy -- the 
right to be left alone. Abolitio- 
nists are the radicals in the 
mbeUkm agaftm intnidve 
government At a CATS event in 
Los Ai^es last year, a trudk 
driver asked me, *vrhy must 
Amertean OMimns 
fear harassmrmt and intimida- 
tion by agencies of our oum 
govemmend" A fiat tax wwi’t 
l^aouehbn. 

"The IRS fms beexmm a 
b(^ of the most intnisive, op- 
pressive, and nondcmocratic 
Institution in a democratic 
soemiy," concedes Fred Gold- 
bcig, die commissioner of the 
agency under George Bush. 
Every year counUess new hor- 
ror smries am broti^t to l^t 
abcnit pec^;^ who have been 
temxized by the indmidatkMi 
tactics of die IRS. htomcele- 
brated case, Miami lawyer Dan 
Heller endured a Kafleaesque 
len-year IRS investigation and a 
four-month prison tearm. ^fhext 
a fKicral tqipeals cotst even- 
tually ovomuned the oonvic. 
tion, the IRS was jforced to pay 
Mr. Heller |$00,000 in repara- 
lions for fornmaieitt 

misconduct* Even vdien the 
IRS ultimately loses, however, 
such Incklents send a potent 
messag e to taiqpayers; compfr, 
or die Gcampo mxy soon be 
poundft^ on your door. 

Members of Congress, fti- 
cludingifopol^cani, have be^ 
compfououa^ uhbttere^d fri 
curtailing XRS abuses. The 
agency recently teceived fund- 
ing to add five dwmsand new 
agens and mufitors, even as ft 
was frxoMl m ftdkmiwfodgc d^^ 
368 agents were me^diy scour- 
ing the returns of American 


eftimna (Only five were even- 
tually fired.) The IRS work 
force is now up to 115,000, 
more snot^ than are employ- 
ed by the Environmental 
ftotectkm Agency, the Occupa- 
tional Safety and Health Ad- 
ministration, the Food and 
Drm Adndnlsnatlon, and the 
Drt^ Enfrxeement Administra- 
tion comblnecL Since lStt5 
Congress has doubled the IRS 
btu^toISfollion. TheiHien- 
cy is one erf Urufo Sam's &ftcst* 
growing non-entitlement 
programa The latent indignity: 
die agency has anrutaaiced, as 
the Wait Street Journal put it, 
"super tough IRS audits in 1995 
and 1996." 

The intrushencfts of die tax 
jystmn is just (»ie erf im defocta 
Its absurd cemtpkxity is ano- 
ther, spawning an entire in- 
dxjstiy (rf tax uftorneys and ac- 
countants who murn their ttvdi- 
luxids lookli^ for loopholea 
Even the people who write the 
laws rely on these professioiials 
to prepare their refoma Dan 
author (rf the new book 
J^ifre/XS, reports that ‘60 per 
cent of the members of the 
House Ways and Means and 
Senate Finance Committees do 
not prepare their own retuma* 
In 1992 "Loophole* Lloyd 
Bentsen, then chaitman (rf the 
Senam Finance Ccmtfsfttee imd 
perhapsthcsfo^mostlnfiucn- 
daJ ar^teift (rf the mo(leriHlay 
tax structure, used a prerfes- 
sfohal tax pr epar er because, he 
said, "my return is a compU- 
catedone." 

What about the rest of usT 
FUla discovered diat in 1991 
"about 70 per cent of the tax 
returns filed with tax preparers 
were fcft eftizem making less 
than |:rf>,000.* Americans pay 
some 130 btlfion for the ser- 
vices of tax accountants and 
preparers. 

But be warned; using f 
prirfemkKial m fxepwner 
means guarantees that your 
taxes wiU be cakidat(»l (Xirrecf- 
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ty. In 1992 Money wf^aint 
Sfivc 48 Accountants a fitoutdal 
l>ro8Ic of the ma^zinc's ^rpictl 
reader and asked them to 
prepare a hypothetical tax 
retum. Not only did each of 
them come up u4th a different 
answer, but the computed tax 
UabUith» ranged from Slti,2l9 
to 846,54S4 ~ the higher Qgure 
nearly three times the lower. 

jFUsgers once quif^s^Uiat 
■the Income tax haa math: 
more Uaw out of peo]^ than 
the game of golf.* Indeed, the 
massive ambiguities in the In* 
tcmal Revenue Code subject 
even the most conscientious tax 
filer to dte charge of being a tax 
cheat 

Furthermtn^c, the Internal 
Revenue Ck>de fr Eorever getttag 
less user friendly, despite 
counckss good-frith dforts by 
Congress at tax Amplification. 
The original 1040 form was a 
model simplicity: four pages 
in aU, including the instruc- 
dons. The Nete York Times 
{tinted tl^ fram in its endit^ 
on a sinc^e new^aper page. 
Today, the nmer would have to 
devote several editions to 
reprinting the four thousand 
po^pes of tax forms and Instruc- 
tions, In 1914 dicre were 14 
pt^cs of federal esx law to im- 
irfement the neady enacted in- 
come tax; by 1954 die page 
count had grown to 9€i4; by 
1994 It was 9,400. Shirley 
Peterson, IRS commissioner in 
1992, laments that tax-law 
changes have become so com- 
monplace that on several oc- 
casions Congtem has rewrinen 
die law •bcfr»e dw IRS even 
had Hmc to leprr^am its cons- 
puusra from the previous tax 
reform." 


'When men get in the 
habit c^betping themselves 
to the property of others, 
they esmnot be ossify cured 
ofU* 

New York Timm (1909) 


This comfrfeadty takes a toll. 
According to offda! esdinates, 
in 1990 American individuals 
and businesses spent more 
than five billion man-hours 
computii^ their taxes. George 
Mason University economist 
Walter WUUams calculates that 
this was more mann-houcs than 
were used to buUd every car, 
van, and truck in the United 
Smtes last year. These wasted 
man-hcmzs akme ^present a 
dead k}^ to the ccemomy of 
some 4200 bilMon. (For com- 
parison, the Income tax collects 
about 1700 billion in revenue a 
year.) If converting to a simple 
sales-tax system merely cut 
compliance costs in half, it 
would generate sai^ngs fo ex- 
txss $ 1 ,000 per fraiity - more 
money than is offeted in aU the 
tax cuts promised by the Con- 
nact with America. 

PRODUenvnY BOOST 

B ut the major economic 
benefit frqm the sales-tax 
alternative {or from a tax, 
for that matter) would come 
from eliminating dte punitive 
treatment of savings, invest- 
ment, and capital fonnadon - 
the essential building blocks of 
a prospmous economy. In a 
Cato Institute report, Boston 
Universi^ econCHiiist lawmice 
KoUlkoff estimates the b&pmx 
of a re^nue-neuttal replace- 


ment of the Income tax with a 
retail sales tax of 16 to 16 per 
cent Kotlikofffindsthttsucha 
plan would; 

1 ) raise Ihe aaUosal savlagi rate 
to tvto and a half tisms Us cor- 
reiit level; 

2) increase the capita] stock by 8 
per cent; and 

2) raise income and output 
almost $500 billion a year, or 
dtout $5,000 per family. 

To address foe tear dial Om- 
gress might resurrect the in- 
come tax after foe sales tax was 
Installed, foe federal taxing ap- 
paratus should be almost en- 
tirely dismantled, with resport- 
sibility for collecting foe sales 
tax left to foe states <a minimal 
burden, since almost all fifry al- 
ready cxUlecl a state sales tax). 
A national sales tax can easily Ite 
made non-regresstve. The first 
S 5 ,000 of purchases per person 
could be exempt from foe tax; 
every American would thus get 
a rdfittid dheck for |200 each 
quarter. A family four with an 
liHtome of 1^,000 would there- 
fore pay no tax. Of course, tax- 
es could be deferred through 
savings, but since all income Is 
eventually consumed (or else 
there would be no reason to 
earn It), It would never fully es- 
cape taxation. 

Finally, there is the pracdcal 
problem of evasion under a 
sales-tax system. However, the 
IRS admics that roughly IlOO 
bUUon of income tax is unpaid 
cadi year. If retailers were 
compensated for the cost of col- 
lecting foe fuieral sales tax, 
ludtxge m^t not be any wcHTse 
dteii ui^er the current system. 

Back in 1909, when the Six- 
teenth Amendment creating foe 
income tax was being debated, 
the New York TYmes protested: 
"When men get in the habit of 
helping themselves to the 
prepesrq' of otims, theycatmot 
be esa&f trf it." Our ex- 
perience with the income tax 
since then has folly ctonfirroed 
that wamli^ In April BUI Ar- 
cher will commence an un- 
precedented set of hearings on 
foe feasibility of abolishing foe 
inconsetax. This is the first step 
in the process of liberating 
Amarica fo»& Bnelghty'^aur na- 
doruU mistake. 


The Fedeiial Income Tax, Then & Now 



1914 

1994 

Taxes Paid* 

$6 7 bU. 

$633.4 bU. 

IV^r-Capita Taxes* 

$69 

$2,622 

Individual Filers 

360.000 

1 13.829,000 

% Fopuloiiun Filing 

OS'*; 

45% 

IRS Budget* 

$110 mil. 

$7 ] bil. 

IRS Employees 

4,000 

110.000 

Pages of Tax Law 

14 

9,400 

Pages of IRS Forms 

4 

4,000 

Top Hate 

7% 

40% 

Median Family's Bote 

0% 

23% 


< mt 4altiir« 

CWnpilMl b)' (he C*(a iiurtituf* /rvm eaxi»«[( mutcm 
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770 -J Sycamore Ave. #158 
Vista, CA 92083 
June 15, 1995 


Mr. Phillip Moseley, Chairman 
Ways & Means Committee 
U.S. House of Representatives 
Washington, D.C. 


Dear Congressman Moseley; 

I believe that the income tax which is the fairest 
for all Americans is the flat income tax. 

And I do not believe that it should exclude the 
poor, unless we agree to exclude police and legal protection 
for them also. They should understand that taxes are a 
necessary part of the life of a country. Of course it isn't 
necessary to actively enforce the law if they don't pay. It 
takes time for the realization to sink in. 

As to the amount, I'm sure that 10% is enough. Why 
should the government ask more than God? That will be enough 
to cover the proper duties of our government, namely: to 
protect American citizens from foreign and domestic enemies 
(but NOT FROM THEMSELVES) , to provide a valid and trustworthy 
money, based on gold and silver (NOT CREDIT OR FIAT) , to 
regulate interstate commerce and to raise revenue. 

The remainder, which will be necessary to eliminate 
the deficit, should be raised by Congress. This big(?) 
problem can be quickly reduced by eliminating all programs 
not mentioned in the original Constitution, especially those 
having to do with promoting the "general welfare." These 
words have been corrupted by the no good freeloaders among us 
who haven't found the strength to turn to God for help- They 
were never meant by our forefathers to promote socialism. 

The Congressmen who play their god lead them on to a final 
disaster. Why should we go along? 


Sincerely, 


.-t 

Robert Morrissey 
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TESTIMONY SUBMITTED BY MICHAEL E. BRUNNER 
EXECUTIVE VICE PRESIDENT 
NATIONAL TELEPHONE COOPERATIVE ASSOCIATION 
REGARDING REPLACING THE CURRENT INCOME TAX CODE 
U.S. HOUSE WAYS AND MEANS COMMITTEE 
JUNE 22, 1995 

Thank you Mr. Chairman for allowing me the opportunity to submit for the 
record some observations made by National Telephone Cooperative Association 
(NTCA) with respect to various proposals to replace the current income tax system 
with a fairer, simpler, and more transparent tax system. 

Americans today are frustrated about their individual economic situations and 
the stress it puts on their wallets. The complexities of filing annual tax forms are 
overburdensome, tedious and excessively costly for most businesses, full or part-time 
workers, small business owners, or American consumers. Beyond the border, 
however, a critical detriment to the economy is a major reason for the abandonment of 
the current system. The principle detriment is that the current federal tax system 
discourages savings and investment. The situation is exacerbated for rural workers, 
businesses, and consumers. 

According to several studies, the U.S. ranks last among industrial nations in the 
percentage of gross domestic product devoted to investment. To address this critical 
problem, varying proposals for replacing today's complicated tax system have 
surfaced over the years and have gained in popularity as the 104th Congress has 
progressed. 

The purpose of my testimony is not to suggest that one particular replacement 
proposal surpasses any other in design or practical application - that is a decision for 
you the Congress in conjunction with the Administration, to determine. Rather I 
would like to point out that each of the proposals NTCA has reviewed thus far, fail to 
adequately recognize the significance of investment in one critical part of the country, 
that being rural America. Rural areas, with their lower growth rates, are not natural 
attractions for Investment today and would conceivably be less so under a system that 
eliminates specific incentives for such investment. As an example, I illustrate the case 
of the tax treatment under which rural telephone cooperatives currently operate. 

S. 722, the "USA Tax Relief Act of 1995", as introduced by Senators Nunn and 
Domenici, offers the most detailed explanation of how cooperatively organized 
businesses would be treated under a replacement system. First, the exemption 
afforded a qualifying telephone cooperative under section 501(c)(12) of the current 
code would be eliminated. Alternative proposals, while not specific, suggest the same. 
Of even greater concern however, is the fact that S. 722 would only permit telephone 
cooperatives to exclude from gross income those patronage dividends that are 
allocated each year in cash or property. My thesis is that whatever form tax 
simplification takes, it should preserve the ability of telephone cooperatives to raise 
capital through their "capital credit" systems in order to continue developing 
telecommunications Infrastructure which in turn results in substantial economic 
development. 

TTie duty " to serve &ir persists 

The National Telephone Cooperative Association represents nearly 250 rural 
cooperative telephone systems who have been active leaders in promoting economic 
devek>prr>ent in their respective rural communities. These telephone cooperatives 
serve from fewer than 100 consumers to more than 50,000. They employ from 2 to 
several hundred Individuals. They often provide the only local telephone service in 
areas as large as an entire state. 

NTCA member telephone systems, like most of the country's independent 
local exchange carriers, evolved during the early part of this century to serve low 
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density, high cost areas that larger commercial companies found unattractive for 
investment. Congress granted telephone cooperatives an exemption from federal 
income tax in 1916. Today these systems continue to ensure that every farm and 
home in rural localities receives the same quality service as that provid^ to those 
residing in urban sectors of our country. The challenge is not easily met. In fact, to 
date, while rural telephone subscribers consist of a mere 4.3 percent of the nation's 
total number of telephone customers, the areas served by independent telcos account 
for 40 percent of the nation's geographic area. In a vacuum, this equation equals 
costly phone service for rural consumers. Fortunately, support programs and 
additional safeguards have been established over the years to ensure rural telephone 
service is affordable. 

As you are aware, deregulatory telecommunications legislation is currently being 
considered by Congress. This legislation nevertheless recognizes that rural telcos are 
charged and will continue to be charged with universal service obligations. Fulfillment 
of these obligations in a period of rapidly changing technology wilt require continuous 
capital formation. 

The basis for capital retention by telephone cooperatives 

An important principle for the provision of telephone service in these rural, high 
cost areas, is that capital credits, or the margins of operation that remain after a 
cooperative has paid its business expenses, constitute, as a legal requirement, a 
contribution of capital to the cooperative. It is well recognized in law that this method 
of capital formation is vitally important to the progression of advanced services in rural 
communities. 

The telephone industry is undergoing rapid changes as technology continues to 
expand and develop. It is paramount that Congress understand the initiatives that are 
being undertaken by rural utilities and how the retention of capital enables these 
initiatives to take root. Various community development projects have been initiated 
under the leadership of the local telcos. These projects create jobs, raise the standard 
of living and provide security for rural families. These families, like families in all parts 
of the county, desire to be productive members of society. That is why rural telcos 
have forged relationships with higher learning institutions for the purpose of delivering 
course materials not otherwise available in local school curriculum. That is why local 
telcos have constructed video conferencing sites that enable local leaders to reach out 
to their counterparts all across the country to share ideas and solve problems. Even 
more exciting is the rapidly developing state of the art technology used to link teaching 
hospitals with local clinics where rural patients can receive care without having to 
travel the distances they were once accustomed to. 

In the provision of these services, cost remains the principal hurdle. The 
investment in infrastructure for these types of services is made possible only through 
the ability to retain capital. Pursuant to statute and the by-laws of individual telephone 
cooperatives, the current treatment of capital credits er^les local telephone 
cooperatives to reinvest in the future on a continual basis. 

Condusion 

A low rate flat tax on all forms of business entities with an unlimited deduction 
for capital investment, is in theory a good concept. However, initiatives aiding in rural 
economic devebpment should be guaranteed special attention. Just as S. 722 retains 
current law treatment of the home mortgage deduction and charitable giving, and 
creates a post secondary education deduction all in the name of the long term gains 
these investment provide the nation, so should investment in rural infrastructure and 
communities. It is precisely for this reason why cooperatively structured business 
arrangements operating in rural areas warrant preferenced tax treatment in our tax 
system. Rural America will be threatened if infrastructure growth is not properly 
reinforced by safeguards similar to those outlined in the current Irrternal Revenue 
Code. 
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29 May, 1995 
1530 N. 115th 
Seattle, Wa 98133 

Philip D. Bosley, Chief of Staff 
Ways & Means Committee 
Longworth Building 
Washington D. C. 20515 

Dear Mr. Bosley, 

I believe that the tax code of the United States of America should be totally 
changed . 

The tax system is not fair. It currently penalizes people who wish to work 
long and hard by making them pay more of their money than those who do not 
work as hard.Too much social engineering is done with the tax system. It is not 
fair to give a tax brake (Clinton's New Plan) for sending your child to college to 
people earning $95,000, but not to parents earning $102,000. Why should parents 
sending their children to college get tax breaks, but families whose children 
become mechanics or electricians do not get tax breaks? 

Compliance Is too expensive. It costs over 1 Billion dollars to comply and 
this does not take into account the time it takes individuals to gather their tax 
information. 

A National Consumption tax would be most fair, but a National Flat Tax on 
income would also be preferrabie to the current system. 


Sincerely, 


Nancy L. Niles ^ 
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June 8, 1995 


Phil 1 Ip D. Mosley 

Chief of Staff 

Committee of Ways and Means 

U. S. House of Representatives 

1102 Longworth House Boulevard 

Washington, D.C. 20515 

The Honorable Phillip Mosley: 

Your are right, the current Income tax system needs to be 
revamped. My solution is as follows: 


CONSUMER TAX 


Every purchase excluding food and medicines have a consumer tax 
of Ih at time of purchase. 


In doing this you would encourage people to save and also to 
donate to charities. 

This would also eliminate the business loop-holes and all would 
be paying according to their consumption, private, business or 
government. Yes, this would include all purchases, excluding 
food and Kedlclnes, by the government. When I say every purchase 
excluding food and medicines I mean EVERY PURCHASE . This would 
also eliminate a passel of IRS employees saving billions of $S. 

I pray this solution or one very similar will be adopted as soon 
as possible. 


Thank you for your time. 



Patricia A. O'Brien 
Rt 4 Box 4495 
Prosser, WA 99350 


cc : file 

Congressman "Doc" Hastings 
Senator Slade Gorton 
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June 20. 1995 


School of Uw 
Bloomington 


Dear Mr. Archer 

I enclose two chapters from my book manuscript. It will be published in a few 
months Tne tentative title is, “Why We Should Abolish the Income Tax A Guide 
to the Proposals.” 

Please enter these in the record to accompany the printed record to the 
hearings on June 6-8, 1995, before your committee 

I enclose a copy of my vitae. 


Honorable Bill Archer, Chairman 
Ways and Means Committee 
Room 1 1 02 
Longworth Building 
Washington DC 20515 


Sincerely, 



William W Oliver 
Professor Emeritus of Law 


Third Street and 
Indiana Avenue 
Bloomington. Indiana 
4740S-1001 


Fax: 8i:-8S5-0555 
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Chapter 21 
Draft 6/20/95 

A NatlQiial 5aj.es Tax .to Replace the income Xax 

1. We need to flee from the complex, controversy-generating 
income tax to a s imple tax , and the sales tax is a simple , broad- 
based tax. It is computed transaction by transaction; not on a 
total of many transactions over a period of time. Modern cash 
registers compute sales tax on each transaction and total the tax 
over a period of time, such as a day. This means the cost to the 
retail merchant will be minimal. Everyone pays it and it is 
progressive since the rich spend more on consumption than the poor. 

2. The income tax takes away from business and investors', funds 
which can be spent by them more productively than by the 
Government, which, to a large degree, is unproductive and counter- 
productive. 

3. The income tax imposes huge compliance costs on the private 
sector and abolition will lead to even more improvement in economic 
performance than that which followed the 1981 Reagan tax cut. 

4 . The market values of stock are largely based on after-income 
tax earnings; abolition of the income tax will increase the market 
value of stocks. Those increases in the value of stocks will 
increase the net worth of individual stockholders, pension funds 
holding stock (and thus increase the security of pension recipients 
both current and future) , endowment funds of non-profit 
organizations, and others. This increase in net worths would be 
conducive to new ventures in the private sector, the real source of 
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wealth in our economy. 

5. We would replace a tax on investment, with one on consumption. 

6. We have a meager savings rate and largely rely on foreign 
sources to fund our budget deficits and trade deficits. Now the 
savers face two taxes: one on the income saved, and another on the 
interest, dividends, or other income received on the savings. 
Abolishing the income tax will increase savings, and help avoid the 
disaster which will ultimately come from the combination of budget 
deficits, trade deficits, and meager savings. 

7. The host of people who are cheating on the income tax or 
winning at playing the audit lottery, would pay the sales tax on 
their consumption. 

A study done by John H. Qualls, Ph.D., at Washington 
University in St. Louis concluded that a national sales tax at a 
rate of 17% could replace the revenue presently raised by the 
income tax. That may sound high, but remember take home incomes go 
up immediately through elimination of withholding of income tax 
and payment of estimated income tax. 

Here is a summary of the Qualls study: 

The replacement of the current U.S. individual and 
corporate income taxes by a national sales tax would 
result in faster economic growth, higher levels of 
employment, more business investment, higher productivity 
growth, and an increase in the private savings rate. 

These results were obtained from an econometric 
simulation using a variation of the Washington University 
Macroeconomic Model (WUMM) , available commercially from 
Laurence H. Meyer and Associates (LHH&A) , a St. Louis- 
based economic consulting and forecasting firm. 

A one-for-one replacement of the personal and corporate 
income taxes with a national sales tax results in a 
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reallocation of GNP away from consumption and toward 
investment. The investment share of GNP rises two 
percentage points (from 17.1% to 19.1%) with the 
introduction of a national sales tax. 

The private savings rate (total of personal and business 
savings) rises from 15.4% up to 18.1% after the 
introduction of a national sales tax. 

Real business investment is from 19 to 25 percent higher 
with a national sales tax. In effect, businesses use the 
extra cash flow resulting from the elimination of the 
income tax to invest in plant and equipment. 

The higher level of capital stock results in more 
employment . The number of new j obs generated by the 
national sales tax reaches 900,000 by 2000 and 1,600,000 
by the year 2010. 

Because of the increase in business investment, real GNP 
grows at a faster rate after introduction of a national 
sales tax. Although the annual growth rate differential 
seems small , at 0.2%, it results in a significantly 
higher level of real GNP by the year 2010 — up 4.1%. 

This amounts to a difference of over $1,500 (in constant 
1990 dollars } for every person of working age in the 
country, or over $3,100 for a family with two working-age 
adults. 

The national sales tax is not inflationaury. Although the 
price of goods (including the tax) would reflect a one- 
time price increase, the rate of increase in prices after 
that would actually be lower by 0.2% per year. Thus, 
sustained inflation would d£Q& after introduction of the 
sales tax and abolishment of the income tax. 

In short, implementation of a national sales tax would go 
a long way toward rectifying the U. S . ' s decline in 
international competitiveness. 

Another study by Laurence J. Kotllkoff, Professor of Economics 
at Boston University ( The Econ omic Impact of Replacing Federal 

Income Taxes tfith a Mationfli SAlfiS XSJL) , corroborates the 

conclusions of the Qualls study. This study was sponsored by the 
Cato Institute and released in 1993. It concludes that the 
abolition of the federal income tax and replacement with a national 
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sales tax will increase savings and hence available capital, and 
increase wages in real terms. 

For businesses, cash flow will increase from the disappearance 
of federal income tax payments and the end of the huge unproductive 
cost of income tax compliance. The added available cash will make 
funds available for increased investment in plant, equipment and 
working capital. Since the federal income tax is a cost which must 
be recovered through sales prices high enough to achieve an 
adequate profit margin, abolition of the federal income tax should 
(through the competitive process) decrease prices to consumers, 
tending to offset the national sales addition to the cost of retail 
purchases (also offset for the consumer by the end of withholding 
of income tax and the payment of estimated income tax) . Export 
prices can be decreased to reflect the abol it ion of the federal 
Income tax and the resultant elimination of the huge costs of 
compliance. The sales tax will not apply to export sales. The 
resultant improvement in our international competitive position 
should decrease our trade deficit, and perhaps even eliminate it. 

For individuals, the end of income tax withholding and payment 
of estimated tax will occur simultaneously with the imposition of 
the national sales tax. But the motivation for savings is 
substantially increased; the saver will no longer have the income 
on the savings reduced by the federal income tax The present 
situation with savings covering only a small part of our two 
deficits (trade and budget) and relying on foreign sources to cover 
the rest of those deficits means that our country is vulnerable to 
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a loss of confidence in the United States by those outside our 
borders. Increased savings by our people is a vital goal; 
substituting a national sales tax for the federal income tax may be 
our salvation by increasing savings. 

To avoid the sales tax being a burden on low-income persons, 
there will need to be a refund of standard amounts of sales tax to 
such persons. There will need to be strict safeguards. Don't 
forget that the I.R.S. has made "refunds" to prison inmates based 
upon phony withholding forms; as well as the fraud involving the 
earned income credit (for example, reporting non-existent earnings 
to get the refund) . The working poor on their own mostly do not 
understand this refundable credit and don't claim it; sharpies 
claim it for them, and probably get much of the refunds, which they 
don't report as income. 

Excise taxes can be used to satisfy the widespread desire to 
do something to people who "have too much money." For instance, an 
excise tax on advertising on the broadcast or telecast of 
professional sports can reduce the excessive salaries there. While 
the top rates under the estate and gift tax should be reduced, and 
relief should be given for family businesses which stay in the 
family, the estate and gift tax will remain. Excise taxes can be 
used to inhibit the officers of publicly o%med corporations from 
getting excessive compensation, thereby breaching their fiduciary 
duty to the stockholders. 



926 


Chapter 18 

SUMMARY: WHY THE INCOME TAX SHOULD BE ABOLISHED 
Draft 6/21/95 

1. Payne's Costly Returns alone is sufficient reason to abolish 
the Income tax. That tax, which costs the society and economy 65% 
of the revenue raised, is intolerable. 

2 . Congress' pre-1995 record shows that an income tax can be a 
dangerous instrument in its hands: Marriage Penalty, Percentage 
Depletion, 1993 Clinton Tax Act, rules on Charitable Deferred 
Giving, etc. 

3. An income tax is unfair in a country with chronic inflation. 

4. Complexity and other factors make fair treatment of all 
taxpayers under the income tax unachievable. 

5. There are signs the income tax is breaking down; extensive 
cheating, the audit lottery, massive non-filing, protesters, an 
increasing backlog of uncollected assessments, etc. 

6. Discriminations exist under the income tax which cannot all be 
eliminated short of abolition of the income tax. 

The Process 

Achieving abolition of the income tax will require dedication. 
Those who understand the problems of the income tax, must show an 
intensity of effort. Absent some strong mitigating circumstance, 
vote against every Congressional incumbent who will not support 
abolition of the income tax, and write and tell them so. Join 
organizations such as Citizens for an Alternative Tax System and 
the National Taxpayers Union. 
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Opposition will be encountered. There la an income tax 
industry with many persons engaged. These 65% direct and indirect 
costs resulting from our present federal tax system is putting lots 
of money in the pockets of many people. 

Tax attorneys and tax accountants may mostly oppose abolition 
of the income tax. They shouldn't, for they know how awful the 
income tax is, and in a country short on intelligent, well-educated 
people there will be many other opportunities for them. Tax 
accountants, freed of the burden of coping with an ever changing, 
complicated income tax, can do more adequate work on coventional 
accounting. This will permit them to better assist managers ot 
businesses in making decisions. 

Some arguments in opposition have some apparent merit. For 
instance, the income tax can be said to favor charitable giving, 
but with the Reagan income tax cuts, charitable giving increased 
substantially. I.R.A.s combined with the income tax can be used to 
encourage saving; but abolition of the Income tax and replacement 
with a national sales tax will increase savings much more. 

Those in the mun ic ipa 1 bond industry and some in loca 1 and 
state government will oppose the abolition of the income tax (under 
which interest on municipal bonds is free from income tax) . 
Abolition will end the ability of those governments to borrow at 
interest rates below market. Also such bonds outstanding will tend 
to drop in market value. But we must look to the overall good of 
the country. The loss to slaveowners didn't stop us from enacting 
the 13th Amendment and freeing the slaves. 
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Abolition of the income tax will make the United States a tax 
have for foreign capital. At present, in lieu of the income tax, 
there is a thirty (30) percent withholding tax on nonresident 
aliens on investment income, such as interest and dividends, from 
U.S. sources. This has been modified by a treaty with some 
countries. That withholding will cease with the abolition of the 
income tax. 

If Clinton is no longer president after January 20, 1997, the 
erosion of confidence abroad in our country should start reversing. 
With no income tax, capital from abroad will flow into the United 
States . Combined with increased domestic savings , increased 
available capital will cause interest rates to drop. Indeed, the 
price of municipal bonds may increase because the interest rates on 
those bonds will be above the interest rates on newly issued 
federal and corporate bonds. 

Some in the life insurance industry will want to cling on to the 
income tax, because the tax-free build-up of cash surrender value 
can be used to sell life insurance as a tax shelter. But they will 
be misguided. The unique nature of life insurance will cause that 
industry to get its share of increased savings after the abolition 
of the income tax. 

The arguments of those who want to hold onto the income tax 
for some advantage they have under it, are in effect asking to 
continue a discrimination in their favor. 
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GEORGE A. PALM 

P 0 BOX 545 
902 SEMINOLE DRIVE 
LUOINGTON, Ml 49431-0545 

PHONE 616 845-7045 
FAX 616 845-7902 


CERTIFIED FLOOR INSPECTIONS 
CARPET & RESILIENT 


June 9, 1995 


Mr. Phillip Mosely 
U.S. House Ways & Means Committee 
1102 Longvorth Building 
Washington DC 20515 

Dear Sir: 

I am writing because Milce Reagan said that if I sent 
you six copies of this letter it would be duly submitted 
for committee consideration. 

Pertaining to new tax legislation I believe the I.R.S. 
should be mightily diminished by (1) either adopting Dick 
Armey's Flat Tax Proposal or (2) adopting a National Sales 
TaXf either of which will eliminate our present Income Tax. 

Machinery to collect a National Sales Tax is in place 
now in all or almost all states. I want no part of any 
value added tax. 

Eliminate double taxation - this taxes both corporations 
and the dividends they pay. Eliminate the Capital Gains Tax. 

Add up the grand total of goods and services purchased 
or the total of income received to determine what tax income 
is needed and set the flat tax rate or the sales tax rate 
accordingly . 

Let's establish an honest tax system free from lobbyists. 
We can call it the "Bill of Rights II”. 

Sincerely 


George A. Palm 
P.O. Box 545 

Ludington, MI 49431-0545 

Copy: Congressman Pete Hoekstra 

Senator Spence Abraham 
Senator Carl Levin 
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STATEMENT FOR THE RECORD CONCERNING 
CONGRESSMAN ARCHER'S HEARING ON JUNE 6, 1995 
ON REPLACING THE FEDERAL INCOME TAX 


Dear Congressman Archer: 

Please consider the following in your deliberations: 

1 . The two primary motivating factors behind the increase in 
the number and complexity of the provisions in the Internal Revenue 
Code are: 

(A) Transactions are far more complicated than they used 
to be and the Code has to be periodically changed to reflect same. 

(B) Since approximately 1974, many of the changes in the 
Revenue Code and, over the past decade increasingly so, have been 
revenue driven. In other words, the real problem is that Congress 
is spending far too much money and has to invent ever more 
complicated ways to raise more money. For instance, take a look at 
the S.S.I. program. Note the provision which allows an immigrant, 
after being here for only five (5) years (it used to be three 
years ) and who has never made a contribution to the system to 
receive S.S.I. payments. This is clearly abusive. Another issue 
to look at concerning Social Security is the fact that when the 
program was enacted, life expectancy in this country was age 62. 
Social Security payments did not kick in until age 65. The current 
program makes no sense from any equitable point of view and the 
only thing that is standing in the way of change is Congress' fear 
of the elderly vote. Congress is underestimating the elderly of 
this country. If properly explained, they would agree to financial 
responsibility and equity in the Social Security system. The Food 
Stamp program should also be scrutinized. The federal government 
is spending $26 billion a year on food stamps. It does not take a 
rocket scientist to realize that this is $2,600 a year for each of 
I'o million families of four individuals. This is 40 million 
people. This number clearly suggests massive fraud — perhaps as 
much as fifty percent of the amount expended. 

As a tax attorney who has specialized in civil and criminal 
tax litigation, I can assure you that the biggest burden on 
American individuals and American business is EMPLOYMENT TAXES . 
Employment taxes do not come out of your pocket after you determine 
whether or not you have a profit. Employment taxes come out of 
your pocket on an on-going basis regardless of whether your 
business is profitable. Rate increases over the last decade have 
made employment taxes even more burdensome. In addition, I have 
seen many businesses go out of business due to a re-characteriza- 
tion of independent contractors as employees. Part of the problem 
here is that federal law concerning the independent contractors/ 
^ployee issue does not take into consideration that when an 
independent contractor is recast as an employee, there are severe, 
collateral economic consequences. They include, but are not 
limited to, a minimum wage and overtime investigation by the Wage 
& Hour Division of the Labor Department; an audit by the Workers' 
Compensation insurance carrier ; and , an audit by the State 
Unemployment Compensation bureau. Hundreds, if not thousands, of 
businesses are being put out of business every year and Congress 
has done absolutely nothing to solve the problem. (Section 530 of 
the Revenue Act of 1978 has not solved the problem. The Internal 
Revenue Service still examines the business; and, the burden of 
proof and resources required to invoke Section 530 of the Revenue 
Act of 1978 are both excessive.) 

2. Before you throw the baby out with the bath water with 
respect to the Internal Revenue Code. Please also consider the 
following points; 

(A) If there is no tax on any interest or dividend; and, 
state and local political entities have to borrow money on par with 
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businesses; the cost of their borrowing will increase dramatically. 
The focus, thus far, on, in essence, eliminating the municipal bond 
market by not taxing all interest and dividends, has been on 
investors. While this is very important, since most of those 
investors are elderly people who have worked very hard to acquire 
the wealth to buy municipal bonds, everyone seems to be ignoring 
the fact that the cost of borrowing money to state and local 
political entities will increase dramatically. This will, 
undoubtedly, result in increased taxes at the state and local 
level . 


(B) When most people buy a house, they examine their 
cash flow, taking into consideration any tax benefit, and make a 
decision on what house they can afford in accordance with same. If 
the mortgage interest deduction is eliminated, many people will 
find themselves in the position of not having sufficient cash flow, 
after taxes, to pay their mortgage. This could result in tens of 
thousands of foreclosures all over the country and the resulting 
personal bankruptcies. (As the passing of the 1986 Internal 
Revenue Code showed, when changes occur too rapidly in the tax 
system, it can result in a financial catastrophe. It has been well 
established that the changes in the Internal Revenue Code with 
respect to real estate significantly contributed to the collapse of 
values in real estate and the resulting savings and loan crisis . ) 

(C) If you eliminate the charitable deduction under 
Section 170 of the Internal Revenue Code, charities will be 
severely impacted. 

(D) Individuals and companies have established 
retirement plans — whether pension plans, IRA's, or other 
varieties. If all interest and dividends are not going to be 
taxed, does this mean that all of the accumulated income inside all 
retirement plans would not be taxed under a proposed change? While 
it is standard "Congress speak" to talk about transition rules, it 
is suggested that the complexities of the transition rules 
necessary to have any sort of equity in this area would be beyond 
human comprehension. 

(E) For individuals subject to the 39.6% marginal tax 
rate , the tax is already a "flat tax . " This is due to the 
limitations on itemized deductions contained in Section 68 of the 
Code and the phasement of deductions for personal exemptions set 
forth in Section 151 of the Code. 

(F) Some businesses operate on a very slim profit 
margin. For instance, assume a business which has gross revenues 
of $100 million. Also assume that the cost of goods sold for the 
business is $99 million. This leaves income, without considering 
other expenses, of $1 million. If there was a "flat tax" of 14%, 
the business would be hit with a $14 million tax bill when it only 
had a profit of $1 million. 

(G) Assume an independent contractor sales person 
receives gross income (gross revenues) of $150,000 per year. Out 
of this amount, the sales person pays all of his or her expenses in 
connection with all of his or her business activity. After paying 
all ordinary and necessary expenses, the sales person is left with 
$65,000 per year. A gross receipts tax of 14% on gross income of 
$150,000 would create a tax of $21,000. $21,000 subtracted from 
$65,000 leaves $44,000. 

3 . There are a number of things wrong with the laws of 
taxation in this country. The main things wrong, however, are not 
being addressed. From my point of view as someone who has been 
involved with civil and criminal tax controversy work since 1977 
and has taught tax litigation and procedure since 1981; and is, 
therefore, someone who has seen most of the glitches in the system, 
they are as follows: 

(A) Congress does not make technical corrections on a 
timely basis. 



932 


(B) Congress changes the tax law too frequently without 
sufficient thought and planning . This results in insufficient time 
for anyone, whether taxpayer or the Internal Revenue Service, to 
absorb the changes and properly plan and/or administer them. This 
also results in more glitches that need more technical corrections 
which Congress does not address. 

Robert E. Panoff, (Current Chair of 
the Tax Section of the Florida Bar 
[ this statement is not in my 
official capacity]; and. Adjunct 
Professor of Tax Litigation and 
Procedure University of Miami School 
of Law Masters in Tax Program.) 
Suite 106 

9400 South Dadeland Boulevard 
Miami, FL 33156 
Telephone: (305) 670-6547 

May 18, 1995 
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June 7, 1995 


Honorable Rep. Bill Archer 
U. S. House of Representatives 
Washington, D. C. 205 10 


Honorable Rep. Archer: 

I picked up Pittsburgh Post Gazette dated today (June 7th, 1995), and read the headline "House 
opens debate on end to income tax". The side box had a quotation "Our challenge is no less than pull the 
current income tax code out its roots and throw it away so it can never grow back". Based on my 
analyses of behaviors of many individuals over more than two decades and a lot of other analyses and 
writings, it struck me that this is a statement by an individual who has a lot of Ego (my idea is better) and 
lives on Jealousy or Hatred of the current tax system. However, I later on found out that it was a statement 
made by you opening the hearings on the current income tax system < 1 was just shocked to read it! 

The current income tax system could have been simple if we had considered that there is a 
need to tax all income at the same rate after some basic deductions and avoided changes to it over 
the past thirty years in form of various kind of "credits and deductions". For example, 

Pennsylvania has a relatively simple income tax system. I bad outlined a simplified system to 
Senator Harris Wofford in a letter dated April 3, 1992 (more than three years ago) - a copy is 
attached herewith - it is similar to the one proposed by Hon. Richard Armey. 

The concept of taxing income is fundamentally more sound than the National Sales Tax or the 
Value Added Tax or any other concept. NST or VAT are MORE difficult to administer In countries 
where the Sales Tax is the major source of revenue, over a period of time people learn to avoid paying 
taxes and slowly create a parallel economy • which leads to a creation of an underground economy. 
Similar thing can happen with the value added tax - where the businesses can keep books in a way where 
they minimize the taxes they pay and the government will need more agents to monitor the accounting 
practices of the "businesses". 

A national sales tax (especially any thing more than 1%) is a VERY bad idea, because it 
will force people to pay taxes whenever they buy some thing even if they are not employed. For 
example, the elderly living on social security will have to pay a tax when they buy something for 
their grandchildren. Further, the "sales tax" will figure in every buying decision leading to a 
r^rain in purchasing decisions every time • and thus leading to "recession" or a constant burden on 
the free economy. There are MANY other drawbacks with the concept of National Sales Tax as well 
as Value Added Taxes. Further, there is no guarantee that the system will NOT grow given the 
politics that is played in State Capitals or in Washington. 

Therefore, the income tax concept is the best among many and there is need for the government 
to collect some taxes to maintain the minimum operations necessary in today's World > we just cannot 
avoid some taxes. 


aa.T<=M. 

Bal Patil 


cc; VniW Uie USA T(x(a/ Wzioi . 

AARP ' 
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April 03» 1992 (follow# up July 17, 1992) 


Honorable Senator Wofford: 

Here Is an Idea which can help a lot of families and large 
sections of our population. There may be extraordinary benefit# to 
productivity of our economy and and the people at large. The thinking 
has been developed long ago, separate letters have been written and 
there Is no reason for Republicans to play politics with It (As far as 
I can tell). Ihe thinking looks at ail the people In this nation as 
OWE HOMOGENOUS GROUP to bg served. 

The peopla who invest money for capital gains do not Invest It 
for TAX attractiveness but to make a lot of money (get higher return 
than the banks or CDs etc. etc.) so they should be more than willing 
to pay AT LEAST 20X In taxes (to pay for the Government Services such 
as protection, defense, free enterprise system, acSnlnlstratlon etc. 
etc. etc. etc.). All we need Is following Items for deductions (Home 
Building and AUTOMOTIVE being primemovers of American Economy) 

Total Income : Includes Wages, Tips, Salaries, Dividends, 

Interest, Capital Gains etc. etc. etc. etc. etc. 


Deductions : 


1. First 20,000 dollars tax exempt ... needed to pay for food, 
clothing, shelter, utilities, shoes, rent car to look for 
job, brush teeth, buy cough medicine etc. etc. 


2 . 

3. 

4. 

5 . 


HOME MORTGAGE INTEREST 
REAL ESTATE TAXES 
IRA FOR INDIVIDUALS 
AUTO INTEREST OR LEASE 


Maximum Limit of 
Maximum Limit of 
$2,000 per adult 
Maximum Limit of 


$ 20,000 
$ 10,000 

$ 6,000 


All the limits to be Indexed for Inflation. THE TAXABLE INCOME will 
be reduced by actual amounts of items (1'f-2+3+4*t-5). The ADJUSTED 
INCOME TO BE TAXED at a rate of 20# (based on Federal Income data 
available to me) and (my calculations) do not show any Increase In 
deficits. 


CHARITABLE DEDUCTIONS are not Included. . .the ability to deduct It 
on a TAX FORM should not be the motivator ... the American people are 
really good at heart and we should encourage GIVING. SHARING etc, as a 
normal moral activity of al 1 people Including the HIGH INCOME people. 

I think such a bill, with absolutely no other complications, will 
simplify the life for many people. 

DO THE THINGS which are good for PEOPLE AT LARGE and all of you In 
Congress and Senate can look forward to getting re-elected (to serve 

•BaTajTVr Patll 
117 Crestwood Drive 
Sarver, Pa. 16055 


Additional Info Available 
Copyrights Reserved 
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Statement of Fortescue W, Hopkins, Director, The Patrick Henry PAC(VA) 


AMENDMENT XXIX 

THE TAX AND SPEND MAGNA CARTA 

Section 1. The sixteenth article of amendment to the Constitution is 
hereby repealed. 

Section 2. The fourth clause of Section 9 of Article 1 of the Constitution is 
hereby repealed and the third clause of Section 2 of Article 1 of the Cons'titution 
is hereby amended by eliminating the language "and direct taxes” contained 
therein. 

Section 3. Except for the words "The Congress shall have Power” the 
first clause of Section 8 of Article I of the Constitution, including all legislation 
enacted pursuant thereto, is, hereby repealed effective as of the beginning of the 
calendar year following the adoption of this amendment and is replaced with the 
following language: 

"Section 8. The Congress shall have Power To Lay an annual non- 
discriminatory, geographically and intrinsically uniform, flat rate income tax on 
the annual net income of all individuals in each of the several States, the 
District of Columbia and all Territories of the United States, only for the purpose 
of providing the revenue necessary to pay all debts heretofore incurred, to pay 
the costs of the Legislative, Executive and Judicial Branches of Government, as 
set forth in Articles I,n, and ID of the Constitution and to carry out the powers 
specifically enumerated in this amendment and now expressly granted to 
Congress in Article 1, Section 8, Clauses 2 to 18, inclusive, of the Constitution, 
subject, however, to the following conditions: 

A. "individuals" are defined to include all citizens of the United States 
and all non-citizens who have been residents of the United States for at least six 
months. 

B. The "annual net income" of an individual is defined to include the 
receipt of anything of value, within one calendar year, from any and all sources, 
whatsoever, without exception, including interest received on obligations of any 
State or municipality therein, less cost(adjusted for annual inflation) or 
expenses related to any value received, less a carryover of any net loss from a 
prior tax year and shall be deemed to include the proportionate share of annual 
loss or the undistributed annual net income of any equity type 
entity(Corporation, Partnership, etc.,) in which an individual has an equity 
interest. For purposes of this amendment, any non equity entity shall be 
deemed an "individual" but, for purposes of computing annual net income shall 
be allowed a deduction for any income distributed in the calendar year. 

C. Tlie term "receipt of anything of value", shall be interpreted as broadly, 
as possible, and shall include, for example, the cost of any benefit to or 
expenditure made for the benefit of any individual, except between husband and 
wife, regardless of the source of such benefit or expenditure; provided, however, 
that the cost of reasonable educational, medical and living expenses provided to 
an individual who is physically disabled or under the age of 22, by a parent or 
grandparent snau not oe deemed a "receipt or anyinmg or value to that 
individual. 

D. The "flat rate income tax", except as above provided, shall not, in the 
slightest degree, be discriminatory or intended to achieve a non-revenue related 
objective, whether or not such objective is otherwise permitted under this 
Constitution and no other exemptions, exclusions, tax credits or non-expense 
related deductions shall be permitted in computing "annual net income” and tax 
due thereon. 

E. Each individual and/or parent or person with custody of a child under 
the age of 18 shall prepare and file on or before April 15 of each calendar year 
with the State , District or Territory of residence a one page income tax return 
disclosing "annual net income" for the preceding calendar year and report and 
pay such income tax as may be due to the Local Commissioner of Revenue or to 
such bank or agency as the State, District or Territory of residence may 
designate. 
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F. The local Commissioner of Revenue of each jurisdiction shall collect, 
determine and, if necessary, litigate any dispute concerning the correct amoimt 
of income tax due in the local civil and common-law court in the vicinity of the 
residence of the individual; provided, however, that no presumption of 
correctness will attach to the Slate’s, District or Territories' determination of 
additional tax due and that the question of what constitutes a correct "annual net 
income" and/or "tax" will be determined as a "matter of fact" and not subject to 
any law or precedent and such individual will be entitled to a jury trial* with 
respect to any such dispute where the amount in controversy is at least $200.00. 

G. Interest at a rate double the Federal discount rate will be payable on 
any late payment of income tax. The penalty for negligent failure to pay tax 
and/or negligent incorrect tax will be an additional 1096 of the tax determined 
to be due. The penalty for willful failure and/or willfully false tax return shall be 
10096 of the tax ultimately determined to be due. On or before Jime 30th of 
each calendar year, each State, District or Territory shall remit to the United 
States Treasury all interest and income taxes collected ; but shall retain all 
penalties for its own use. 

I. On or before April 1 of each calendar year , the US Supreme Court shall 
establish the "flat rate” of this tax on individual annual net income in 
accordance with the following formula: 

R = (X+Y) x lOQ/Z = 96 

WHERE: 

X = Prior Calendar year's total Federal Expenditures. 

Y = Ten Percent (1096) of the Total Federal Debt as 
of 12/31/ of the prior calendar year. 

Z = Prior Calendar year's total Federal Income Tax 
(Which for the first year, after the adoption of 
this amendment , will be an estimated amount)." 

J. The Federal Government may maintain an agency to monitor the 
performance of the various States in the collection and the determination of 
this tax and if not satisfied with the performance of a certain State, it may file 
suit in the Federal courts to mandate a more reasonable comphance with this 
amendment and ask for an appropriate sanction for the failure of any State to 
reasonably comply with its responsibilities under this amendment." 

CONCLUSION 

As a separate amendment, it would also be appropriate to propose an 
additional amendment, as follows: 

”No State shall have the power to impose any form of Tax, Impost^ Duty 
or Excise, except for a local non-discriminatory property tax and except 
for a Pat rate Individual income tax on ”indiyldual net income” as 
provided for the United States of America,” 

As you can see it is proposed to eliminate all Excise taxes(Federal & State), 
the reason being: (1) Indirect Excise Taxes do not promote Individual 
Polttical ResponsOrility and amount to a blank check which the politician uses 
to buy votes with and (2) Unfairly exacts from lower income persons a higher 
percentage of tax relative to income than from persons with higher incomes.. 

Also, all Federal duties and imposts are eliminated for the reason that an 
import duty to protect a farm or manufactured product, etc. Is, in effect, an 
indirect tax on citizens that might otherwise pay less for a certain product. 

Also, aU Trade should be -TREE TRADE OR NO 17fAP£". There is no 
valid reason why we should not inform the rest of the world of this condition for 
trade with the largest and richest free trading area in the world, America. Again 
import duties do not promote ^ INDIVIDUAL POLITICAL RESPnNSTRnJTY” 

which is the indispensable ”KEir to ”INDIVIDUAl ECONOMIC 

oppoRTUNmr. 

As you will have noticed, this proposed amendment to Section 8, 
eliminates completely the General welfare clause which, of course, has been 
improperly construed by the Supreme Court to give Congress an unlimited 
power to spend, mandate and control. 
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Tins amendment prohibits Social Security Taxes, which, if not, in fact, an 
unconstitutional discriminatory income tax, forces a person to contribute to an 
insur^ce program, where he may receive nothing if he dies eariy, clearly jn 
violation of the "taking" clause of the Sth Amendment. 

Also, this amendment eliminates corporate income taxes, but, Instead, 
taxes the individuai equity holder. Corporations do not pay taxes and do not 
vote. Only individuals do, so why tax corporations? 

A completely non-discriminatory flat tax , without exclusions or 
exemptions is certainly equal and, most certainly, is what the framers of our 
Constitution intended when they used the word Our greatest 

Supreme Court Justice was Stephen Fiehi, who, with reference to a "$4000.00 
exclusion from Income tax said in Pollock v. Farmers Loan ami Trust 

c&ams): 

"Here I dose my opinion. I could not say less in view of questions of sudi 
gravity that go down to the very foundation of the Government. If the 
provisions of the constitution can be set aside by an act of congress, 
where is the course of usurpation to end? The present assault upon 
catmal is but the beii^nnina. It wiU be but the st^irm -stone to others, 
larger and more sweeping, tiU tmr politkml contests mil become a war 
of the poor agaln^ the ri^-a war con^antly growing in intensity and 
bitterness, the cam saiwtkfm the power ^ discriminating twmtion 
gBdjmlliBes.the wsll^rmttyjnani^ate of the^nsmi^ said bv one 
wM JsasJn^n a student all his Me of our instituttons. wiU surely 

mmik the_h^r when the mite deca^kmx of our present government will 

commence^ . If the purely arbitrary limitation of four thousand dollars 
in the present law can be su^ined, none havh^ less than that amount 
of income being assessed or taxed for sufn^ort of the government, the 
limitation of pdure congresses, may be fbid at a much larger sum, at 
five or twenty thousand dollars. ^ parties possessing an Income of that 
amount alone being bound to bear the burdens government;” 

The last few seat^ccs of Walter K. TuUer’s great book: "THE TAXING 
POWm/STATE INCOMB TAXES^aBag^m & Co. 1937) bears repeating: 

”IF TOE COURTS PERMIT THOSE IN CONTROL Of THE 
EXECUTIVE ANOIEGISIA7IVE BRANCHES OF GOVERNMENT TO 
TAX WITHOUT DUE REGARD TO CONSTITUTIONAl 
LBOrATIONS, PARTICULARLY TO IMPOSE DISCmmATORY 
TAXES, CmSimmONAL UBERTY IS DEAD. miATEVm FOIDdS 
MAY SURVIVE. THE Govmmmrr hhx _ .m fact, 
ABSOLUTE, HERE IMS OUR greatest AND MOST nmmiATE 

danger jm romos^ toward that shore, 

THE ONLY HOPE IMS IN REVTTAUZJNG THE OATH, SOIEMNLY 
TAKEN BY EVERY JUDGE OF EVERY COURT, TO MAINTAIN AND 
DEFEND THE CONSTTIVTION OF THE UNITED STATES,^ 

It is divious to the tmders^ed that, as of 1995, the 'Tide fins set" and 
that the most Important question remains: WILL DICK ARMEY, BILL ARCHER 
OR ANYONE ELSE BE ABLE TO EXPLAIN TO TOE AfeOTICAN PEOPLE THE 
PROBLEM WITH AND SOLUTION TO *DBCRIMmATORY TAXATION” 7 

When you read Henry Mayer’s biography of Patrick Henry, ”A SON OF 
THl/WDERKUniversity Press of Virginia), it becomes quite clear that it was 
mostly the common people who backed the resistance to the Crown, and not the 
land^ ""aristotTtns” who preferred the ‘^status guo”. 

The •COLLECTTVIZ4TTON'' of America will continue unabated unless all 
"AMERICANS” are informed of and understmid the dangers of the ever 
increasing power of the centralized government and are willing to act to compel 
State Legislators to curtail this power by the only possible means: 
'CONSTITUTIONAL AMENDMEISTTS", proposed and passed by the States, The 
recent "WBIiamsburg Resolves” suggests that many State Governors are willing 
to take sudi action and to advise the American people. Lets support them. 

The foregoing proposed amendment will be resisted as to comply and 
that "J£EDiSTM8imOiV AND THE WELFARE STATE” should not be so hastily 
and completely eliminated. As a b^^nning, at least, the American people should 
act now to compel the foDowing amendment: 
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thK TAX MAGN A CARTA mpoST 

”THE CONGRESS I^bJtHE SUGHTEST 

IS, OTHERWISE, PERMITTED UNDER THIS CONSTITUIIUN. 


1 li is noted that the elimination of the Jury trial with respect to "Stamp Taxes" prompted the VA House ofBurgcsses 
to approve of Patrick Henry's "Stamp Tax ResoJutioos" which led to inci^iasinf; resistance to the Crown and, 
ultimately, to the Revolutionary War. 

2 The appropriate sanction suggested by Patrick Henry for the non-performance of a Stale m coUectuig such taxes would be 
for the Federal Government to then take over the collection duties. 

^ It is noted that without repealing social security taxes and federal excise taxes, Dick Anneys ""VFRHEEX^M AND 
FAIRNESS RESTORATION ACT would exclude $5300.00 for dependents and $26,200.00 for married filing joinUy for 
Wages, Salary and Pensions. Is there any doubt whether the " sure decadence" of our present government has arrived? 

■* To the same clToct, see Sialcn«;nls of Fortcscuc W. Hopkins , Hearings on "TAX REFORM AND DEFICIT 
REDUCTION, Sept. 1984, Serial 98-97, Pages 575-579 and Hearings on "COMPREHENSIVE TAX REFORM", 

July 31, 1985. RECORD SUBMISSIONS. Part 9 of 9, Serial 99-49, at pages 8613-8620. There was no response to 
these Statements. However, this time may be dilTcrcnl if THE PATRICK HENRY PAC persuades all Slate Legislators 
to read the "TAX AND SPEND MAGNA CARTA" and propose a Constitutional Amendment to that effect. 
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Mr, Chairman and members of the Committee: 

My name is Daniel J. Pilla. I am a tax litigation consultant from 
St. Paul, Minnesota, I have been in the business of defending 
taxpayers against IRS actions for some 20 years. My work focuses 
on the areas of IRS abuse prevention and cure, taxpayers' rights 
issues and problems resolution. I have written a total of eight 
(8) IRS defense self-help books and hundreds of articles and 
special reports on the issue. Additionally, I edit two 
nationally circulated newsletters. My writings have been featured 
in Money Magazine, Tribute Magazine, Reason Magazine, Family 
Circle Magazine, The Freeman Magazine, and dozens of other 
financial newsletters and publications. 

I am CO- founder and executive director of the Tax Freedom 
Institute (TFI) . TFI is a national association of tax 
professionals who defend citizens against IRS abuse. The 
organization consists of prominent attorneys, accountants and 
enrolled agents. 

This statement is submitted on behalf of myself in my individual 
capacity, on behalf of the Tax Freedom Institute, and on behalf 
of every American business and individual taxpayer. 

In the span of my career, I have seen every kind of tax case you 
can imagine, and many cases you could not imagine. My experience 
with the IRS has brought me to the conclusion that our current 
income tax system, which is dependent upon the IRS for 
enforcement, is the worst possible way to administer a tax 
system. 

My experiences with the IRS reveal that the agency regularly uses 
tactics of bluff and intimidation, misinformation and 
disinformation, and in many cases, outright lies to citizens 
concerning taxpayers' rights and the limitations of the agency. 
Through my work, I see a continuing parade of glaring examples 
where IRS revenue agents and revenue officers boldly lie to 
citizens, refuse to explain taxpayers' rights, and twist the tax 
law and regulations solely for the purpose of collecting more 
money. 

Unfortunately, many citizens are ignorant of their rights, and of 
the agency's limitations. As a result, they end up faced with 
tremendous assessments of tax, interest and penalties against 
them which too often, are simply wrong. 

Through the years, we have seen an explosion of penalty 
assessments and computer generated notices. At the same time, we 
have seen a decline in the quality of IRS performance, both in 
the areas of taxpayers assistance and audit results. 

These claims, and others, are fully documented in a report I 
wrote for the Cato Institute, entitled. Why You Can't Trust the 
IRS. Policy Analysis No. 222, April 15, 1995 (Cato Institute - 
202-842-0200) . The report examines several areas of tax law 
administration with a view toward answering the question whether 
or not the IRS performs its various tasks properly. 

The findings may be summarized as follows: 

1. The quality of IRS' taxpayer assistance toll-free help service 
has been steadily declining. While it is true the accuracy of its 
answers has increased over the years, taxpayers have a steadily 
declining capacity to get assistance. Whereas, in the 1993 filing 
season, taxpayers had a 1 in 3 chance of getting their questions 
answered by the IRS, in 1994, their chances fell to 1 in 4. In 
February of 1995, the GAO reported that the accessibility of the 
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system fell to the deplorable level of just 13 percent. See, IRS* 
Fiscal Year 1996 Budget Request and the 1995 Filing Season, 
GAO/T'GGD-95-97, page 4, 

2. Evidence reveals the IRS has increased computer generated 
notices by 1300 percent over the period from 1988 to 1991. 
Computer notices account for billions of dollars annually in 
adjustments to taxpayers' accounts. For example, in 1993, the IRS 
mailed a total of 60 million notices to taxpayers, making 
adjustments totaling some $192 billion. However, the fact is that 
numerous GAO studies show that IRS notices are wrong about half 
the time. In 1988, the GAO first released a report showing an 
error rate of 48 percent. Subsequent examinations have been 
conducted nearly every year since. While the lES is plainly aware 
of this fact, it has done virtually nothing to correct the 
problem. Thus, the agency continues to make unwarranted demands 
for billions in revenue from millions of citizens every year. 

At the same time, the notices themselves are woefully inadequate 
to communicate what it is the IRS is seeking. In a December, 1994 
report, the GAO examined IRS notices, not from an accuracy 
standpoint, but merely from an understandibility standpoint. GAO 
found that 31 of the most common 47 notices used by IRS — 66 
percent — used language that was unclear, used inconsistent 
terminology, contained an illogical presentation of ideas, and 
provided insufficient information and guidance to the taxpayer. 
See, IRS Notices Can be Improved^ GAO/GGD-95-6, page 8, 

3. The IRS consistently makes improper penalty assessments on a 
wholesale level, amounting to billions in assessments which are 
not legitimately due. In 1980, the IRS assessed a total of 19.6 
million penalties against individuals and businesses. After a 
decade-long process of tax simplification, one would think 
penalty assessments would have declined. However, by 1987, the 
year following massive tax reform, assessments rose to 27 million 
penalties, and by 1993, 32.97 million penalties were assessed 
against individuals and businesses. 

The evidence indicates that such penalties are simply wrong 
anywhere between 40 and 50 percent of the time. The IRS' data on 
penalty cancellation reveals this truth. Yet, because the IRS 
disseminates incorrect and incomplete information on the penalty 
cancellation process, many citizens do not attempt to undertake 
the cancellation process. They wind up paying penalties and 
interest which they simply do not owe. 

4, The IRS is consistently incorrect with the results of the 
face-to-face audits it performs. About one to two percent of all 
tax returns filed undergo face-to-face examination. The average 
audit results in an additional tax and penalty assessment of 
about $5,000. This number doubles after IRS adds penalties. 
However, the data shows these audits are incorrect about 50 
percent of the time. In fact, a GAO report on the tax burden, 
released on December 9, 1994, showed that one of the major 
problems businesses face in dealing with the IRS is the fact that 
IRS tax auditors lack sufficient knowledge of the tax code to do 
an accurate or effective job in tax law administration. See, Tax 
Cowpliance Burden Faced by Business Taxpayers, GAO/T-GGD-95-42, 
page 3 . 

5, The IRS' periodic Customer Satisfaction Survey shows that the 
public's perception of IRS performance is steadily dropping. The 
survey shows declining confidence in the agency's ability to 
administer the tax law correctly, answer taxpayer questions 
accurately, maintain high standards of integrity, keep taxpayer 
information confidential, and be courteous to taxpayers. The 
public's composite assessment of IRS' conduct dropped from 6.42 
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in 1992, to just 5.88 in 1993. This is to say, 41.2 percent of 
the time, the public feels it was wronged, cheated or otherwise 
inadequately served by the IRS. 

6. The IRS has announced plans laying the ground work for a 
highly invasive, broad based information gathering program which 
smacks of Big Brotherism like nothing else. On December 20, 1994, 
the agency announced plans to introduce a system of recordkeeping 
that would give it access to every public and private data base 
in the nation. 

In addition, an incredibly invasive audit program has just 
recently been announced. The program is the District Office 
Research and Analysis Program (DORA) . IRS has termed this the 
"life-style audit." Under this audit, IRS will not be interested 
in the entries on your tax return. Rather, it will examine your 
life-style in hopes of ascertaining whether your life-style is 
consistent with the income claimed in your return. Included on 
the list of items to be reviewed are: your home, furniture, 
fixtures, clothing, jewelry, toys, recreational vehicles, trips 
and vacations, weddings of your children, business licenses you 
hold, all real estate holdings, use of credit, and on and on. 

Amazingly, these life-style audits are to be conducted by the 
same tax auditors who have little understanding of the tax code 
and are mistaken in their audit results half the time. 

7. The data shows the IRS regularly and systematically submits 
incorrect information to Congress concerning the effectiveness of 
its enforcement programs. While the IRS continues to request of 
Congress more money, equipment and manpower, it simultaneously 
fails or refuses to provide accurate reports to Congress on the 
impact these enforcement programs have on revenue collection. 

At the heart of this problem is the $23 billion Tax Systems 
Modernization program (TSM) which IRS has been engaged in for the 
last five years. IRS' financial reports to Congress have been so 
deficient with regard to this program, the GAO recently placed 
TSM on its list of "high risk" government programs. See, IRS' 
Fiscal Year 1996 Budget Request and the 1995 Filing Season, 
GAO/T-GGD-95-97, pages 8 and 9. 

8. As if all this is not sufficient cause for one to question the 
continued existence of the IRS and the income system, the GAO' s 
two audits of the IRS' own financial statements show the agency 
itself cannot do what it asks every taxpayer to do. The evidence 
shows that the IRS is unable to account for 64 percent of its 
operating budget, significantly overstated its accounts 
receivables ledger, and falsified significant records of its 
accounting activities. While the IRS has made repeated promises 
and assurances that it will correct the problem, the GAO recently 
noted it continues to have no confidence in IRS' financial 
statements, because they still are not "accurate, reliable or 
consistent." See, Tax Compliance Initiatives and Delinquent 
Taxes, GAO/T-GGD-95-74, February 1, 1995. 

In Conclusion, I submit that a tax system consisting of 17,000 
pages of law and regulation nobody understands is not suitable 
for a free society. Similarly, a federal agency which cannot 
adequately maintain its own accounting ledgers is poorly suited 
to police individual and business taxpayers. 

The tax system of a free society must necessarily release the 
American people from the burdens of compliance and the hassle of 
dealing with an error-prone enforcement agency. Tax law 
enforcement is too important for anything less. The potential for 
enforcement abuse is too great to allow a government agency to 
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continue to wield the power of the IRS, given its lack of 
accountability and incapacity to manage its own affairs. 

I therefore submit that we must eliminate the income tax system 
and the agency which administers it. I submit the only reasonable 
replacement to the system we now have is a national retail sales 
tax. By no means should such a tax be enacted in addition to any 
of the taxes we now have. Rather, it should replace all current 
income and payroll tax levies. I support a national retail sales 
tax because in my opinion, it serves both the government's need 
to raise revenue to support its legitimate functions, while at 
the same time, presents the least amount of personal invasion and 
economic distortion of any other form of taxation. 

Most importantly, the national sales tax could eliminate the IRS, 
and with that, we could eliminate the hassle, anxiety, cost and 
in some cases, outright tragedy of dealing with an error-prone 
government agency which literally wields the power of financial 
life and death over every citizen. 
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San Clemente, California 
June 3, 1995 


House of Representat ives 
Ways and Means Committee 
Washington, O.C. 20515 

To: Members of the Committee 


Your committee will be holding hearings on tax matters 
in the very near future . 1 wish to offer this letter as my 

contribution to your deliberations. 

The Federal income tax should be abolished because it is 
both unfair and incomprehensible . There is no way to ‘‘fine 
tune“ this tax to make it equitable and a flat rate tax has 
many of the same objections in that it would continue to allow 
the Internal Revenue Service to oversee its administration and 
collection . The present income tax is unacceptable because : 

1 . Both payroll and estimated taxes paid quarterly 
deprive the taxpayer of his right to use his 
money as he sees fit during the year before 
taxes are actually due. 

2 . After income has been taxed the remainder continues 
to be taxed. Some of these taxes are; Property, 
sales , gas , utility, etc. etc. 

A National Sales Tax would probably be the fairest method 
of taxation consideration is first given to the fact that 
in almost all states a sales tax is already imposed . In Calif- 
ornia we pay over seven per cent sales tax and are facing an 
election this month to raise the sales tax an additional 
one-half per cent in Orange County. 

A National Sales Tax should be low and taxpayers should 
have assurance that once imposed it would not be raised arbitr- 
arily except in cases that are clearly spelled out and cannot be 
“ interpreted “ to mean something not originally intended . 

May success crown your efforts in a total revision of the 
onerous tax situation. 

Sinc^e^ , 

Glori^ M. Portner 
129 Avenida San Dimas f i 

San Clemente, CA. 92672 U 
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5/31/95 


Klchael Post 
6091 Barbados Ave. 
Cypress, Ca. 90630 
(714)897-0018 


Honorable Bill Archer 

Chairman, House Ways \ Means Committee 
House Of Representatives 
Washington D,C. 


Dear Sir: 

1 am writing to urge you to adopt a Flat Tax. 1 believe a Consumption 
Tax will too easily lend itseli to being hiked in the future (not unlike the 
sales taxes in many staes, or the gasoline tax), and may have other unintended 
and undesirable negative effects on our economy. 1 l>elieve a Plat Tax, paid 
montHy/ or quarterly, by citizens will be the most effective Instrument for 
ensuring an efficient and fiscally responsible government. By overhauling 
the current horrendous tax system], including eliminating the tax on Interest 
derived from one's savings and Investments, and having all of us pay the 
same tax rate, you would spark a boom in the savings rate,^the economy, 
and the spirit of this nation. 

I greatly appreciate your taking my views into consideration as you 
commence with your desperately needed reform of our current tax system. I 
also want you to know how much I admire your articulation, leadership and 
courage in undertaking this Great Work of dismantling the IRS, and enacting 
a tax that is simple and fair to all, and which encourages the prosperity 
of the citizens of this country, rather than one which robs us of any hope 
of prosperity. May God Bless You in this Work! 

Sincerely, 



Michael Post 


P.S. : 


1 would appreciate your circulating a copy of this letter to each of 
the members of your Tax Sub-Committee. (6 Copies attached.) 



Peter W. Powell 
3315 Grand Prix Dr. 
Sebring, FL 33872 


May 25. 1995 


Dear Sir, 

I am happy to hear that someone in the 
government wants to hear and will actually listen to 
want the governed have to say. In reference to taxes , 

I think like most people who I come into contact with. 
Taxes give government an excuse to take 60^ of my hard 
earned money and blow it on something anyone with an 
I.Q. of 75 wouldn't even consider worthwhile. 

I am really not interested in any flat 
tax, I would still be paying more than I should have 
to pay. With no deductions I would end up paying as 
much or more than I pay now. The wealthy would still 
be getting all the break, so would the leisurely poor. 

I would like to see a tax that everyone 
pays the same. It is my belief that the 1 % tax that I 
have heard and read about would be the way to go. 

If I have to be taxed, why not tax what I spend, not 
what I make. Everybody would pay the same, there will 
be no exemptions or exceptions , that is what makes this 
fair tax system. 

It would also raise far more money than 
the present system does. It has been estimated that at 
least 400 trillion dollars changes hands in the course 
of one year. 1% of this amount is almost double or present 
budget. Under the old system the consumer paid the bulk of 
all sales tax, but under 1% tax everytime a transaction is 
made 1% tax is paid. This is the only tax that is not only 
fair to all, but would raise the money for all those pork 
projects that Washington is so fond of. 

Lastly, it would rid the American people of 
the I.R.S. Maybe with the I.R.S. out of the way congress 
would undertake the job they were sent there to do. Like 
protecting the CONSTITUTION. 


Sincerely, 


Peter W. Powell 
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703 Sutter Street 
FolBOin, CA 95630 

June 8, 1995 


Chief of Staff 

House Ways and Means Committee 
1102 Lonpworth House office Building 
Washington DC 20515 

Mr* Moseley 

An writing concerning the discussion on the Income tax reform 
hearings conducted by Congressman Archer^ and am following 
instructions given by Mike Reagan from the Mike Reagan talk- ' 
show In order to have my views registered before **une 22. 

This Includes 6 copl^aw 

Fist I start with the premise that we shouldn't have a federal 
Income tax at all* There are Constitutional questions about 
tnat and from what I understand. Congressman Archer would like 
to repeal the 16th Amendment. I can go for that* 

But, since we're going to have an Income tax whether we want one or 
not, I wish to state my views on which one we should have* 

I like Congressman Armey's plan-a flat tax of around 17% with 
no federal tax below an Income level of 36,000 dol^arp or some- 
thing like that* I would make only one revision to that* 
lower the Income limit ^o 30,000 dollars and the Income tax rate 
to a flat lji%m I haven t run the numbers of course, but I think 
the government could get plenty of revenue with a 135^ flat tax* 

This due to the multiplication effect once one gets past 10%^ 

The multiplication effect Is faster after the first multiple of 10* 
That's why banka never give Interest rates past that number, and 
charge Interest as high as they can on their loans*,, more money 1 
Slinplel 

Don't get Involved In that consumption tax* I know a lot of 
people around here like It, Moat I've heard on the talk-show- 
circuit who like It are liberals* I often wondered why* I 
think I've figured It out. They think a lot of underground money 
will get taxed that way. And It's the liberal way to want to 
screw everybody* But It's a plan frought with danger, and It 
will generate# more paperwork than anyone ever thought about, 
because they keep argueing that It will have to be fine-tuned* 

Any time you talk about fine-tuning^ something akin to a paper-work 
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jungla emerf^ee. 

Secondly^ a lot of people think that will do away with the 
IKS. Well, the IRS will bo with us always, no matter which 
plan Is adopted. But If we can defang the gestapo like tactics 
of the IRS and put It back Into its proper role-that Is, simply 
to bo numbers crunchers, then we*ll have accomplished some- 
ting. The flat tax accomplishes that Just as well. 

Thirdly, I've always maintained that you want to keep the 
tax system away from the consumption side of the economy and 
place It on the money made, not on production. You get into 
a consumption tax and it would very easily fall over Into a 
value-added tax. That's what they have In Europe. That's 
why It's so expensive to live In Europe. It burdens business 
by making them tax-collectors for the government more so than 
they already are, and that would be adrag on the economy. In 
addition, such a tax would be a small disaster for us on foreitrn 
markets. If you think we can't compete globally now, Just wait 
until the consumption tax takes effect. 

Lastly, the consumption tax Is less equitable on a state-to-state 
basis. For instance, we out here In California have the hlerhest 
rated tax system In the country, with a sales tax of 7.5^. 
Counties add on their jC's and we have an overall average rate of 
7 . 75 ^ sales tax. Add a I 65 C national sales tax to that and you 
have 23*5^ sales tax plus 11^ state income tax, et-al, you get 
the point. While Just to the north, Oregon has no sales tax. 
There would be massive dislocations In buying patters, probably 
driving many businesses into bankruptcy. 

Addendum! No matter what plan Is devised, the federal Insurance 
system must be reformed along with it. I'm Including a pay stub 
from my last check. If you'll notice, I had no federal tax 
wltheld. But over 65 dollars taken out In federal and state 
insurance programs premiums. That's on one partlme check. 77"^ 
dollars total. Something's got to be done about that. 

Thar^ks for Including my letter 


James a Rhodes 
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Gary aod Janette Roulston 


June 16, 1995 

Honorable Bill Archer, Chairman 

Ways & Means Commitee 

U.S. House of Representatives 

Longworth House Office Building, Room 1102 

Washington, D.C. 205 1 5 

Dear Representative Archer: 

1 am wnting in regards to the debate to change the tax system of the United States of America. 

My name is Gary L. Roulston and my wife and I reside at 7803 -B Jefferson Place Blvd., Baton Rouge, LA 70809. 1 am a 
48 year old decorated Vietnam veteran who loves his country and understands the duties and responsibilities of an American 
citizen. 


i acknowledge the need to financially support the operation of my Government, according to Article XVI "to collect 
taxes on my income" so it may carry out its functions according to the Constitution of the United States. We must protect our 
shores and provide necessary infrastructure for daily fimetions. But the time has come to say to my government " STOP! You 
have exceeded the amounts due you and your actions have now become abusive and oppressive!". On April 1 7, 1995, the 
Federal Government, by the authority of the present tax laws, demanded 1/3 of my income. Combined with my state and 
local taxes, our government obligation was 50% of our yearly income. If Thomas Jefferson were alive today, he would swear 
that King George was again on his throne. Jefferson complained that the King had "erected a multitude of new offices and 
sent hither swarms of officers to harass our people and to eat out our substance". Similar harassment exists today through 
the current tax system, a system so complicated that even tax professionals don't understand it. 

The amount of (axes that Americans are compelled to pay is outrageous and must be changed! The Bible tells me that I 
owe God 1 0% of what we earn to support his bidding. Why docs my government demand more of me than Almighty God? I 
will tell you why. To perpetuate the "fairness doctrine of the liberal agenda, " i.e., to support the existance and expansion of 
the welfare state and to continue its "liberal blitzkrieg " of war on the classes. This is a contemptuous attempt to level the 
playing field as it sees it. It is wrong. 

I want to applaud you and the many representatives and senators, regardless of party, that have brought this matter to the 
forefront. It is long overdue. 1 feel that for the first time in my life, real fairness in taxation of the citizeruy is being seriously 
discussed. I welcome an opportunity to comment on the consideration of a new tax system and particularly (he fiat tax. 

Of the two types of tax presently being discussed, 1 feel a flat tax would be preferable to the consumption tax. 1 especially 
like the flat tax plan of Representative Armey. My choice is predicated on two things. First, the flat tax is fair and simple. 

The very poor who make nothing would owe nothing. Working Americans would pay only 1 7% on what they make over (he 
basic exempt amount. The playing field would really be level. Second, the flat tax would not necessitate the repealing of the 
XVI amendment. If a consumption tax were enacted, I feel a repealment would be necessary to avoid the possibility of a 
double taxation set in motion by future politicians. I know they would try to find a way to do it. I also believe a consumption 
tax could require intensive record keeping. 

Thank you for your attention to my letter. You may enter this correspondence into the Congressioital Record as a lettn* of 
support for your action on behalf of me and my family. May God grant our representatives and senators the wisdom of 
Solomon in addressing this and all matters of the people. God bless America and God bless you. 


f: 


inccrely. 


/Gary L. Iwutston 


7803-B Jeffenon Place Blvd, ■ Baton Rouge, LA 70809 • (504) 925-5366 
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DAVID SACHS 
MSS AVCNUC or THE AMCI1ICA8 
NEW YORK, NEW YORK 10036 


May 26,1995 


Mr* Phillip D, Moseley, Chief of Staff 
Committee on Ways and Means 
U. S. House of Representatives 
1102 Longworth House Office Building 
Washington, DC 20515 


Dear Mr* Moseley; 


In connection vlth the hearings on tax reform scheduled 
for June 6 to 8, 1995, I am submitting for the record of the 
hearings a copy of my article on that subject recently 
published in Tax Notes (vol. 66, no. 6, Feb. 6, 1995). 

Brief summaries of my qualifications and my proposals are 
set forth in the box at the beginning of the article. 

I should point out that my proposals would vastly 
simplify the collection of Income taxes from both 
individuals and businesses, while relying on concepts most 
of which are not novel. Most individuals would be freed 
from having to deal vlth the IRS at all, and would pay 
substantially reduced tax rates, the bulk of which, however, 
could be graduated if desired. Based on data published by 
the Bureau of Economic Analysis, personal income tax 
revenues could be maintained at current lav levels, even 
without taking into account the major savings in tax 
compliance costs for both government and taxpayers. (See 
example at end of page 667.) 

This is the kind of non-gimmicky tax reform that 
individuals and businesses have been waiting for and voting 
for, and that they deserve to get. 


Sincerely yours. 


Enel : 6 copies 
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the most acute prpblep^ areas, suc^ as per^ties* and 
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areas, current law, while far mm per^t,ia rdUitively 
well-known and adequate. 'nu;re is Itttfedqubt that any 
revision of.Subchapter C or integration )vjU ii^troduce 
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’£.g., Paul, ‘lamplifkatlon of Pedmal Tjix Laws,* 29Csnidf 
L Q. 285 (1944): Surrey, “Coniptexlty and the tnterusf Reve- 
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Lam Contemp. Prafo. 673 (1969); HtCket ^Tlx Reform and 
Tax StmpUficatkm,' 29’il. Mimfri L Rea 1 (1974): 
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viewed as mi ux y i noe uu ), sporaoicdby the Section of Tkxa- 
tion of the ABA Mul the Tax Divlatea of the AtCMamfoiwacy^ 
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current and former fovemment edticials, oconomifta, tax 
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of approximately 185 *oonferces.* See AlCPA/ABA, Prsceol- 
iafs if the ImiUtienet Cmferena an Rnfuefim of In ce me Tu 
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n<-l thio^ fl<C-12 (1990). No tax law changes (csulted 
from this oonterenon 
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Budget ReconciUatiofi Act of 1989 (Pub. I,. No. 101-239) 
revamped the complex and sometiaMa cordlkting dyR penal- 
ty provisions. ' ^ 

^.Y. State Bar Aaa'n, Special Comm. on'Pension 
Simplification, *A Prooeaa Awry: A CaU for SmpUfieation 
and Rationalization cd the Fedim Itenteon Laws,* 8 'Am. /. 
TJur M> 75 (1999). 
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greater complexity, at leaat in the sense of requiring 
application of many new concepts. 

At the risk of oversimplifying the causes of the 
seemingly inexorable trend toward cranplexity, it is 
sugra^ted.1^ tjfys4rend ts i^ttribittablQ ^ a convenient 
syrmeals m ^'pragn^ttk VwWi^ constintiy Increas- 
ing thaotcflcal doctrine that 

ih^pwpose of the inooffie tax is to lax ‘'correct’' eco- 
noi^c inootiie and the cdrollaiy notion that ‘'correct" 
economic income is susceptible of statutory definition 
if one tries hard enough,’ As long as these two factors 
continue to control tiie structiire of tiie income tax law, 
complexity will continue to be unavoidable, all good 
intentions to the ctmtrary notwithstanding. And since 
there is no realistic pdssl^ly tiiat the need for increas- 
ing revenne will dissipate, it is t^ that "cor- 

rect" economic income mi,ist be taxi^ that must be 
modified to achieve real simpUficaticm. It is submitted 
that the purpose pf the income tax today should not be 
to tax "correct" income, but rather to allocate in a rela- 
tivefy simple and reasonahly fair marmer part of the 
costs of government among the persons and entities 
that the govemmoit benefits. If one can accept this 
proppsiti 9 n, it follows that it should not matter 
whether all items of income are precisely determined 
and taxed, provided that the overall tax allocation is 
reasonable and as simple as practicable, though per- 
haps not perfect. 

II. The Armey Flat Tax Proposal 

On June 16, 1994, Rep. Richard Armey, R-Texas, 
introduced H.R. 45^, ‘ the "Freedom and Fairness 
Restoration Act of 19W.* The bill provides for both 
income tax simplification and severe spending 
restraints on the federal government. 

The tax portion of the bill is indeed simple.’ For 
individuals, it provides for taxation only of earned in- 
come (retaining the ciurent exclusion of foreign earned 
income) at the rate of 20 percent for the first two years 
and 17 percent thmafter. There are standard deduc- 
tions ranging from $12,350 for separate filers to $24,700 
for joint returns. Dependents qualify for $5,000 deduc- 
tions. These deductions are indexed for Irtflation. Witi>- 
holding taxes on wages are repealed. Armey visualizes 
a postcard-sized individual income tax return. 

For businesses (regardless of form of organization), 
there is imposed a ,tax on the business at the same 
20-percent rate, reducing to 17 percent after two years. 
The tax base is gross income, excluding investment 
income, less three deductions: business inputs, com- 


*For brief discussions of the impact on tax legislation of the 
so-called Haig-Simons economists' detinition of income, see 
Hickman. Comment on "The Role of the Treasury Department 
in Reducing Tax Complexity," Proceedings, 1-E-l, I-E-3; Mc- 
Lure, "The Budget Proccas and Tax Simplii^tion/ Complica- 
tion," ui. 1-A-1,1-A-12 throi^ I-A-IS. 

M03d Cong., 2d Sees. (1994). 

The tax portion of the bill occupies only about 6 of its 50 
pages; the remaining 44 pages deal with the spending 
restraints. The btter provisions art outside the scope of this 
commentary. 


penaatioii of empj^ees and costs of lahgible personal 
and real p wpe r fy vusineas inputs are defined as costs 
of goodsi, sen1tr&, and materials determined on a cash 
accoutitbvg basis (disregarding invotti^les) and travel 
and entertainment expenses. If deductieos exceed in- 
come, dte excegs, iskcreased by an interest rate factor 
equal to the yeaned threc-mcmth Treasury Bill rate, 
may be carrM over to the succeeding year. 

Since 1994 was a m^or congressional election year, 
the Anuey pn^>asaL put forth by the chair of the House 
Republican Conference, inevitably became caught up 
in the intense pre-election politick battles. Conserva- 
tive commentators lauded the flat-tax proposal;’ 
Democrats condemned it, referring only to the in- 
dividual income tax portion. The business tax proposal 
was virtually ignor^, presumably because it was not 
of relevance to the average voter. 

Supporters of the Armey bill contended that it 
would promote saving, capital investment, and em- 
ploymait. The principal substantive criticisms of the 
individual income tax portion of the bill were that it 
would produce too great a reduction in revenue and 
too much benefit fot higher-income individuals, espe- 
cially th^ "coupon clippers." Putting partisan con- 
siderations aside, there is still some merit in these ob- 
jections. They are addressed and remedied in the 
pn^osals presented below. 

The principal vice of the Armey business tax pro- 
posal is that it retains, though in a changed format, the 
current requirement that busiiwsses compute taxable 
income under a different regime from what tiiey use 
for normal accounting purposes. It exacerbates this 
problem by establishing a new set of taxable-income- 
determining definitions titat, no doubt, will lead to 
years of litigation over their application to the myriad 
types of business enterprises. These difficulties are also 
addressed and remedied in the following proposals. 

111. Variations on the Armey Theme — Summary 

In keeping with the foregoing precepts, it is 
proposed that the federal income tax be revised (1) to 
tax corporations and other business interests on their 
book income, preferably without adjustment, and (2) 
to tax individuals mainly by a withholding system im- 
posed on the principal classes of income. 

These proposals will be discussed in greater detail 
below. However, it is not the intention of this commen- 
tary to provide an all-inclusive plan for complete im- 
plementation of the suggested tax structure. Obviously, 
considerable further study will be necessary, par- 
ticularly with respect to categories of persons that are 
now subject to special tax regimes, such as insurance 
companies, cooperatives, and tax-exempt entities. Pro- 
cedural provisions will have to be carefully examined 


*ln New Jersey the Republican candidate for the Senate, 
Garabed Haytaian. running gainst incumbent Frank Laulen- 
berg, included a slightly modified version of the Armey pro- 
posal as a major plank in his platform. Haytaian lost the 
election. 
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to detcTinine whether there »hould be additions, dele- 
tiorxs, or modiftcatidits. 

IV. CoTpontioiu 

A. Significance of 0ook Income 

The book income of corporations (as discloeed by 
their BnaiKial statements) is relied on by goverrunent 
regulators, shareholders, prospective investors, 
lenders, and other interested persorts for virtually all 
purposes except taxation. Certified financial state- 
ments are generally considered adequate to meet the 
rigorous disclosure requirements of the securities laws. 
While pot all financial statements are certified, they are 
accepted as valid bases for evaluating corporate per- 
formance, although they iiuiy not state economic in- 
copre "correctly." They should also be acceptable as a 
me^ of allocating corporate income tax liabilities. For 
this purpose, book income does not need to be ab- 
solutely correct, but oidy reasonably comparable on a 
relative basis. In other words, is it not reasonable for a 
corporation with book iitcome of $10,000,000 to pay 
five times the tax of one with book income of 
$ 2 , 000 , 000 ? 

I /s it not roaoonsb/0 for a corporation 
with book incoma of $10,000,000 to 
pay five t/mas the tax of one with book 
income of $2,000,000? 

There is ho inherit reason why this format would 
not be as fair as the current taxing system. For a short 
while (1987-89), book income (50 percent thereof) was 
utilized as one of the measures of corporate alternative 
minimum tax.’ Criticism of that element of the AMT 
centered on the additional complexity resulting from 
the addition of a third alternative basis for taxation*’ 
and transitional problems.*’ My proposal, of course, 
does not involve any alternative bases but rather 
adopts the basic, existing financial records as the cor- 
porate tax base. Transitional issues are unlikely to arise 
because the new system, in not seeking to detoe "cor- 
rect" income, can accommodate some short-run 
duplications or omissions. 

B. Evaluation of the Proposal 

It Is unclear whether the aggregate tax base under 
the proposed corporate tax system would differ sub- 
stantially from the current tax base. In 1994, the Inter- 
nal Revenue Service reported aggregate corporate tax- 
able income of $366.4 billion in 1990, and $350 billion 
in 1991.*^ For the same two years, the Bureau of Eco- 
nomic Analysis of the Department of Commerce (the 


*1RC section 56(0 (1986). 

‘“Anthony A Dtlley, "The Tax Pressure on Financial 
Reporting" 66 Taxes 466, 472 (1988). 

"Brown, "Corporate Alternative Minimum Tax," 45 hfYU 
;4fiii. Inst. OH Fed. Tix'n 7-1, 7-29 (1987). 

‘“IRS, Pub. 1136, SOI Bulletin. Summer 1994, Pig. 1 at 22 
(1994). 
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BEA) currently reported respective aggregate corpor- 
ate profits befewe tax of $304.7 bUUon^and $334.7 bil- 
lion,” before any adjustments could have been made 
by reference to tax return data. Thus, assiuning that 
the BEA staHstics more closely approximate aggregate 
book income than do the ERS da^ deviation of l^k 
income from IRS taxable income (-17 percent in 1990 
and -4 percent in 1991) does not appear to be sufficient 
to justify the retention of a separately detoed, exceed- 
ingly complex system for calculating income only for 
tax purposes. Probably all that would be needed is a 
slight adjustment in the tax rate to compensate for any 
ditference in the tax bases and the identical tax 
revenues could be produced. Since the major corpora- 
tions report their book income quarterly, the govern- 
ment would have a more accurate and up-to-date basis 
for projecting corporate tax revenues than it now has. 

It might be argued that financial accounting is 
biased in favor of balance sheet conservatism (that is, 
minimizing net assets). Even conceding that, it should 
not have a significant adverse effect on the relative 
amounts of reported income. More troublesome is the 
possibility dut corporations will intentionally bias 
their accounting practices to minimize taxable book 
income. This problem now exists in the computation 
of taxable income under the Internal Revenue Code, 
and it will have to be met with similar deterrents, 
including IRS audits and penalties. To the extent that 
certified accounting statements are involved, there 
would be the added element (not now existing) of the 
independent review by the certifying accountants.** 
Certification could be encouraged by giving certified 
financial statements the benefit of favorable presump- 
tions, possibly together with penalties (like the current 
substantial authority and preparer penalties) for tax- 
payers and accountants who intentionally deviate from 
generally accepted accounting principles for the pur- 
pose of tax avoidance. 

It is recognized that there are varying accounting 
principles that are viewed as generally acceptable, al- 
though the range of acceptable principles is being nar- 
rowed.” This problem of selective use of favorable 
accounting principles could be largely ameliorated by 
imposing, tom the outset, a mandatory conformity 
requirement that would pr^ude any chwge in prior 
accountog for any item without IRS approval. The IRS 
maintains that it currently has this authority,*' al- 
though there is some judicial precedent to the con- 


‘'U.S. Dep't of Commerce, Bureau of Economic Aiulysia, 
SUTV. of Current Bus.. V. 71, No. 7, Table 1.14 at 7 Quly 1991). 

'*U.S. Dep't of Commerce, Bureau of Ectmomic Analysis, 
Swrr. of Current Bus.. V. 72, No. 7, Tbble 1.14 ai 54 Ouly 1992). 

**IRS data iitdicate that $347.2 biUion (94.8 percent) of the 
$366.4 biUion in taxable mcomc reported in 1990 was earned 
by corporations with assets of $1,000,000 or more. 1R5, Pub. 
16, Statistics Income. 1990 Corporation Income Tax Returns, 
Table 4 at 37 (1993). Such corporations should be able to bear 
the cost of certified financials. 

**P. Delaiwy, ). Adler, B. Epstein and M. Foran, GAAP, 
InteryretaHon and Application 5^ (1989). 

"Set Treas. reg. section 1.446-l(e)(2). 
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trary.** In addition, in tiie caae of public corpoxatiora^ 
thefc would be ilio countervailing inccniive fovonng 
the reporting of inciceaed book income (to say nothing 
of securities law le s trai n ts) to offset anv teiMency to 
ovenitilize accounting jMindples that reduce income.^ 

I IRS audit attantlon would hara to be 
focused on nonpubUety owned 
eorporationa, p»Ueutarly those that 
have no certiflad financial statements. 

IRS audit attention would have to be focused on 
nonpublicly owned corporations, particularly those 
that have no certified financial statements, to confirm 
that book income is being fairly reported. 

C. Application of the P r oposal 

Under my proposal, corporations that are subject to 
tax at corporate rates^ (i.e., C corporations) would be 
taxable based upon their iiKome as determined for 
financial accounting purposes. This would simply be 
their "bo I tom -line' net income, adjusted only to 
eliminate the provision for federal income taxes. The 
financial statement fiscal year would be used as the 
taxable year. 

A number of consequences, mostly self-evident, 
would follow from this proposal. The income of all 
consolidated corporations, including foreign sub- 
sidiaries, would be taxable. Foreign income taxes 
would become deductions rather than credits. No other 
credits would be available. No income would be ex- 
empt from tax or subject to special treatment. In other 
words, dividends from unconsolidated coiporatioru, 
municipal bond interest^' and capital gains would be 
fully taxable. Conversely, deductions would be avail- 
able for accruable expenses and liabilities, and the 
much-debated General Utilities doctrine that no gain is 
taxable to a corporation upon distribution of ap- 
preciated property to shareholders would be 
reinstated. Ibere would be no loss (or other) carryovers 
or carrybacks, though cumulative corrections of cur- 
rent book income, when appropriate under generally 
accepted accounting principles, would be taken into 
account. Consideration would have to be given to the 
treatment of items that are normally dealt with in foot- 
notes to financial statements, though the presumption 
would favor disregarding them. 


'•E.g., GimM Bnm. a UnUtdStaUa. 535 R2d 14 (Ct. 0. 1976); 
Beacon ^btaking Co. V. Commisaioner. 218 F2d 697 (10th Cir. 
1955). 

'*Corporatu>ns having assets of S50 millitm or more, which 
are likely to be pubBc coiporations, reported 84.3 penent of 
aggregate corporate taxable income in 1990. See IKS. Pub. 16, 
Stelistt'cs of Income, supra note 15. 

"IRC section 11 (1986). 

^’The United States Supreme Court has made dear that 
there is no constitutional impediment to inclusion of 
municipal bond inteiest in the tax bate. See Soatk Omfimi c. 
Baker, 485 U.S. 505. rth’g lenial 486 U.S. 1062 (1968). 


Corporate atructiiiul change* 
when book tnconie is not afiecMd '(CLg;> :eMHra^poolin^ 
is permitted). Amortization of got^will and negative 
goodwill would be 'takfm inlD account. Dividends 
would continue not to be deduc^lc, thus pceaervtng 
the distinction be t teeeh ’dete'Sihift ■ 
recent flhanrial deve tep net i te sugglM tltet'Qte^MMden- 
cy toward evaleveraging may ito ktem b* a ekifcMIii 
tWat to the tax base. In any event, m bobk-lnecHne 
propoaal would merdy pcipetuate an4 ndt 
thte problem. 

Foiel^ coiporations enraged in btisfiieitt tti 'the 
United Mate* would be taxable on file book incomie 
their United States brandt Or fadUfiy, ^fub^ect. Of cOiirae, 
to any tiea^ restrictions. The treatment of S coibOra- 
tions wotdd continue as at p iraeijtt, except that hocAc. 
income would be allocated to the indhiddual shme- 
holders. 

No doubt the exceedingly varied ijature of buaihess 
corporations would in srtoie instances result In what 
some would consider improper taxation.' However, 
some aberratitms of this sort should be deemed an 
acceptable price to pay for the substantial amplifica- 
tion involved. It would, of course, be possible to "ad- 
just" book income (such as by the exclusion oi 
municipal bond interrat) to tafce cara.of pcroeived.im' 
proprieties either in favor of or against the taxpayer 
and the pressure to do so wo^d be ^eatfi the systenf 
were adopted. But, once started, sVid\‘ adjustments 
would quickly become the rule, rather than tiw excepr 
don, and the benefit of utilizing book income would 
be lost. For this reason adjustments wpuld have to be 
kept to a minimum, and preferably avoided entirely 
The new system should be given a test period of at least 
three years with no or minimum sdiuatments. 

V. Individuals and PaMthrough Entities 

A. Application of the Proposal 

Individuals who are not engaged in busineas (other 
than the peifbnnanoe of personal scryioeB)^ >vould be 
subject to withholding taxes at fixed rates (whi(^ in 
smne cases could be graduated) on the h^owing cate- 
gories of income; 

(1) Compensation, including pensions and . 
compensatory annuities; 

(2) Interest, including original Issue discount 
and the inteiest element of fmancial annuities but 
excluding municipal bond interest; 

(3) Dividends; 

(4) Rents and royalties; 

(5) Alimony; and 

(6) Casino and lottery winnings. 

Pass-through entities (partnerships, tijists, and es- 
tates) that are not engaged in business would pass 
through the net balances of such classes of income after 


°Such individuab constituted appioxlinately 80 percent of 
individual return filers in 1990 and 1991. OtS, Pi^. 1304, 5<af»- 
tica of Income, 1991 Individual Income Ihx Returns, TaUe A at 
2 (1994). 
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withholding, either by the payer of the income to die 
pass-through entity or by the entity if, for some reascm, 
the payer has not withheld. The basic concept would 
be that such pass-through entities would be subject to 
one level of withholding on the designated claues of 
income, so it would make no dlfierence whether or not 
they distributed their Income. 

As mentioned, withholding on certain categories of 
income, such as compensation, could be at graduated 
tax rates. Governmental payments, such as unen^loy- 
ment compensation and Social Security benefits, could 
be exempted or taxed, as deemed appropriate. With- 
holding on original issue discount and financial an- 
nuities would be applicable to the amounts accruable 
by the payers as annual deductions for book purposes, 
whether or not distributed. This would require the 
payers to make advance payments of the withholding 
tax in cases where payment of the discount or aimuity 
is deferred, but such advance payment requirement 
could be taken into account by the payer in establishing 
the interest rate and other terms of the obligation. 
Alimony withholding should be designed to pass 
through proportionately to the recipient the effect of 
taxes paid on the income of the payer. This could be 
accomplished by allowing credits on the withholding 
lax return to be filed by the payer for taxes paid with 
resp’ect to the portion of the payer's income paid as 
alimony. 

Foreign persons (including corporations) not 
engaged in busihcBS in the United States would 
likewise be subj^ to withholding tax on the same 
categories of income, much as they are under current 
law and taking treaties into account 

B. BusineM Income 

Individuals, trusts, and estates engaged in business 
would, in addition to the withholding tax on the desig- 
nated classes of income, be taxable on a tax return ba^ 
and at rates not exceeding corporate rates upon the net 
book income of the business, includiitg th^ dures of 
business income earned through pass^thiou^ entities 
(e.g., partnerships, S corporations). Ihe pass-through ett- 
titles themselves would emtinue to be exempt fimm taxa- 
tion on business income, but would be required to file 
information returns reflectii^ their book income and its 
allocation among owners, and to withhold on the cate- 
gories of nonbusiness income subject to withholding if 
such withholding has not pieviou^y occurred. To avoid 
distortions of normal pass-through-entity business and 
investment activities, the classes of income sut^ect to 
withholding (and related expenses) would be exduded 
from business income of pass-through ^titles. 

Similar treatment would be applicable to foreign 
individuals and foiel^ pass-throu^ entities engaged 
in business in the United States, subject to treaties. 

C. General Effect of the Proposal 

The effect of these propos^ with respect to in- 
dividuals and pass-through entities would be to 
eliminate all credits and all dcductirms not allowable 
in determining business book income. Capital gain in- 
cluded in business book income would be taxable. 
Nonbusincss capital gains would not be taxed. Except 
for possible withholding tax returns, no tax returns 


would have to be filed by individuals and pass- 
through entities that have no business iruxime. 

Tax rates could, and probably would, differ with 
respect to the different classes of income, into 

account foimess snd revenue requirements." lb the 
extent rates are graduated on a pi^ciilar category of 
income, sudi as compensation, the ef f ect of joint return 
or head-of-household rates could be provided. 

D. Evaluation of the Proposal 

Hie BEA recently published a reconciliation of its 
estimates of adjinM gross income compared with ad- 
justed gross income reported by the IRS for the years 
1990 and 1991." IWo significant facts may be gleaned 
from the BEA study. First, the initial five categories of 
income designated above for withholding taxation 
plus business income constituted at least the following 
percentages of aggregate adjusted gross personal in- 
come reported in oie study: 

BEA AdJ. Gross IRS Adj. Gross 
Iiicwne Income 

1990 95.6% 943% 

1991 953% 943% 

This indicates that very Utde income (about 5 per- 
cent) would be untaxed under my proposal. Second, 
the study Indicated that there was a noncompUanoe 
gap of about 11.6 pe r cent In both 1990 and 1991 be- 
tween the adjusted gross inemne r e p orted by the IRS 
and die reccndled adjusted gross liwome d^rmined 
by the BEA. (ThiB does not Include unrepcMled 
coital gains or ill^^ tnconie.) If the gap could be 
closed 1^ operation of the withherfding arid book in- 
come system, the already small diminution of the per- 
sonal lax baw by my prcq> 08 al would be more man 
fully offset. 

The following example shows how the proposal 
might apply to ag gr e ga te adjusted gross inrome, as 
determine by th^EA for 1991: 


Category of 
Income 

Amooot of 
AGl OiUlJ 

Aaeomed 
TSx Rate 

Ikx 

(bilU 

Compensation 

$2,793.7 

12%” 

$335.2 

Bus. income 

343.9 

15% 

51.6 

Dividends 

1283 

10% 

12.8 

Rent 

283 

5% 

1.4 

Interest 

229.8 

10% 

23.0 

Pensians and 
Annuities 

241.4 

10% 

24.1 

Total Tax 



$448.1 


^Set example, in part V.D., m/ra. 

**U3. Dep'l of Commerce, Bureau of Economic Analysis. 
Rel.itiauhip Between Personal Income and Adjusted Gross 
Income. 1990-91, Sam ^Current Bus., V. 73, No. 11 at 68-71 
(Nov. 1993). 

**The 12-peicent assumed tax rate on compensation is an 
average rate; lower-income individuals would be taxed at a 
lesser rate and higher-income Individuals at a gr ra t er rate. 
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For purposes of oompsiison, the icporled federal 
receipts from individual uicooie taxes in 1991 was 
9448.4 billion.^* ** If higher rw naduated rates were im- 
posed on business inooincv o«^ rates could be reduced 
or tax revenues increased, or both. The foregoing cran- 
parison, of course, ignores the very substantial reduc- 
tion in costs to bofA taxpa]reis and the government 
from the proposed simpl&cation, 

E. Withholding From Dividends and Interest 

It is recognized that there was an unsuccessful at- 
tempt in 1982 to impoae a 10-percent withh<dding tax 
on dividends and interest.^ This tax was repeal^ in 
1983 before it came into effect," as a result of an inten- 
sive lobbying campaign sponacned bv fuumdal institu- 
tions that did not to undertake the substantial 
bookkeeping burden (nor, perhaps, to discourage busi- 
ness from customers Who may not have been reporting 
their interest or dividends). However, the publicly 
stated objection to withholding was the adverse effect 
withholding would have on the small investors (the 
"widows and orphans') who would have no ultimate 
tax liability. Ironically, ^ repeal was accompanied by 
elaborate information reporting requirements that 
were virtually as cwnbei8<Hne to the financial com- 
munity and almost as damaging to noncompliance as 
withholding would have been. Now that the reporting 
procedure is in place and fully operational, file addi- 
tional requirement of withholding should not be a sig- 
nificant ^ditional burden to the financial community. 

In any event, current data p roce s sii^ systems of 
both the ISS and private business should he able to 
cope with the witnnoldiiig, and should be able to pro- 
vide an efficiently functioning system for not withhold- 
ing on persons entitled to exemption by reason of 
having low income or othowise. Ifor example, the IRS 
could adapt its backup withholding proc^ures" to 
certify exemption claims by taxpayers. As a fail-safe, 
the 1^ could also provide a 'quickie" refund proce- 
dure for improperly withheld funds. 

F. Possible Additional Variations 

It would be possible to pexpiit or require the filing 
of returns to provide for certain objectives deemed to 
be meritorious, such as the alfowaiMX of foreim tax 
credits (or other credits), the appUcatirm of graduated 
tax rates to income oti^ than compensation, or the 
taxation of classes of income not reaoily susceptible of 
withholding. The obvious problem with departures 
such as these from the bask withholding OMWxpt is 
that^like modifications to business book inconte, they 
are likely to proliferate to the point where they would 
defeat the simplification objective. If such proliferation 
could be avoided, one or two special excc^ons (such 
as the graduated taxation of interest anci dividends) 
could be accommodated. 


*IRS, Pub. 1304, Statistics cf fMDpmr, supra note 22. 

^ax Equity and Fiscal Responsd>iUty Act ctf 1982, Pub. L 
No. 97-248, sections 301-308 (repealed 1983). 

**lntetest and Dividend Tax Compliance Act of 1983, Pub. 
L. No. 98-67, section 102 (1983). 

IRC section 3406 (1966). 


VL Gondusloitt 

Some may have ffie Insffnctive reaction ttiat Ih^e pro- 
pose presented above represent tc^ fiindaiinent^ a 
chainge in the ^stem fw taxing Income, But this is not 
really the case. The proposals mer^ expand the ap- 
plication of concepts that, as previously noted^ have 
been adopted by Congress in me past More important- 
ly, they utilize data and procedures (book income and 
wiffiholding) that are well-establi^ed and ^dily 
svailable wi^ relatively littie modification. And most 
importahtly, a change in the system is vital to assure 
continued effeedve runctioning of tiie voluntary com- 
pliance concept 

Another possible approach for evaluating the pro- 
posals, commonly usm in connection with prcqxMed 
tax legislation, would be to calculate whether the 
evaluator is advantaged or disadvantaged by the con- 
femplafed change ai^ to siq^port or of^Kise it aqpord- 
ingly. It is hop^ that this testing proc^ure will not 
be applied (though it may result in a minority of ap- 
provals). Rather, it is suggested that one should con- 
sider whether the business oommuni^ and the general 
public would view the new system as a significant 
improvement over the old and at least as fair; if not 
more fair. . 

I ff /# »ubmlti9d that momt paopta woutd 
¥law With approval the allocation of 
tha bualnaaa tw hurdan In tha manner 
propoaad. 

It b submitted that most people would view with 
approval the allocation of the business tax burden in 
the manner pfoposed. Business, people are accustomed 
to relying on financial statements and should be mqst 
pleasra to have to produce only one incotne statement 
and to analyze only one set of financial data in makijvK 
management decisions. And the general public would 
probably view book income as less artific^ a measure 
tiun taxable income (as currently determfoed). 

As for the exclusive reliance on withholding for lumr 
buainess taxation, thisi would midre it less feasible to 
graduate the rates of taxation. But if, as seems likely, 
an acceptable range of rates could be. applied to com- 
pensatim and other rates could he made low enougK 
the overall arrangement should meet with public en- 
dorsement, particularly since for most taxpayers the 
very costly (both in time aiul money) annual April 15 
ritual would be eliminated. The de facto exemption of 
unconventkmal categories of iiKome should not result 
in any serious disfortioiu since all the principal types 
of income would be taxed. 

The focus of this discussion has been on the 
simplification benefits to taxpayers. There would also 
be considerable benefits to the legislative and executive 
branches (rf eoveznment, in the elimination of periodic 
(sometimes annual) marathon sessions for tax 
'reforms' and the resulting need for ever increasing 
regulation projects, form changes and taimayer educa- 
tion. V^fithhotding would also reduce coUe^on costs 
and crdlection failures. The audit function would have 
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COMHEKTARY / SPECIAL REPORT 


to continue in the business return and withholding 
compliance areas. The judicial branch of the govern- 
ment might also benefit from a reduced number of tax 
controversies. 

The adoption of these proposals would, of course, 
also require a revision of the fimctions of the tax prac- 
titioner. Those who are not accountants would have to 
familiarize themselves with accounting principles (as 
tax accountants have been required to familiarize 
themselves with legal concepts). However, the inherent 


complexity and variety of taxpayer activities would, 
no doubt, continue to generate issues requiring expert 
assistance. Experience has demonstrated that even 
seemingly elementary forms of taxation, such as stamp 
taxes and transfer taxes, raise challenging questioits. 

The principal benefit to be expected from the instant 
proposals would be the elimination of ouiny (or most) 
unnecessary complexities that provide merely a mar- 
giiud benefit or no benefit at all to the ultimate govern- 
mental objective of collecting revenue. 
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It’s not how It’s what 

much you read. you read. 


Tax Notes magazme provides complete and timely coverage of all federal tax 
issues under one cover. You could spend days trying to read through the many 
specialty publicadoos that cover all the different areas of taxation. Or you could 
get all that infewmation by reading Tax Notes, Tax Notes magazine reports on and 
organizes the latest tax developments so you can get to the infonnaticHi you need. 
Weekly and quarterly indexes help speed research, and the tax calendar keeps 
you posted on upcoming congressional and IRS hearings and professional 
meetings and seminars. 

If you would like to save time by reading less, yet getting more, subscribe to 
Tax Notes magazine. For more information, call our Customer Service Represen- 
tative at (800) 9SS-2444. Outside the U.S. or in the Washington, D.C., area, call 
(703) 533-4600. 
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Linda Sanders 
Certified Paralegal 
11757 W. Ken Caryl Ave # F237 
Littleton Colorado 
303-467-7199 


May 19, 1995 

Phillip Moseley, 

Chief of Staff 

Committee on Ways and Means 
US House of Representatives 
1102 Longworth House Office Building 
Washington DC 20515 

DATES OF HEARINGS: June 6, 7 and 8, 1995 

RE: Federal Income Tax - Congressman Bill Archer 


STATEMENT FOR A CONSUMPTION TAX 

Conclusion: Why ignore the Truth and attempt to placate the^merican peoplAwitb 

a^iffererat. version of the same illegal tax - as a flat tax would be? Enact a lawful. 

Constitutional Excise tax (consumption taxi and respect the limitations of the 

Constitution, which forbids a tax on labor at Article I Section 10. Otherwise, you will 

still have an underground rebellion and a climate of discontent and non production. 

Any tax which taxes labor WILL NOT result In a productive economy > as is proven 

hv socialist ecQnQmies_worldwide. Just because "they" do it ttoeaiTt mean_we^ould 

abandon America's wav as provided bv the Constitution. 

It is a fact that the provisions of the Internal Revenue Code are not working. Nothing 
has been so effective as the "Code" in alienating the American people from their 
government, tearing down morale and pride in the "American way" and creating 
hatred for government agencies because of the brutal way the IRS has collected 
taxes, most often outside the laws that govern collection. 

The reason for this does not lay entirely on the fact that the tax imposed began at 
about 3% in 1913 and crept up to a back breaking 33% as time went on. The main 
reason that voluntary cooperation has diminished over the years is because many 
Americans began researching the tax taws, to find out how to deal with taxation that 
had become so oppressive - and discovered some disturbing facts. While Americans 
had been led to believe that Congress had 'sold out' the American people with the 
1 6th Amendment, in spite of the fact that the organic Constitution protected against 
a "capitation" tax, at Article I Section 10 - the opposite was true. The 16th 
Amendment did not "amend" the organic Constitution by imposing a "capitation" tax 
on labor - it only amended the taxing provisions granted by the Constitution to the 
extent that no apportionment was required when taxing "income" which has been 
defined as "profit and gain" by the Supreme Court. No where did the 16th 
Amendment impose a tax on labor. This fact is supported by Supreme Court 
decisions including, 

Lucas V Earl . 281 US 111 which states, 

"The claim that salaries, wages and compensation for personal 
services are to be taxed as an entirety and therefore must be returned 
by the individual who has performed the services which produced the 
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gain is without support either in the language of the Act or in 
the decisions of the courts construing it. 

...It is to be noted that by the language of the Act it is not 
salaries, wages or compensation for personal service that are to be 
included in gross income. That which is to be included is gains, 
profits and income DERIVED from salaries, wages or compensation for 
personal service." 

In Connor v US . 303 F. Supp 1 187, the court held, 

"[under 61 A of the Code] ...If there is not gain there is not 
income, Congress has taxed income and not compensation... There 
must be gain before there is "income" within the 16th Amendment." 

And finally, that it has been held that the 16th Amendment did not violate the 
guarantee of Article 1 Section 10, [no capitation taxes] is clearly stated in 
several Supreme Court decisions, 

Stanton v Baltic Mining . 240 US 103, "...the 16th Amendment conferred no new 
power of taxation...." 

Peck & CO. V Lowe . 247 US 165, "[the 16th Amendment]... does not extend the 
taxing power to new or excepted subjects...". 

Brushaber v Union Pacific RR . 240 US 1, "...the Amendment contains nothing 
repudiating or challenging the ruling in the Pollack case...". 

Lastly, the 16th Amendment has no enabling clause, as do the other amendments, 
because it doesn't need enforcing - it grants no new powers or authority that already 
didn't exist in the organic Constitution. 

Too many Americans, in their indignation that the quality of life in America was 
rapidly deteriorating by excessive taxation of labor, began studying the law. For 
many, it became a spiritual quest - for which there is no better motivation for 
steadfast adherence to a principle. 

No power of government, through legislation or brute force, can force a spiritually 
motivated entity to "comply". 

Investigation Into Supreme Court decisions - along with investigation into the actual 
Code and Regulations - revealed that there is no tax on labor for those who prefer to 
remain outside the jurisdiction of the federal government - which jurisdiction cannot 
be conferred absent a waiver of the protections of the Constitution - which Americans 
are refusing to waive. This is proven by the fact that the term "United States" is 
conspicuously defined in the Tax Code (and the Social Security Act) several different 
ways - sometimes it includes the "several states" or "the 50 states" and sometimes 
it doesn't. 

FACT 1: Too many Americans have discovered that the Income Tax Code does not 
extend into the 50 Republics - it could not without violating the Constitution. 

While the tax code has been written in such a way that it is confusing, ambiguous and 
and grammatically obscene - some researchers have finally - after 70 years, 
deciphered it. This has been accomplished by resorting to the original Acts of 
Congress published in the Statutes at Large - whereby the mysterious, "anyone liable" 
is identified. 
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The IRS has been telling suspicious Americans that they are liable under the code 
pursuant to Sections 6001 , 601 1 and 601 2. However these sections refer to "every 
person liable", "any person made liable" and "every individual having gross 
Income....", later restricted to "effectively connected with the "United States". 
Sections 6001 and 601 1 can be dispensed with as not identifying the "one liable" - 
and therefore having no effect upon anyone, but Section 6012 makes 
something/someone liable if they have gross income. Gross income is identified in 61 
A of the code as being "derived from" everything - including the tooth fairy. Since 
"Income" has been identified as "profit and gain severed from capital" then it does 
not mean the actual capital. 61 A describes many types of sources of capital. As 
soon as the capital is used to make profit - say on the stock market - the profit is now 
taxable gross income. This is perfectly fair and Constitutional. 

However, the Americans have been pillaged and plundered by the IRS who 
conveniently ignore the term "derived from" when placing THEIR OWN interpretation 
on the law. Unfortunately, the courts, which many Americans no longer have respect 
for, have turned a blind eye to this "custom and practice” to misapply the law as 
enacted - in complete violation of the organic Constitution, because Americans have 
waived the protections of the Constitution - unknowingly - by voluntarily signing into 
the "custom and practice" of tax on labor with W2 Forms and expectation of Social 
Security benefits. 

Americans see their error, perpetrated upon them by ignorance, fraud and temporary 
crisis, and no longer will participate. [Incidently, the crisis to which I refer could not 
have occurred if the Federal Reserve board had not been given control over "money" 
unbacked by gold - but this is an issue that is separate from the issue herein]. 

FACT 2: Because United States is a "Republic" as guaranteed by the Constitution at 
Article 4 Section 4, the federal government is limited in their jurisdiction. Indeed, the 
federal government has very limited powers, pursuant to the Constitution at Article 
1 Section 8. The purpose of a "federal" government was just to provide for foreign 
relations, self defense, international relations and commerce. Indeed, it's legislative 
powers were limited to ”10 miles square". Somehow, however, this power slowly 
increased* and crept into the 50 Republics < destroying the type of government 
guaranteed by the Constitution. While there is some confusion over just HOW the 
government did this - during the Roosevelt era - much suspicion is raised by the fact 
that the jurisdiction revealed by the type of flag displayed in the courtrooms and in 
federal buildings is that of admiralty/military/commerce. A simple look into Title 4, 
Sections 1 and 2 confirms that the national flag of the Republic does NOT provide for 
the military gold fringe. So why is such flag displayed? [To suggest that the gold 
fringe is used "Indoors" is inconsistent with the fact that many schools and federal 
agencies use unfringed flags indoors. It is also inconsistent with the fact that Army 
Regulations 840-10 state that to use a fringed flag In other than a military jurisdiction 
is disrespectful and a violation of such regulations.] 

For this reason, there has been an outcry from the people to their Representatives to 
reclaim their state's sovereign independent status as a Republic with "10th 
Amendment" movements. In Colorado, this outcry was met by the passing of HJR 
94-1035 - known as the "10th Amendment Bill". 

SUMMARY 

THE PEOPLE WANT THE "REPUBLIC" BACK AND UNTIL THEY GET IT -THEIR ONLY 
MEANS OF EXPRESSING DISSATISFACTION IS BY GOING 

UNDEBGRQUND"_AND INTO THEIB QWN_"JURISDICTIQN" SEPARATE FROM THE 

EEDEHAL GOVERNMENT. TAXES WILL NOT BE PAIH VOLUNTARILY WITHOUT THE 

FEDERAL GOVERNMENT'S ADHERENCE TO THE CONSTITUTION. IT IS A 

UNIVERSAL LAW THAT THE POWER ALWAYS. ULTIMATELY. REMAINS WITH THE 

PEOPLE. 
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The scam is up. And the only way to bring all Americans back into the fold is to 
return this country to a Republic of 50 sovereign countries, (as the several states are 
referred to in 28 USC 297) with adherence to the Constitution. It is the Constitution 
which sets this land apart - from all other lands with their socialist taxes - and 
Americans will not sit by and watch America become just another unproductive, 
socialist, welfare state. 

A lawful, constitutional consumption tax - rather than a flat tax on labor which will 
take no time to increase again to impossible burdens - would inspire people to once 
again, be productive - rather than encourage welfare - and the spending power would 
increase - fueling a booming economy because the take home pay of every American 
would increase dramatically. More important, loyalty and respect for the American 
government would be reborn - which is the foundation to this country's power. 
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Alvin K. Sanford 
Mt . Clemens , Mich . 
June 12, 1995 


Phillip E. Mosely 

Chief of Staff, Ways & Means Comm, 
1102 Longworth House Off. Bldg. 
Washington, D.C. 20515 

Dear Mr . Mosely : 


I want to be heard on the tax code. 


$4*5 Trillion debt . Let ' s not pass it on to our children . 
260 million U.S. citizens each share a government debt of 
$17,837. If we would each pay our share, we will each save 
$1,386 per year for ever and ever in interest on our national 
debt alone. In 13 years and 4 months each of us will have saved 
an equivalent return of all our money. Let's pay it now. We 
can’t wait 7 years to make our first payment on our national 
debt . In 7 years ( 2002 ) our national debt will increase 
exponentially to $8.4 trillion. Then each U.S. citizen will 
share $32,300 debt ($64,600 per couple) costing each citizen 
$2,423.00 per year just for interest on the National Debt. I 
want to hear all congressional members make our National Debt a 
political issue and inform all their constituents of a plan 
beginning immediately to set aside funds in a lock box for this 
purpose . 

Let's all agree to eliminate the debt by these articles: 
Article 1. Reduce succeeding appropriations by 10% of current 
spending, and please no exceptions. Command strict compliance 
from all administrative departments and agencies. 

Article 2. Cut out waste and pork barrel spending. Only spend 
our money on things we need the government to do for us, like 
protecting us and our homes and build safe roads for us. 

Article 3. No more grants or loans to foreign countries until 
the budget is balanced and we have a surplus. 

Article 4. Each U.S. citizen to be assessed to pay an equitable 
share of the National Debt. 

When all citizens become fully aware of perils facing our 
economy, I'm sure they will support congressional members who 
vote for these articles. 

I admit my letter may be considered political incorrect, 
but is factually correct within a 5% margin for error. 

I want to hear that Congress is working on a plan to 
immediately start collecting funds and place in a lock box 
paying off the National Debt. 



37255 Charter Oaks Blvd . 


Clinton Twp. MI. 48036-2412 
Phone (810) 468-9769 


6 cys enc . 
cy to Michael 
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NASARIO SANTOS 
2780 N. PLACITA MIA 
TUCSON, AZ 85749 


June 13, 1995 


Honorable Bill Archer 

Chairman: House Ways and Means Committee & Members 

1102 Longworth House Office Building 
Washington, DC 20515 


RE: Federal Income Tax 


Honorable Bill Archer: 

Concerning Federal Income Tax, I would like to contribute the 
following opinions and requests to help you in your decisions in 
this debate. I will strive to make it as concise as possible. 
First of all, I believe that the primary purpose of the 16th 
Amendment was to clarify to everyone , once and for all, that 
Congress always had the power to levy a federal income tax on those 
employees , as presently defined in Section 3401(C) of the IRS Code, 
which are: 

A - A Corporation. 

B - A person who lives in a US Territory. 

C - An elected government official. 

But, not to include the common US citizen. The fact that the US 
citizen is exempt from such a tax, is perhaps, why the Supreme 
Court ruled it un-constitutional. That ruling was back during the 
US Civil War. The Committees' debate needs to delve into why the 
common citizen is being forced to pay this Federal Income Tax now. 
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The crux of the matter is that the common citizen has the sovereign 
right to the fruit of his labor and the Government nor anyone else 
has any business inquiring what or how his honest wages were 
earned, for purposes of taxation. My personal experience with the 
Internal Revenue Service conflicts with our Constitution and its 
own regulations . Approximately, about 1984 - 1989 , I had my 
employer: The Kroger Company, 701 Gellhorn, Houston, TX 77001 
stop withholding Federal Income Taxes from my wages . I 
accomplished this legally by submitting a different W-4 with my 
employer- The W-4 form used was filled out with all the required 
information. However, the exempt box was checked and my signature 
was omitted. It is my understanding, that according to the 
Internal Revenue Service, when I sign a W-4 form, I am voluntarily 
submitted myself to the Federal Income Tax by becoming an 
"Employee" as defined in Section 3401(C) - IRS Code. Furthermore, 
my signature also authorizes my employer to withhold Federal Income 
Tax from my wages, voluntarily on my part. 

My Employer, The Kroger Company, honored by W-4 the way I legally 
filled it out. Consequently, during those years mentioned, (1984- 
1989) no Federal Income Tax was withheld from my wages. 

It was during that time, I wrote a letter to Representative 
(Republican) Jack Fields concerning this matter, I questioned him 
on the legality of my stance. He, in turn, wrote to you, Mr. 
Chairman, to get your opinion. The response I received was 
positive, Mr. Fields also wrote a letter to my employer explaining 
to The Kroger Company that, "The only responsibility they had 
towards my Federal Income Tax was to honor my W-4 the way I filled 
it out." The Kroger Company honored my newly filled W-4. 
Consequently, about 1984-1989, no income tax was withheld from my 
wages. I needed to do this to be able to support my family 
financially. Mr. Fields further explained that his office would be 
available fir I had difficulties with the IRS. For the record, I 
sincerely thank him for such a generous offer of support. 

My "Sweet Taste of Freedom" was short-lived. I, among many others, 
was laid off from work. When I went with a different employer, my 
financial state was better, so 1 volunteered to have Federal Income 
Taxes withheld, again in 1989 . It was not until 1991 that the 
Internal Revenue Service contacted me. They wanted to collect 
taxes for those past years of 1984-1989. The tax was $22,000 with 
interest compounded daily. Now, I cun paying monthly a total of 
$279.00; and the IRS debt is $110,000 with no end in sight] 1 
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Like many other citizens , the IRS has a lien on my property and 
wages and like so many others, bankruptcy is our only solution. 
We, and our private debtors, have been greatly wronged by this tax 
system. I, therefore, request that a National Sales Tax on 
consumption be considered. This is the only fair Federal Tax that 
I can see for all. I request that the present income tax system be 
abolished and amnesty for debts to that system should also be 
given . 

In closing, I request that my letter be included on record in this 
Historical debate on Federal Income Tax. 

Thank you for your time and cooperation. I would like to say that 
I admire the Constitutional spirit given this Committee and 104th 
Congress. It rivals the spirit of our Founding Fathers. I pray 
for God speed and that you give a good fight in this debate. 

Constitutionally Yours, 

liksARIO SANTOS 
NS:ph 
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STATEMENT OF HAROLD I. APOUNSKY ON BEHALF OF 
THE SMALL BUSINESS COUNCIL OF AMERICA 

BEFORE THE COMMITTEE ON WAYS AND MEANS 

ON ESTATE, GIFT AND GENERATION- SKIPPING TAX REFORM 

June 8, 1995 


Mr. Chaiiman and Members of the Committee, I am Harold L Apolinsky, Past 
Chair of the Small Business Council of America (SBCA) and currently Vice President - 
Legislation. I am also a practicing tax attorney (over 30 years) who specializes in estate 
planning and probate. For over 18 years, I have taught estate planning and estate, gift and 
generation- skipping taxation as my avocation to law school seniors at both the University of 
Alabama School of Law in Tuscaloosa, Alabama and the Cumberland School of Law in 
Birmingham, Alabama. I am here to present our views on estate, gift and generation -skipping 
taxes. 


SBCA is a national nonprofit organization which represents the interests of 
privately-held and family-owned businesses on federal tax, health care and employee benefit 
matters. The SBCA, through its members, represents well over 20, (XX) enterprises in retail, 
manufacturing and service industries, which enterprises represent or sponsor over two hundred 
thousand qualified retirement and welfare plans, and employ over 1 ,500,000 employees. 

The time has come for Congress to repeal the estate, gift and generation- 
skipping taxes. 

An estate tax due nine months after death is imposed on the transfer to children 
or other heirs of the taxable estate of every decedent who is a citizen or resident of the United 
Stales ($600,000 of assets are exempt). The graduated estate tax rates begin effectively at 37% 
and increase to a maximum rate of 55% (see Exhibit "A" for how the tax is calculated). Taxes 
on bequests to spouses may be deferred until the last-to-die of husband and wife. 

A gift tax is levied on taxable gifts (excluding $10,000 per donee per year) as a 
b;>ck-stop to the estate taxes. The graduate rates are the same. (The $600,000 exempt amount 
may be used during life for gifts or at death.) 

An extra, flat 55% generation-skipping tax is imposed on gifts or bequests to 
grandchildren ($1,000,000 is exempt). 

The 1995 White House Conference on Small Business recommended as its 4th 
priority eliminating estate and gift taxes. Legislation has been introduced in prior years to 
accomplish this (Exhibit "B" attached). 

With a new entrepreneurial voter wave shifting control of both the House and 
Senate to Republicans, it is time to repeal these transfer taxes. President Clinton has expressed 
the desire to retain and increase jobs. Repeal would do this! 

■ Only 30% of family business make it through the second generation. Seventy percent 
(70%) do not. Only 13% make it through the third generation. Eighty -Seven (87%) do 
not. Tlie primary cause of the demise of family businesses, after the death of the 
founder and the founder’s spouse, is the 55% estate tax. It is hard for the successful 
business to afford enough life insurance. (Premiums are not deductible and deplete 
working capital.) 


A recent study by Prince and Associates (research company) for National Life of 
Vermont reviewed the history of 749 family businesses which failed within three years 
after the death of the founder. The Prince study reinforced and supported the conclusion 



973 


of the deadly effect of estate taxes. The businesses could not continue as a result of the 
tax drain on working capital needed to effectively compete and cover errors in judgment 
made by new and younger management. Jobs were lost in the communities. 

■ The estate and gift tax took its present form primarily in the early 30’s. The express 
purpose was to "break-up wealth”. Is this consistent with a free enteiprise economic 
system and a very competitive world economy? In 1992, the estate, gift and generation- 
skipping taxes accounted for only 1.1% of revenue. For 1995, the figure is closer to 
0.8% . The expenses of administering this system and loss of jobs probably offset 75% 
or more of the revenue when you factor in IRS, Treasury and costs of litigation. 

■ Independent analyses reveal that, were these transfer taxes repealed, the Nation's GDP 
level of employment and capital formations would increase substantially. According to 
one study, repealing these taxes would increase GDP from 1993 to the year 2000 by over 
$79 billion, create 228,000 new jobs and increase capital by $639 billion. (Fiscal 
Associates, Inc. - Federal Transfer Taxation: A Study in Social Cost) . 

■ The transfer tax provisions represent 82 pages of the Internal Revenue Code and 289 
pages of Regulations issued by the Internal Revenue. The transfer tax system forces 
many estates, the Internal Revenue Service, and the Department of Justice to expend 
funds in court. The number of transfer tax cases now total 10,247 representing some 
13,050 pages of the Commerce Clearing House Tax Publication. 

■ Australia repealed their estate and gift tax laws in 1977. It was felt that these transfer 
taxes were an inhibitor on the growth of family businesses. The legislative body of 
Australia sought more Jobs which they believed would come if family businesses grew 
larger and were not caused to sell, downsize, or liquidate at the death of the founder to 
pay estate taxes. 

■ The President has expressed concern about children inheriting appreciated assets from 
deceased parents and selling them without paying income taxes on the profits. This is 
the result of the step-up in basis to the value as shown in the estate tax return. If the 
transfer tax laws were repealed, there would be no step-up in basis. At the time assets 
were sold, gain would be taxed and funds available to pay the tax. The fair market value 
of assets sold would be fixed. 

■ If you factor the significant expense in collecting these taxes, the income tax when assets 
were sold, and income taxes from jobs saved and provided, the repeal may be revenue 
neutral or revenue positive. 

■ Combined income and estate taxes frequently consume 75% or better of retirement plan 
accounts at death (see chart attached as Exhibit ”C"). 

A very few of our most wealthy citizens have elected to give up their citizenship, 
become citizens of foreign countries, and avoid the 55% transfer taxes. The cover story of 
Forbes . November 21, 1994 (attached as Exhibit "D"), was devoted to "Expatriation - As the 
Ultimate Estate Planning Technique." What a loss of available capital! These are the people 
who may give the most to charity and have the resources to seed new businesses. 

This should be a wake-up call that this tax is no longer appropriate. We have the 
highest transfer taxes in the world. Instead of reacting to this by an "exit tax" - Congress 
should step back, study the issue, and then repeal these taxes to promote jobs and the growth 
of family capital. 

It is contrary to the best interest of my tax practice, my teaching, and my firm 
(we have 8 lawyers out of 94 doing estate plaiming, administration and probate) to urge repeal 
of these transfer taxes. It is the right thing to do to help grow family businesses and farms, 
provide jobs and capita) and encourage the entrepreneurial spirit needed for small businesses to 
become large businesses and family businesses of all sizes to survive death. 
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EXHIBIT ”A" 

CALCULATION OF ESTATE TAXES 

A. Gross Estate (fair market value at death of all assets, including real estate, stock, cash, 
life insurance, retirement accounts, etc.). 

B. Deductions: 

1 . Debts and expenses. 

2. Marital (assets left to spouse if citizen). 

3. Charitable. 

C. Taxable Estate. 

D. Add Prior Taxable Gifts. 

E. Total transfer to heirs (life and death). 

F. Apply Rates: 18% to 55%. 

G. Less credit ($192,800*) 

H. Net tax (effective 37% to 55 % [plus 5 % for larger estates] due 9 months after death. 

I. Extra 55% tax for bequests to grandchildren in excess of $1 million. 


This is tax on $600,000 taxable estate. 
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EXHIBIT 

PERTINENT LEGISLATION 


A. Legislation was introduced in July 1993 (H.R. 2717) to repeal estate, gift and generation- 
skipping taxes. 

B. Legislation was also introduced but not enacted in the 102nd Congress would have 
allowed heirs of small business owners to defer the estate tax owed on a farm or business 
until it was sold outside the family. In order to take advantage of this deferral, the 
following requirements would have to be met: 

(1) The business must be worth less than $50 million. 

(2) The business must comprise at least 40 percent of the decedent's estate. 

(3) The person inheriting the business must have actively participated in the running 
of the business prior to the owner's death. 

C. A provision in separate legislation also introduced in the 102nd Congress would have 
reduced the amount exempt from estate and gift taxes from $600,000 to $200,000. This 
provision of the bill was subsequently withdrawn. 

D. Legislation introduced in the 103rd Congress included bills that would increase the estate 
and gift tax exemption to $770,000 plus cost-of-living adjustments (H.R. 567), $850, 0(X) 
plus cost-of-living adjustments (H.R. 1475), $1 million (S. 531) and $1.2 million (H.R. 
1110). 

E. H.R. 784 was introduced on February 1, 1995 to repeal estate, gift and generation- 
skipping taxes. H.R. 1039 was introduced on February 27, 1995. 

F. S. 628 was introduced on March 27, 1995 to repeal estate, gift and generation-skipping 
taxes. 
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EXHIBIT "C” 

HISTORY OF QUALIFIED 
PLAN TAXATION AT DEATH 



Breakdown of Taxes 

(Assuming top marginal tax bracket) 


AJI Rights Reserved CIGNA Companies VI 2 



Many Americans are giving up their citizenship. 
Before condemning them, we might well ask 
ourselves whether the U.S. tax system isn't 
killing the goose that lays our golde# eggs. 


The new 
refugees 

By Robert Lenziicr and Philippe Mao 


MidiMl Dinpnan may 
aaaily ba abla to pay for 
Ms now 18,00(^ 
squarofoot homo wHh 
tho tax monoy ho 
savod by ghrlng up Ms 
Amofican cWxonsMp. 


''Ocr mnd optr count hmof said 

that tkon is mdnag siniarr in so 
aTra^ 0 ip 0 ont^s ajfain as to ktrp ttuea 
atlowaspoarMo. EooryMydotssOt rich 
or poor; and ail do ri^stj for nohody 
owa any puhlic duty tt pay more than 
tho law demands: taxa art enforced 
exaotionst not woiuntary contrihutiont. 
To demand more in she name ef morals 
is mere cant. ** 

-Judge Learned Hand 

TALK TO A new client interested in 
expatriating every week. Many people 
can't pay the fed^ tax rate and live in 
the s^e they want." So said Francis 
Mirabello, the head of the pencxial 
taw department at the Phil^lphia 
office ^ Morgan. Lewis 8 c Bockius, 
speaking at a Bermuda conference on 
offihoce money early this £U1. 

Expatriating? Give up U.S. citizen- 
ship? Who in his right mind would 
give up his U.S. citizenship? Lots of 
people. You could practicalty 611 a 
Boeing 747 with well-heeled U.S. 
citizens who have taken on fbre^ 
citizenship rather chan submit to what 


Learned Hand called "enforced exac- 
tions” at a level chat amounts to 
virtual conhscadon. The exodus may 
speed up under an Administration 
that campaigned for office on a tax - 
che-rich platform. 

In 1981 Ronald Reagan lowered 
taxes. The following year not a single 
American gave up his citizenship. In 
1993 the expatriate community grew 
by 306 names. 

The expatriates of recent years have 
included: 

Michael Dingman, chairman ot 
Abex, and a Ford Motor director. 
Dingman is now a citizen of the Baha- 
mas and lives there. 

Billionaire John (Ippy) Dorrance 
IIL sn heir to the Campbell Soup 
fortune. Dorrance is now a cidzen of 
Ireland and lives there as well as in the 
Bahamas and IVvil's Tower, Wyo. 

J. Mack Mobius, one of the most 
successful emerging market invest- 
ment managers. Bom a U.S. cmzen, 
Mobius has the German citizenship of 
his ancestors and lives in Hong Kong 
and Singapore. 


Fofbes • November 2 1 , 1994 
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Mr. John Spout 
300 Plaza AUcantc No. 4180 
Gardoi Orovc, CA 92640 

300 Plaza Alicante #4180 
Garden Grove, CA 92640 

June 8, 1995 


Mr. Philip Mosely 

Chief of Staff, Ways and Means Committee 
House of Representatives Office Building #1102 
Washington, D^C, 20545 


Revising the Tax System 


Dear Mr. Mosely: 

Please count this as a vote for the Consumption Tax - that is a national 
Sales Tax. 

Of course nobody likes taxes, but some are worse than others. I think 
it is our objective to enact the tax that has the best hope of bringing in sufficient 
revenue with the least amount of damage. 

Best of all would probably be if we learned to get along on import tariffs 
as we did from 1778 to 1913 - a short span of 125 years during which we grew 
from a clutch of freedom-seeking rebels to become a world-class nation. This 
tremendous spurt of growth was possible because profits were not taxed away, 
but were re- invested in the economy. However I don't expect to see it happen 
again, so I will have to vote for the Sales Tax as being the least obnoxious of 
what is available. 

I want to thank you for your radio messa&e. It is nice to know whom 
to write to. I understood you to say that yoiy'reSpOTses in six copies, and I am 
obliging. 


Also, I am enclosing an original letter and five copies from a friend, 
Mrs. Suzan Haxby, who also favors the Consumption Tax. 

Please understand that this is not a sudden impulse with me. I have 
given the matter some serious thought. I am enclosing a photocopy of my letter 
of March 17 to my Representative, Congressman Robert K. Doman, where I 
discuss different forms of taxation at some length. Please feel free to refer to 
the said letter, or to use in in any way that will help. 


Again, thank you for giving me the opportunity to be heard. 
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Howard P. Spracklen, P.E. 

Electrical Engineering Consultant 
21172 Aspen Ave. 

Castro Valley, CA S4546 
(510) 537-3250 

June 8, 1995 


Phillip Mosley, Chief of Staff 
Committee on Ways and Means 
US House of Representatives 
1102 Longworth House Office Bldg. 

Washington, D.C. 20515 

Re: Income tax reforms. 

The flat tax proposal would be a great improvement over the present system, however it 
would do nothing to reduce the huge cost of the IRS bureaucracy and its burden on 
businesses. (Estimated to be of the order of 500 billion dollars per year) 

We feel that complete abolishment of the IRS replaced by a sales (consumption) tax 
would be a much better solution for the following reasons: 

1. It would encourage savings, creating a large domestic capital pool. 

2. Most states now have a sales tax system in place. Collection of the federal 
tax would have a minimal impact on the state systems. 

3. It would bring in much more of the underground economy to the system. 

4. People would be more aware of government costs and less likely to ask 
for more government services. 

5. It would remove the unconstitutional provisions of the IRS wherein people 
are now found to be guilty until they can prove innocence. 

6. An attempt to reconstruct the IRS would be like pruning a destructive 
weed. It will only grow back more-destructive than ever. 

The argument that the tax would amount to double taxation on savings that have been 
taxed is valid, however in just a few years the savings in taxes on the interest on these 
accounts would make up for this loss. 

Proposals for a value added tax would add to the complexities of the market place, and 
would hide the tax from the consumers. It has not worked well in the countries that have 
tried it. 


Thank you for your consideration, . ^ 

ec.C 


Howard & Myrtle Spracklen 
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STATEMENT OF CONGRESSMAN PETE STARK 
BEFORE TIIE WAYS AND MEANS COMMITTEE 
June 8, 1995 


A TAX CODE FOR THE FUTURE 

Mr. Chairman, Members of the Committee. 

Tliis week we are cxamiriing major changes in our tax code aimed at 
replacing the income tax with a consumption tax. The main argument for making 
such a major change in how we tax is that it will improve the performance of the 
economy and raise our standard of living. 1 have my doubts about whether some 
current proposals will do that. But I do agree that we can improve future living 
standards with appropriate changes in the lax code, in particular, I urge the 
Committee to consider ways iliat we can colled more revenue from taxes on 
pollution and cncrg>' and less from taxes on labor and capital. 

I am working on a bill, ^vh^ch I unli present later this summer, that would 
gradually reduce corporate and individual incomq taxes and gradually increase taxes 
on pollution, excessive depletion of valuable natural resources, and inefficient 
production and consumption of energy. Over the longer term, these changes in the 
lax code would produce a healiiiicr society and a more sustainable economy. In the 
near tenn tliey will shift taxes onto foreign oil producers and help reduce the $50 
billion per yvar we spend on oil imports. In short, they would discourage harmful 
and wasteful economic activities and encourage beneficial and productive activities. 

The goal of my plan is not to incre.v^e taxes. Every dollar of increased 
pollution and energy taxes wc collect would be used to reduce income taxes. I 
would begin by cleaning up the existing tax code and removing current incentives 
that encourage excessive production and consumption of non-renewable natural 
resources or that encourage activities that pollute. We certainly should not be using 
our tax code to encourage such economically inefficient activities. By broadening 
the tax base we would be able to lower existing tax rates without sacrificing 
revenue. But my plan would go further and gradually phase in economically 
efficient pollution and energy taxes. Each dollar raised througli these taxes would, 
be used to reduce income taxes. 

My plan is fully in the spirit of tliis week’s hearings and it builds on the 
growing body of evidence that economic incentives can be used to achieve desirable 
social and economic goals. Many member of the Committee want to reduce or 
eliminate taxes on capital investment and savings and increase them on 
consumption. My proposal goes further and asks that we tax consumption of 
products that are non-renewable and that pollute the environment. Wc know that 
using taxes to change the economics of a product can work to achieve desired goals. 
The tax on CFC almost immediately brought new, non-ozone-layer-destroying 
chemicals to the marketplace. CFC production is way down, and there are reports 
that the ozone layer destruction may be moderating. The marketplace economics 
brought about by the tax increase is solving the problem without the need for a 
complicated administrative licensing process. 

You may say, weVe tried this before-and lost! Our experience with the BTU 
tax in 1993 is one that none of us wants to repeat. But the BTU proposal was a tax 
increase without offsetting tax reductions. My proposal would be simpler and ^ 
revenue neutral. For every dollar of pain in higher pollution taxes, there would be a 
dollar gain in lower income and corporate profits taxes. The proposal would also be 
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a very gradual transition to avoid shock to any particular sector or region of the 
country— I am envisioning a twenty year transition. A long transition will give 
industry and labor plenty of timelo move toward energy and anti-pollution 
efficiency, creating jobs in new products and processes before jobs are lost in 
energy production sectors. 

Realistically, this transition to a more economically efficient and 
environmentally appropriate tax code would not result in the complete replacement 
of the income tax. After all, if the energy and pollution taxes work as intended to 
discourage inefficient and harmful activities the tax base should shrink! 

Nevertheless, we would have an income tax with a broader base and lower rates- 
the time honored goal of tax reform. We would also have a cleaner environment, a 
more sustainable economy, and a higher standard of living. 

Although my proposal is revenue neutral and will raise average living 
standards, there will still be winners and losers and we v\i!l need to assist the 
transition. I would expand the earned income lax credit to offset any adverse impact 
on low-income families, Also, there will be regions of the country or particular 
industries-West Virginia comes to mind-that are so dependent on a particular 
product like coal that a gradually rising tax on it would depress the local economy. 

I believe that can be addressed by the inclusion of a Local impact Trust Fund, in 
which revenues could be returned to locaL.*es that bear a heavier than average 
burden under this system, so that those local governments could also lower their 
taxes and attract new businesses. The Fund could also be targeted to particular 
industries to help them finance the move to cleaner, less-polluting production 
methods. 

The Congressional majority is obviously very opposed to regulatory 
approaches to environmental improvement. The EPA and its command and control 
approach to improving the environment are under constant criticism. This bill is ihe 
answer: use economics— the price of products-co encourage recycling, the use of 
more efficient production processes, and conservation. When folly implemented, 
the economics of the tax changes will make the EPA and its regulatory bureaucracy 
virtually unnecessary. Those who pollute won’t be able to compete with those vslio 
don't. Efficient, non-polluting cars will rule the marketplace. No one will build a 
house without the best of insulation. It worit take bureaucrats to make these 
changes— the economics and the marketplace will do it for u$. 

Mr. Chairman, the world needs to reduce the emission of pollutants and the 
destruction of non-renewable natural resources. America is by far the world's 
disproportionate consumer of energy and natural resources and should lead in this 
effort. As the century ends, we see how America's population has practically 
quadrupled from less than 70 million to over 260 miUion in the past 100 years. The 
world's population has soared from 1 .$ billion to nearly 6 billion in this century. One 
can cite endless studies arguing whether there is over-population, whether there is a 
greenhouse effect, whether pollution is really a serious threat, \\frether we are really 
rurniing out of various valuable minerals. But simple common sense tells us that we 
ace burdening the enviroiuncnt and that future growth of the human race requires 
that we think of better ways to prevent pollution and ensure the recycling of 
precious and increasingly scare natural resources. 
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There are lots of worthy goals for a tax system. The first is to raise the money 
to run whatever size government the people want. Another is to ensure fairness in a 
society. Whether we need a tax code revolution to encourage more exports or to 
increase investment and productivity are interesting questions, which economists 
can argue about forever. But if you look at the pressures on the environment in the 
decades to come, I think the most useful and important change we can make would 
be to help steer, gradually, our economy to one which can survive in an increasingly 

fragile environment. 

I think this is a change which, if people thought about it, would be widely 
supported and less controversial than almost any other approach. To repeat, I am 
currently drafting a model bill to achieve tlicse goals. I would appreciate ideas, 
comments and concerns from you, the Committee, and the public in the weeks 
ahead. 

Thank you. 
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■lAYsmvmpc 

2531 BRIARCLIFF ROAD 
AnANTACEOiOA 30329 
404^636-1400 / FAX 636-1130 


Mr. Phillip D. Moseley 
Chief of Staff 

Committee on Ways and Means 
U.S. House of Representatives 
1 102 Longworth House Office Building 
Washington, D.C. 20515 

Dear Mr. Moseley: 

Please add the enclosed article and my following comments on flat tax to the record for the hearing on 
fundamental tax reform. 

A truly "flat* tax would raise inadequate revenues. Using exemptions, deductions and credits would 
accomplish through complexity that which is easier to accomplish through graduated rates. 
Origin^ly, the income tax was supposed to be flat. It was the arguments of Rep. John Nance Gamer 
which convinced the House to pass a graduated tax in 1913, and it wasn't until World War II that it 
applied to the amasses. 

Consider a three-prong approach to flat lax to raise adequate revenues through very low rates, free the 
vast majority from the annual drudgery and expense of reporting, and minimize disincentive economic 
effects. 

First, institute a VAT at a low rate, as close to 10% as possible. At a low rate, taxation of savings 
under VAT which were previously subject to income tax would be minimized, and the transition to 
VAT would be simpler. Joel Slemrod has suggested that VAT could displace the income tax 
completely because cf the structure of the U.S. economy. (See Joel B. Slemrod, "The Simplification 
Potential of Alternatives to the Income Tax", Tax February 27, 1995, pg. 1331 .) 

Second, institute a flat income tax with a high income threshold. Say, only those earning over 
$75, (XX) gross would be subject to income tax, at a 20% rate. Revenue from an income lax would 
allow a low VAT rate. The threshold should aim to exempt some 80% of the population from income 
tax. 

Third, repeal the estate and gift tax, or reduce it to a very low 10% - 20% rate. Without an estate 
tax, repeal of step-up basis becomes viable, without endangering small business. A recent study by 
The Tax Foundation concluded that income tax rates would have to be nearly doubled to achieve the 
disincentive effects of the estate and gift tax. (See Patrick Fleenor and J.D. Foster, "An Analysis of 
the Disincentive Effects of the Estate Tax on Entrepreneurship" , Tax Foundation Background Paper 
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P9, The Tax Foundation, June 1, 1994.) I'd prefer repeal because it's a very inefficient lax, 
comparing the disincentives and cost of estate lax planning and compliance to the revenues raised. 

These changes would significantly reduce compliance costs. IRS could be down sized. Most people 
would no longer have to keep records and file annual income tax returns. Estate planning would 
become much simpler. Though consumption taxes are regressive, polls consistently rate sales tax as 
one of the fairest. Retention of an income tax would retain progressivity. 

In all forums on simplifying taxes, the issue of wasteful government spending always arises. A 
simplified tax is possible, but note that Michigan's VAT is very complex. 1 have little faith that 
Congress would keeping it simple for long, or resist the temptation to raise rates or expand the tax 
base for some spending project. 



JS:abm:x 

Enclosure 
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The Atlanta Journal / The Atlanta Constitution 


** Wednesday. April 26, 1995 Ai 5 


IS A CONSUMPTION TAX THE ANSWER? 

The idea of a flat tax may be simple, 
but its implementation is more difficult 


By Jay Starkman 

T he Bible tells of taxation in 
the wilderness. God loved 
his people and wanted 
them counted. It was unseemly to 
count heads. So, Moses collected 
a half-shekel 
from every man 
and counted the 
coins. Indeed, 

God loved his 
people so much, 
He had Moses 
count them three 
times during the 
first year after 
they left Egypt, collecting shekels 
each time. 

This was a head tax. It is the 
simplest flat tax, unpopular in 
modem societies because it 
doesn’t consider the ability to pay 
and raises insufficient revenue. 

Every tax has two components: 
a tax rate and what is taxable. A 
flat tax means any tax system 
with only one tax rate and broad 
base Most people are upset with 
the current income tax because 
rates are too high, the law is too 
complex and government spend- 
ing is wasteful. 

Progressive tax rates have 
always been intensely controver- 
sial. Proponents say more reve- 
nue can be raised when high 
earners pay tax at steeper rates. 
Recognizing ability to pay 
through other means requires 
deductions and credits which are 
more complex than progressive 
rates. If these mechanisms are 


not used, rates must be set low 
enough for the poorest taxpayers 
to afibrd, which may result in 
insufficient revenue. 

Yet, federal tax revenues have 
remained constant — 18 percent 
to 19 percent of the gross domes- 
tic product for the past 40 years 
— whether the top rate was 92 
percent or 28 percent. So, the net 
effect of tax law changes has 
been to redistribute income, add 
economic and social incentives or 
carve out an exception for a par- 
ticular constituency. Not surpris- 
ingly, members of congressional 
tax-writing committees are 
among the top recipients of cam- 
paign contributions from special 
interests. 

Out of 107 million individual 
income tax returns filed, only 31 
million claim a deduction for 
home mortgage interest or for 
charitable contributions. Another 
IS million claim an earned 
Income tax credit. Emphasizing 
family values means tax breaks 
for having dependents and being 
married. How many of these 
should we keep in a "flat” tax? 

There are harder questions: 
when, whether or not and how to 
tax capital gains, municipal bond 
interest, life insurance proceeds 
and gains on home sales. Some 
business expenses must be 
dedlictible, like the cost of goods 
purchased for resale. How about 
salaries, factory equipment, 
interest on business debt and 
employee health insurance? 

In 1986, Congress "flattened” 


the tax to two rates — 15 percent 
and 28 percent — down from a 
top 50 percent rate Nine years 
and 4,000 tax code changes later, 
we have five rates, with a top rate 
approaching 50 percent again. 

It would be easier to create a 
flat "consumption tax,” such as a 
national sales tax or value added 
tax, than a flat income tax. The 
biggest hurdle is avoiding double 
taxation. Those who paid income 
tax on their savings may again 
pay consumption tax when they 
spend their wealth. 

Until this century, high tariffs 
were the mqjor source of federal 
taxes. Because we imported most 
manufactured goods, tariffs 
worked like some of today s con- 
sumption tax proposals. The bur- 
den fell disproportionately on the 
poor because they spent a far 
higher percentage of their income 
on the affected goods than did the 
rich. Income tax was introduced 
to replace high tariffs and ease 
tax burdens on the poor. 

The annual collection cost of 
the present income tax is esti- 
mated as high as $75 billion. Sev- 
eral less costly alternatives prom- 
ising lower, simpler taxes have 
been proposed. 

Finding one that is flat, fair 
and simple is difficult. 

Jay Starkman, an Atlanta certi- 
fied public accountant, is a mem- 
ber of the Tax Executive Commit- 
tee of the American Institute of 
Certified Public Accountants. The 
views expressed are his own 
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STATI fAIM 

INSUKANCI 


CARL F. RATKUS 

AutQ-Life-Health-Home and Business 


1919 ROCHESTER ROAD 
ROYAL OAK, MI 48073 PHONE (810) 542-1220 


June 8, 1995 


PHILIP 0. MOSELY, CHIEF OF STAFF 
HOUSE WAYS & MEANS COMMITTEE 
U.S. HOUSE OF REPRESENTATIVES 
HOUSE OFFICE BUILDING 
1102 LONGWORTH 
WASHINGTON, D.C. 20515 


SUBJECT: TAX REFORM 


DEAR MR MOSELY, 


AS A CITIZEN AND AS A SMALL BUSINESS MAN, I CAN SUM UP MY FEELINGS 
REGARDING THE TAX SYSTEM IN 1 WORD, ENOUGH. IF I RAN MY HOME & BUSINESS 
WITH THE CRIMINAL INEFFICIENCIES OF THIS GOVERNMENT, I WOULD BE OUT 
OF BUSINESS AND/OR IN JAIL. SO MUCH FOR EMOTIONALISM. 

THE ONLY SYSTEM OF REASONABLE FAIRNESS IS A SYSTEM BASED ON A NATIONAL 
TAX ON ALL SALES EXCLUDING, HOUSING, FOOD AND MEDICAL. THIS SYSTEM CAN 
BE STRUCTURED WITH LIMITED DEDUCTIONS FOR QUALIFIED LOW INCOME FAMILIES 
THIS REVISION WOULD REQUIRE THE PASSAGE OF ADDITIONAL LEGISLATION, 

THE PURPOSE OF WHICH IS TO PROTECT TAXPAYERS FROM THE ARBITRARY WHIMS 
OF SELF INDULGENT POLITICIANS, WHO ASPIRE TO BUILD BUREAUCRACIES & 
PERSONAL FORTUNES FROM THE HARD WORK AND OTHERS. THE AMOUNT OF THE 
TAX SHOULD FALL BETWEEN 12% & 14% OF SALES. BASED ON THE AMOUNT OF 
FAT IN THE CURRENT QUESTIONABLE BUREAUCRACY, THERE WOULD BE SUFFICIENT 
MONEY TO FUND THE SYSTEM AND DURING DOWN TURNS, SUFFICIENT INCENTATIVE 
FOR THE FED TO JOIN. THE REAL WORLD AND TIGHTEN GOVERNMENTS BLOATED BELT 


CORDIALLY, 


CARL'^ RATKUS 
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SHAWN HcGUlRE, Agent 

Auto-Llfe-HeaUh-Home and Business 

126h E SPRAGUE/ SUHE #2 

SPOKANE, HA 99216 PHONE (509) 891-2772 / FAX (509) 891-2775 


June 8, 1995 


THE HONORABLE PHILIP 0 MOSLEY 
CHIEF OF STAFF 

HOUSE WAYS AND MEANS COMMITTEE 
US HOUSE OF REPRESENTATIVES 
1102 LONGWORTH BUILDING 
WASHINGTON, DC 20515 


Dear Mr Mosley, 

I am writing to you in support of a change in our current Federal tax 
code practice. 

As a small business owner and employer in Spokane, HA,, I find the current 
taxation system difficult to understand, too intrusive, and much too 
high in the percentages of tax a self employed individual must pay. 

An overhaul of the monster that we have created over the last 40-50 years 
is long overdue and I support a move to the various flat tax proposals 
that your committee is preparing to review. 

President Clinton surely shot himself in the foot for a re-election bid in 
1996 by levying the largest taxation increase in U.S. history. Please 
don't make the same mistake and turn a deaf ear to the American public. 

We spoke as one voice back in November of 94 and now we look to you to 
see that the right choices are made. 

Small businesses are at the core of the American success story. Isn't it 
about time that we begin to reward those individuals who embody the 
entrepenurial spirit that made this country the leader in the economic 
arena? Or, are we going to continue penalizing those individuals and 
their families with an archaic and inherently unfair system of taxation? 


I hope that you accomplish what you set out to do in this committee session 
and tjMrOhe common man is heard both loud and clear. 




ShawnNMcGuire 

AgenV^ State Farm Insurance 
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PSYCHOLOGY OFFICES 


1550 South 70th Street, Suite 100 
Lincoln, Nebraska 68506-1576 
Telephone (402) 483-1125 

June 13, 1995 

Honorable William Archer, Chairman 
House Ways and Means Committee 
United States House of Representatives 
Washington, D.C. 20515 

RE: Written Testimony 

Dear Chairman Archer: 

Attached please find a document which I am submitting as written testimony on the subject 
of the repeal of the current income tax and its replacement with another tax. I am not sure 
of the correct procedure for submitting testimony to a Congressional committee so am 
following the procedure for the Nebraska Legislature, which is to direct the correspondence 
to the Committee Chairman for distribution to the Members. 

I cannot indicate too strongly my support for your efforts and that of the ranking minority 
member to end the income tax as presently structured and replace it, zil though I disagree 
with the specific proposals thus far discussed for replacements. I agree completely with the 
testimony given by Congressman Cox to the effect that Congress has demonstrated an 
inability to resist the temptation to abuse the Sixteenth Amendment. The Congress should 
send to the States, concurrently with the passage of replacement tax legislation, a 
Constitutional amendment significantly modi^ng or repealing the Sixteenth Amendment. 

Congressman Cox is correct in asserting that the People will not trust the Congress at this 
point absent a commitment of at least this magnitude by Congress. 

There are two ideas which I believe are novel in my views (in addition, of course, to my 
personal experiences). These are indicated with a ► on pages three and four. Much else 
is probably a modernization of the Federalist Papers, #21, Hamilton, at least in some 
respects. 

Thank you for your consideration of my testimony. 

/ 


William R. Stone^Or., Ph.D. 
Clinical Psychologist 


Sincerely, 



cc: Doug Bereuter, Bill Barrett, Jon Christensen 
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Testimony on Taxation to tfie House Ways and Means Committee 

In 1993, fifty years after my own birth, my grandson was bom. While he was bom with air 
conditioning and a mother with a master’s degree and other "advantages" of technological and 
societal progression, and I lived most of my childhood in poverty (we had an outhouse until I was 
in my teens), I felt sorry for him. I did not, as I had expected I might, envy him but was, instead 
reminded of the story of The Wolf and the Dog I learned as a child. 

There was a hungry wolf who, in the early winter, chanced upon a ranch house with a dog. The 
hungry wolf was allowed by the dog to share his dinner. The wolf enquired how the dog came 
by food and was told the people supplied it. The dog further described his life and asked the wolf 
if he wanted to stay. The wolf initially agreed, but then noted the collar around the dog’s neck 
and enquired about it. The dog assured him it was no problem, that he (the wolf) would have 
one, too, that it was merely where the chain was fastened. The wolf secured some further 
clarification and, at that point, decided some prices are too high to pay for security and departed. 

The income tax is several links in the chain forged by Congress that binds my grandson. The end 
purpose of this testimony is to petition you to devise a means to remove these links from this 
chain. 

The initial portion of my testimony indicates my position on the need to reform the tax structure. 
Second, my analysis of specific types of reform is outlined. Third, I provide a chronology of 
personal and business experiences with the Internal Revenue Service which provide a significant 
portion of the basis for my views. Fourth, I provide data on my own taxes for 1972 and 1992 for 
comparative purposes. My experiences demonstrate clearly why the substantial alteration or 
repeal of the Sixteenth amendment and a change to another tax structure is desirable. 


Need For Reform 

At one point the income tax was low and voluntary. As recently as 1967 the Commissioner of the 
Internal Revenue Service was able to truthfully write, "Ours is essentially a self assessment tax 
system where the citizen fills out the tax forms and sends in his proper tax. This is what 
distinguishes the American tax system and makes it a model for the rest of the world." 
Congniently, as a child the ordinary people around me talked about the need to pay their fair 
share. This was certainly my own attitude and approach through most of the years that 1 have 
been paying taxes. While I still wish to pay my fair share, since about the mid-1980’s, however, 
my attitude towards the income tax has shifted. I no longer view the tax burden as a fair share; 
my motivation in paying taxes now is primarily my fear of imprisonment. While my own 
apparently outmoded code of honor is such that I do not cheat on my taxes, I do not find moral 
fault with the people who do cheat and I would certainly not report them for cheating. There are 
people who may be enemies of mine whom I suspect of cheating on their income taxes, but no 
one that I hate badly enough to expose to the IRS. 

Taxes are necessary to support the government and each of us should voluntarily pay a fair share. 
One should not be left feeling, as I from time to time do, that in the difference between armed 
robbery and taxes is more nominal than actual. In both cases one surrenders money that one has 
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worked for against one’s will upon the threat of force. It has only taken a few years for the 
Internal Revenue Service to get entirely out of hand and even if it were now returned to 
something like its original state it would only take a few more years to inevitably end up at this 
point. Congressman Cox is correct that this is not an acceptable solution. 

There was a striking lack of reality contact by the Clinton Administration Treasury Secretary that 
appeared before your committee. The Clinton Administration as a whole seems to be operating 
in a world of kindly government where the phrase, 'Tm from the Government and I’m here to 
help you", a phrase that elsewhere in America strikes fear in every heart, is taken as positive. 
Those of us subject to the Secretary’s kindly ministrations are appalled by the entirely un- 
American way in which the Internal Revenue Service operates. The Secretary talks of tinkering 
around the fringes of the Code, leaving the income tax basically unaltered. Those subject to it 
have a uniformly different view. 

The income tax is probably a major cause of the bloated and disproportionate size of the Federal 
government. Part of the reason for the bloating is that the withheld income tax makes paying 
taxes appear painless at the time of payment, which has enabled Congress to make a seemingly 
endless number of tax increases without inflicting the level of pain that would lead to a tax revolt. 
The budget had to get entirely out of hand, as at present, before the revolt came. We must not 
only eliminate this tax as currently structured but must eliminate the opportunity for this problem 
to re-occur. To this end, the replacement tax must necessarily be painful on an ongoing basis, 
providing a stimulus to the citizenry to track the expenditures and expansions of the Government. 
Clearly any tax reform will work much better if the Senate eventually manages to send the long 
overdue balanced budget amendment to the States. 


Reform Proposals 

My thoughts on taxation at all levels always began with the rather common sense view that 
ordinary individuals, who pay almost all of the taxes, must necessarily pay their taxes from their 
income; they have no other source. Practically speaking, therefore, all tax is in some sense an 
income tax and the Federal Tax Code needs to be structured with this fact in view. The notion 
of "property" tax is functionally absurd; property is not a negotiable instrument and cannot, 
therefore, be used as a form of payment. Neither is there an invariable relationship between 
property and income or wealth. Similarly, purchases provide no money to the buyer who pays the 
tax, but must necessarily come from the profits and/or income of individuals. But for the problem 
of the inability of Congress to comport itself appropriately, it would be my view that the ideal tax 
would be a flat tax on the income of individuals (not on corporations). Tax on corporations is 
nothing more than an indirect tax on the individuals who own stocks and receive dividends h'om 
the corporation. Corporate income tax is a double taxation removing a part of the income from 
shareholders before dividends are paid and taxing the remaining proht when paid as dividends 
to shareholders. 


Income Taxes 

The optimal income tax would have a large individual exemption adequate to cover actual 
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individual living expenses. Individuals should not have to pay taxes out of the money that they 
need for food, shelter, and medical care for themselves and their families. An individual 
exemption of at least $7,000 per person would be appropriate at this point in history. Beyond the 
base level, I would think that all genuine income, from whatever source derived, should be 
subjected to a flat tax rate. 

While fairness dictates that income (above the base) of all individuals be taxed, it violates the 
basic concept of fairness to somehow argue that individuals with higher income should pay a 
higher rate. Qearly those with more income should pay higher taxes but this does not imply that 
the rate should be higher. No other exemptions should be allowed, although clearly there would 
need to be an adjustment for the inflationary portion of capital gains. After all, it seems clear 
that the primary source of inflation is a government whose expenditures routinely exceed its 
income, a government which has made a practice of monetizing debt through inflation. 

Again, but for the inability of the Congress to comport itself appropriately, the flat tax of Mr. 
Armey, with one change, would perhaps be the optimal tax. The one revision would be the 
elimination of payroll withholding and the requirement of direct payment to the government of 
taxes by each individual taxpayer. Unfortunately, the proposal made by Congressman Armey 
leaves intact and unaltered the Internal Revenue Service with its un-Americcin and intrusive 
characteristics. 

► Perhaps the Sixteenth Amendment could be amended in a way which require simplicity of the 
tax code and makes payment of taxes painful. Perhaps the specification that a uniform rate be 
required and withheld tax eliminated could be written into an Amendment of the Sixteenth 
Amendment. If such language could be devised then the income tax would probably be 
preferable to a consumption tax. 

Value Added Taxes 

The value added taxes being discussed as most desirable because they are relatively painless and 
provide a broad, hard to evade base are unacceptable precisely because they are relatively 
painless and hard to evade. One of the things that has to be true in order to keep the taxes under 
control is that the tax must present an ongoing pain to the people paying it so that the taxpayers 
do not lose track of what they are paying. It is important that taxes be truly voluntary which is, 
of course, the case (as Hamilton points out) with a tax that is relatively easy to evade. 

While a value added tax would, of course, at present, be much simpler than the current tax, it still 
provides a high level of paperwork for businesses. The other problem with the value added taxes, 
as discussed thus far in your hearings, is that they are scarcely likely to provide any improvement, 
within a few years, over the current morass of Federal laws, rules, and regulations. It might likely 
be initially a simpler structure, but 1 expect that the administration representative (while generally 
an individual out of contact with reality) is probably right that one would end up with just as 
much bureaucracy using a value added tax. The VAT is subject to the same abuses as the present 
income tax. Right away one gets into the problem of keeping track of the purchase and sale 
prices of products at multiple points during their development and execution. 
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Sales Taxes 

Absent a Constitutional Amendment to the Sixteenth Amendment, but with its repeal, I am in 
favor of a sale's tax, to be collected by the States and forwarded to the Federal government. A 
Sales Tax would be painful and the fact that a sales tax inflicts ongoing pain is one of the 
benefits of a sales tax. Further, a Sales Tax would be difficult or impossible to apply to private 
transactions, making the Sales Tax fairly easily evaded. Easy evasion is also as an asset since 
this trait again limit the power of the Congress to levy rates of taxes that are incongruent with the 
rates of taxes that people are willing or can afford to pay. The case for a sales tax is made better 
than I can make it in the Federalist Papers, #21, Hamilton. The sales tax would allow the repeal 
of the Sixteenth Amendment and elimination of the IRS, making it immensely attractive to all 
who value Freedom. 

The one drawback of sales taxes is the inherently regressive nature of the sales tax. While flat 
rates should not offend anyone’s sense of fairness, it is wrong to require that people be compelled 
to pay tax with their grocery money or the money that they need to buy shelter or clothing for 
their children. 

► While no solution to the regressive nature of the sales tax is perfect, perhaps a good solution 
would be for the Federal government to rebate to each citizen the tax on a certain base amount 
of income, probably at least 57, (XX) per year at present. This rebate could be given without 
concern as to whether the person actually had that much income. While one could require that 
an initial apphcation be made for the rebate, one could perhaps simply generate rebates through 
the Social Security System. Rebate payments to each holder of a Social Security number could 
occur on a monthly basis and end at death. This would eliminate much of the regressive 
character and remove the hardship from individuals who are living month to month. After the 
first month they would have the money available at the begirming of the month. 

The problem of providing rebates to individuals who are employed by the Federal government 
or are receiving Federal welfare benefits or are otherwise non productive could easily be dealt 
with by adjusting the rate of payment of such Federal benefits to a lower level to compensate for 
the rebate. 


Personal Experiences 

My persona] experiences with the Internal Revenue Service (apart from the annual filing of 
returns based on hundreds of armual hours of record keeping), in their entirety, follow. The 
entire source of all of my business suffering is based on my professional occupation as a clinical 
psychologist. I have a snoall private practice and employ a sin^e secretary and someone pan-time 
to vacuum and clean the office. My expenses are those inherent in operating an office. In 
addition to my contacts with the Internal Revenue Service I must also, of course, interface with 
local property taxes. State income tax. State sales taxes. State unemployment taxes, Federal 
unemployment taxes, and various forms and filing s in conjimction with these. Even at the State 
level the absurdity nins to the depth of having to have a "safety committee" to satisfy recent 
changes in Workman’s Compensation laws. The aggregate of these governmental encounters 
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which makes the minimization of the government in my life a primary objective. The narrative 
which follows outlines contacts only with the Internal Revenue Service which has the distinction 
of being the most egregious entity involved but certainly not the only one. 

First Substantive Encounter 

Shortly after I went into practice full-time, 1 hired an employee and it was necessary for me to 
begin withholding tax. 1 contacted the Internal Revenue Service as to how this is done and was 
advised that I needed to use the tax tables and make deposits of the withheld amounts and 
employer contributions in an approved Federal Reserve bank. Skipping what now looks to me 
to be an appalling level of ignorance, I scouted around and found an approved Federal Reserve 
bank and opened an escrow account in it wherein I deposited the money withheld. At the end 
of the quarter, which was about when I found out what deposited with a Federal Reserve bank 
means, 1 filed the required 941 and sent the money in. 

At that point the IRS contacted me to advise me of my error and to advise me further that I was 
going to be subject to a penalty and interest charge. I did not object to this, understanding that 
I had acted incorrectly, if innocently rather than malignantly as they seem to think. At any rate, 
I inquired what the penalty would be and was advised that they would be sending me a bill. 

The bill did not arrive for a number of years. When it did arrive, it was approximately $ 125.00, 
$30.00 or so of it interest. I contacted the Internal Revenue Service by telephone since, in the 
intervening years, I had forgotten I was expecting something from them. They clarified for me 
what the bill was for and after reviewing my records I indicated to them what had happened and 
that I had at the time of the error agreed to pay the penalty but had never received a bill. They 
checked and verified that I had, in fact, never received a bill. The agent on the telephone gave 
me a figure (absent the subsequent interest), and indicated I need not pay the subsequent interest, 
and I sent the money to them. The reason that I had not sooner received a bill, I was told, was 
that they had forgotten to prim a special bill and the computer program did not print automatic 
bills unless the amount was over $100.00. 

A year or two later I again received a bill referencing this tax period for the unpaid interest along 
with a threatening letter. The amount was now down to about $25.00. I tried to contact the 
person 1 had dealt with before who was, of course, gone. 1 talked to his supervisor who advised 
me that he had not had the authority to make the agreement that he had made. 

By this lime, 1 had, of course, received a final warning notice from the Internal Revenue Service 
advising me that because of my severely delinquent behavior they were, with that letter, placing 
the agency in a position to seize (without further warning) all of my assets and freeze all of my 
accounts to secure the money that I was trying to cheat them out of and/or was allegedly refusing 
to pay. 

At that point I, of course, paid the $25.00 and sent a letter telling them that I would like a receipt 
and that I thought it was too bad they could not keep their agreements. 

1, of course, never received a receipt (the IRS does not do receipts). I did, however, over the next 
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two years receive (at random intervals) small checks referencing this tax period, which checks 
eventually exceeded the total amount that I had paid in. There was never any sensible 
explanation as to why 1 was getting these little checks. 

Second Class of Substantive Encounters 

Over the years that I have been in business, I have several times a year received notices from the 
IRS advising me that 1 have either overpaid or underpaid something or other by some small 
amount. I am typically unable to locate where they think the source of error is. At this point I, 
with terror in my heart, of course, pay cuiy cunount that they bill me that is not astronomical 
without even checking to see what it is. 

When they send me a notice that I have overpaid and inquire whether I want a refund or not, 1 
always indicate that I want the refund. This is then followed by a notice from them that the 
requested refund has been applied to my delinquent taxes and that no check will be forthcoming. 
I have yet to receive any indication of what the delinquent taxes are that these unexpected 
windfalls are being applied to. I will note the rate of these mystery notices has declined over the 
years. 

Related Non-Encounter 

In the early 1980’s 1 incorporated my practice. The sole reason for this incorporation was to 
create a better situation tax-wise for managing my profits. 

Third Substantive Encounter 

A few years ago I received notice from the IRS that I had cheated on my taxes by selecting a 
lower of two rates as applying to my corporation. There is a lower rate for corporations where 
less than 95 percent of the activity is professional service, as is the case with my corporation. I 
contacted the Internal Revenue Service and advised them that I was qualified for the lower rate, 
that the corporation was engaged in property rental, office management, and other investments 
as well as providing professional services and that these far exceeded the 5 percent cutoff, and 
were, rather, more around 50 percent. 

They promptly basically accused me of lying, of course, and demanded, in effect, documentation 
to prove 1 was not lying. They refused to specify what documentation would be acceptable with 
reference to the tax code. The tax code and regulations referenced by the IRS revealed, of 
course, no description of required documentation. I prepared documentation that demonstrated 
that the corporation took in half of its income from other than professional service sources. They, 
of course, determined that this was not adequate proof that the five percent of employee time 
requirement had been breached. 

At some point in the discussion, I inquired of them how they had determined that I had 
deliberately cheated on this matter and/or what reason they had to think I was lying. I grew up, 
by the way, when a man’s honor had some meaning and if I don’t watch myself I’m prone to thiiik 
you shouldn’t accuse a man of lying without some pretty good reason, a concept alien to the IRS. 
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Their whole explanation was that it would be possible for me to lie so therefore they had 
concluded that I was. 

At some point in the dispute I became aware that the regulation I was accused of cheating on had 
not actually been fully adopted by the Internal Revenue Service but was only a proposed 
regulation. I contacted my attorney, ignorantly thinking this fact might matter, and was advised 
that this did not make any difference. I was advised that the Federal courts allow the IRS to 
enforce draft regulations. 

At some later point in the dispute I found out that the regulation I was accused of deliberately 
evading, violating, and cheating on had in fact not even been drafted at the time that I was filing 
the income tax return wherein 1 presumably deliberately lied and cheated. I, of course, contacted 
my attorney again, foolishly, only to find out that the fact that the regulation had not been drafted 
was no defense against a charge of deliberately cheating on it. 

I secured a Federal Court date, eventually, and shortly before the matter was to go to court, the 
United States Attorney’s office was in contact with my attorney indicating that my documentation 
was adequate legally and that the case should not have been carried forward and offering to 
settle. By that time 1 was out some significant 2 imount in legal fees, of course, and had my 
attorney inquire as to whether they would pay her legal fees. 

The informal feedback she got was that they would never, ever pay legal fees unless ordered to 
do so in court and, furthermore, if I pursued the matter in court to that end rather than settle 
then they had a number of other areas about my taxes that they were going to start looking into. 

My mother did not raise a total idiot so I, of course, accepted their offer for a settlement with no 
taxes, penalty, or interest due, and a decree was issued by the court. I was only out the cost of 
defending myself in this case and a year or so of harassment by the Internal Revenue Service. 

Fourth Substantive Encounter 

Some years ago 1 filed my personal State and Federal income tax returns and, as luck would have 
it, that year received a small refund. The refund I received from the Federal government (not 
significant in size) I cashed and spent. 

A couple of years later, 1 received a threatening letter from the Internal Revenue Service (any 
letter from IRS is a threat) advising me that I had not filed an income tax return for the year in 
question and insisting that it be filed. I, in fact, had filed and promptly sent them a copy of the 
return with an accompanying letter advising them that I had timely filed the return and had, in 
fact, received the refund and spent it. I suggested to them that perhaps they had lost some of 
their computer files and that if they had they might verify that I had filed by looking up the 
refund check. 

1 received back a letter with no acknowledgement of the content of my letter but rather advising 
me that my return (the recently sent copy) was incomplete in that it was not signed and that I 
could not get a refund unless I signed the return, and demanding that I submit a signed return. 
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I then made another photocopy of my file copy of the return and signed it and forwarded it to 
them with yet another letter indicating that while I had signed the copy of the return, I did not 
wish to receive another refund, that I had already received the refund. 

I then received yet another hostile correspondence from them indicating that my return was still 
incorrect in that the return was not also signed by my wife and again demanding that I submit a 
return signed by both of us or we would not get the refund. There was again no 
acknowledgement of the faa that I had indicated having a refund and did not want another one. 

At this point in the sequence I contacted Senator Exon, if my memory serves, with the matter 
indicating that I wanted to know if there was a limit to the number of times the law required the 
submission of the same return to the Internal Revenue Service and indicating that I could not 
seem to direct the attention of the IRS to the fact that I did not want a second refund. The 
feedback that I got from the Senator, as I recall, was to the effect that 1 had to comply with their 
demands and he really could not help me avoid receiving a refund unless I could show proof that 
1 had received the refund. There did not seem to be a paper trail, so I submitted yet another 
return, this one signed by both my wife and 1, and in due course received a second refund check. 

Related Non-Encounter 

At the present time I am, on the advise of my accountant for income tax purposes, now operating 
a second corporation. Although the matter of percentage of time spent in professional activities 
was adjudicated in a Federal court decision, my accountants are advising that the IRS practice 
is to wait a few years after losing such a case and then renewing the original complaint and 
repeating the inquisition. My accountants are advising me that I should operate the two activities 
under two separate corporations. This of course causes no small inconvenience for someone who 
cannot afford a full-time accountant but must, with the help of their secretary, do all of their own 
tax record keeping. Running books for two corporations is fairly entertaining when you do not 
have background in business administration but wasted your time studying psychology in graduate 
school. 


Summary of Facts Learned 

While these four encounters are the only unusual contacts I have had over quite a number of 
years, they, in total, occupied my time over a span of many years since a year or more of 
correspondence with the IRS on any matter is about typical. 

During my encounters with the IRS, I have learned the following facts: 

A. When challenged by the IRS, for whatever reason or for no reason at ail, one is guilty until 
proven innocent. 

B. Unless you pay money to go to court, it is functionally impossible to prove yourself 
innocent since the people you have to prove yourself innocent to are the same people who 
have tried and convicted you in some administrative process you did not attend. 
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C The IRS, like other agencies, apparently, will admit no mistakes. A refund cannot be 
refused, for example. 

D. One can be guilty of cheating on a rule that is not actually a rule and one can deliberately 
cheat on a regulation that has not yet been drafted. The no ex post facto law notation in 
the Constitution does not apply. 

E. The IRS can seize all of your assets on a whim or in a non-dispute over $25.00. 

F. In general, the Bill of Rights does not apply to IRS. 

Stone Income - 1972 vs. 1992 


Nineteen seventy-two and nineteen ninety-two were selected for comparison on my subjective 
feeling of similar effective income. The difference is that in nineteen seventy-two my income 
supported four people at this subjective level while only two were so supported by the nineteen 
ninety-two amount. The numbers are my personal (non-business) returns and demonstrate the 
bloating of Federal income tax, the bloating of State income tax secondary to it, and the need to 
also reform FICA. 


Adjusted Gross 
FIT 

% 

FICA Base 
FICA (EMP) 
% 

SIT 


Total Tax 

% 

1992 Tax @ 1972 rate 
^ Difference 
Take Home 


1972 

17,157 

2,019 

11.8 


% Increase 
426 
594 


9,000 

468 

5.2 

303 

1.8 

2,790 

163 


1208 


1076 


749 


14,367 


364 


1992 

73,148 

11,985 

16.4 

N/A 

5,655 

7.7 

3,259 

20,899 

28.6 

11,123 

8,976 

52,249 


Constant Dollars 
17,157 
2,813 


U27 


765 


4,905 


12,265 
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INCOME FROM WAGES 


1. I INCUR A LOSS IF I DO NOT GET PAID FOR MY LABOR. 

2. I AM COMPENSATED FOR MY LOSS WHEN I AM PAID FOR MY LABOR. 

3. MY LABOR IS MY PROPERTY. 

a. "The property which every man has is his own labor, as 

it is the original foundation of all other property, so 
it is the most sacred and inviolable. Adam Smith's 
Wealth of Nations, BK.I, ch.lO." Butchers Union Co. v. 
Cresent City Co. . 111! US 746, 757 (1884) (Mr. Justice 

Fuller concurring) . 

b. "Included in the right of personal liberty and the 
right of private property - partaking of the nature of 
each - is the right to make contracts for the 
acquisition of property. Chief among such contracts is 
that of personal employment, by which labor and other 
services are exchanged for money or other other forms 
of property . If this right be struck down or 
arbitrarily interfered with, there is a substantial 
impairment of liberty in the long-established 
constitutional sense. The right is as essential to thjs 
laborer as to the capitalist, to the poor as to the 
rich; for the vast majority of persons have no other 
honest way to begin to acquire property, save by 
working for money." Coppaae v, Kansas . 35 S.Ct 240, 
243 (1915) 

4. "EXESS COMPENSATION" FOR LABOR IS INCOME. 

a. "Reasonable compensation for labor or services rendered 
is not profit." Laureldale v. Matthew . 345 Pa. 239, 47 
A 2d 277 (1946) 

5. I CANNOT RECEIVE "EXCESS INCOME" FOR MY OWN LABOR. 

a. "'Income' within the meaning of the 16th amendment and 

the revenue act, means 'gain' . . . and in such 

connection 'gain' means 'profit' ... proceeding from 
property, severed from capital, however invested or 
employed, and coming in, received, or drawn by the 
t£ucpayer for this separate use, benefit or disposal. 
'Income' is not a wage or compensation for any type of 
labor." Stapler v. United States . 12 F.Supp 737, 739 

b. "Condensation for labor is not income." Oliver v. 
Halstead . 86 SE 2d 858 (1955). 

6. I CAM ONLY RECEIVE "EXCESS INCOME" FOR ANOTHER PERSONS 

LABOR. 

a. I CAM HIRE ANOTHER PERSON AMD EMPLOY HIS LABOR. 

b. THE AMOUNT I AM PAID FOR ANOTHER PERSON'S LABOR THAT 
EXCEEDS THE AMOUNT THAT I PAY THE OTHER PERSON FOR HIS 
LABOR IS "EXCESS COMPENSATION." 

c. "Congress has taxed income, not compensation." Conner 
V. U.S. . 303 F.Supp 1187. 


Another attachment is being retained i4 the 0piiinitte6 files. 
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June 7, 1995 


Committee on the Ways and Means 
1 1 02 Longworth House Office Building 
Washington, DC 20515-6348 

Dear Sirs: 

It came to my attention recently that you are considering changes to our current methods of 
taxation. I would like to voice my support of a national sales tax as an alternative to our 
current use of the Internal Revenue Service. 

It is my feeling that our current method of taxation is crippling. If you measure the strides I 
have made throughout my career by salary increases, I have been penalized rather than 
promoted thanks to higher taxation As I strive to provide for myself and my family, my 
dollars are disappearing before my eyes. 

I would much rather see a national sales tax based on the premise that the more you spend the 
more tax you put back into the system. This method would do away with the Internal 
Revenue Service and utilize the sales tax collection and payment procedures already in place. 

By exempting basic living items from taxation this plan would also be more than fair to lower 
income families Food, housing and medical related expenses would not be subject to 
taxation Luxury items would be taxed accordingly. 

1 believe this opportunity to spend the full amount of money earned will encourage spending 
as well as allowing individuals to relieve mortgage, credit card and other debts. Once debts 
have been relieved the luxury of putting money into savings will increase, giving banks more 
money at their disposal for lending purposes. More money to lend would translate into more 
building and growth. 

Sirs, I hope you find a way to make this happen 


Sincerely, 

Jom Taramasso 


4104 Old Sonoma Road 
Napa, CA 94559 
707-257-7666 


Copy 2 of 6 
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tAoAfl.diL'j ^ CKi<Lf S+c^'<^’ 
U^jvA/fl^ CorA»o'.'H«j:i_ 

\\ ^ VA<]^^VVs v^ 

\isl <xA \r\ \ /v<^*4-o'0 ) ^ ^ • 5^ 

TloosJ^ ' 


Q <A (A\cA«(U ^T-w^S^ I9<?r; 

XKcA^<5,J^:f 70 ^ Co/o/i>;+4*<_ c^a.<w? 

-V-Q /Uj'ci <Ulrr>r»^■wh^3 9<>c$ Au^<^^ 40+; IHV3 «r<\ 4.^^ V><v.s.\ ti u/J 
ViAs^ 1 ^'«Rjl4-« Coo^ ^<^1“ 4fs-_y /J~»cJlt^ 

J^e. AJus:lh Cs (^7 . VUvOftVQjy yo Ka>> X c«P2c^ '4«'^ 

a-W^'c-t- id lirsJ, or.^q_ cJhij^+ u, 

if i" VAa^ 

^ ^ OO'JcSaj. X-uVi.'io 

W^.„^ ^ -Uw^lLv \AJaW<r- Aei A Ko^ - •.^^(<1^. 0^1^ ^ ^ 

A aK.-UsVv'Uci 
ft,Y-^4^fT,e x'tl 

)>s.'^iocl 4-0 V^'-Ji. ^Vdc'uui*r'^^_£s^;^3v'j' 

n«r &U^4«i^^ 

^o c>^4/. 4 a:, <^i3w UirffTf ^ 
if'tf7‘^-^vl 

"NTr^ 7,^ TiiA^ 

A«XJ> cOak^Yo , ■(’C244-1X . 4 ^ WSQ- iJ4>a . 

3 Oj ry\ XK 0 p Aaj ryiii’ 

^<^eo,eo)C(iJ2o6 

r<a><L^ , 

P.5“. C)^«- Qi-C Kv^y 1^ ^ ^Lr\cX^-<te^ ^ 

rrvj. cu<^^44o^ ,<. :2», 1x5^' " ''^ uijt^-M«.T>V: *' 

(^0 Waujv^ 'U44<.-k^o(5 '» fei^CAj1va.8oa'.i'^ ''■ .'^1^£l^-^oJf^ 

^ ^ ^S^J) 4ff-^ 'fy^vy^^ ^ 
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^ SAJiZNt- hopvi.-fyI^ 0©w’ -V-irt- ' occ^no. rrv<^y bc- 

For roaoy yo-ixr^ -Hvo, Cjat^rF ^ 

‘5'»x4«atv'hK f^7n4A^i<xvrf- ^ 'tV'F ;f \MVcr\y 

^ f\A^ >Y>f?<Ra^ o^i" cd\ir,44y 

o "F >00 c\«C i'Oii<? -\o V^tiiA}4vi b uxt- aQ*^ 

PKft_ tW-OfA^ >-<3 K‘^3_J\ts5 -bo i2_e^r>Ofnl^ 

KA"aMs,^ <$«.\/ca.WI 

rs> vOe -t"Kc^ A-i^V» '. ^^^>llJ34^r^(lA"bJ Ok- OvKWJ , 

Vj/yLr^ Va 1<2^ cvjboO'ifl/^ V ryC»r/^C_'V»^^ ^ </Ac;Cs^ — 

dt^Yt^ \y^oS,Y' cjc#r^i!sLX rA<\.:2^Ci^ rr\<2^0<? 

^0 rnok-^ s^^^/<^J^<t- r ^ fVO b<. pWOKA^cP 

^n5 •Lr^ci^ -tV<r Yr\<24i^ Qi^th^o y-o^Licivl^j? cf<- (}©oit^(? 

ud-U o-^- +^sy - - cv'Va^ o/^ V«3UC^ 

c3^ yo^ «^«v.rA you\ r^txj cc^.•^ ^ ^\o )S^^ \j^\^/J 

VliUt^ Oojl^ 40^4, ^O wJKG^ oA^do'/i V^J^Veocwri 

sJc^K^ ^-O /cvZ-/^ ■t'^Ot.y 'jjI Ko2^ <5flt4fi 

Soir^ C.\bQ.>a,l?^ huj^ 4Ai 

b^ry-U 0 'h-<^ *Voi!4^ ^ eov^ vi'.Qj? jla^L^ -‘ci\o^^i^r\ 

TK«2^ ursiW^Ve--c^ ^<>ooKNy ujili? jKy '+4<z;r aKsK- 

^y ^-«oSj<3 oa 4 b<_ ''4«<(^-. 

?J? ^ yov^c-Ti 4/®- 

Vi >‘+i«>, V <\CarrMkC_ -h> -ff>c?y vA*-/!^ Kc<^ od' cxd. 0 

(Iac«^ 0\c\^ 

“rkcfv 4t^ckfltf- '^iicS<.>^^ ' - Q <9t»\*c^. 


ftrtOoO^Oor 

^^tno/fvy \/a . or t«^k i-^ 
i'\ J<uFjr«J^vi~ vAv30 K«JI^ 

i V»it^LtofN^ -?crr<v/ ^ VAf>U 

U.^r^r rv>vNw^ ~ -■ vu. 


OlO 


VA*yvL x vA«V«^ rio V-»it^Ltor\ ^ VAfJH< ; 

sAo-5lG K«vj^ Yin^y^ ®^a4 ~ " 




*^a^iT\ TKt7 
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of Thy ^lp^3 

h ^4“ +/^ C_u.M"Vn4— \ 

^*>4C^r^ OhrJt ^=»^P^ad<A 'W/-K.4o«ta 

^C>ps^^<t oV> -Hoofiw^ «^Va«J?v-V'i^ c<arfto«j( <*r 


by 

t^ornp^A^^iCL 
UTt-f* f. O.Boxb»2oC 

x«A«ui.3., 
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- — . . - M<^ 'K^c£^xil_ 

-f-o^ <K\ 

cH-1 ^ ^a/>j^t-. *2^ c...eHC^tcJV 

'it^sUS-. rrvo<M- (p^^>y^u>^JL^ C»^ pX4^^x^,<2aJ^ V<zj^cr^ 

ipiL^A^ ^ ;1K -fie^ jf 

c>o-<S ^ i-otAM^ /Ow^ o|J' 4^a<v\ rrvoM.- 4 '/'wn^ 

(p2jL/\ u-.i^l^,C-fl- v4.^jo/04ji^ 

— l-Q 0\wcA*g 

4^ (L^ ^^ii2iLV4l4 S<J 

'-A /fiJOT’^A cA(AJ8^ », 

tuj 4®<^Ctc^^"^ 0-^ i!%-^yJjJ^ (To-tP 

«-<>upyl^ /tX ^X3^24-fV>»^ o-e^c<^^AA^ i^^f<$tl 45<<- JU ^"^ 

'^ja.vTVv4^<l_.<^saAJ" p-i-OY**rM /iuc/so^ ^ciojf o^ 

fV^aJUc^i^ ^-4crs ^>Jt- fJ .^ oT^ pi~'«4fl-rf CNr\^ 

~VtxWJ^ yv<u^ A/«A.<4>r^^ <x 

-+-^^4^ 4*;^Ou( *^^tg AUg^ 

^pJ^ v*^ **>Q-d I cv^ a^^iaoAJ^u}^ 

1 ^ ^ 3-rS* ^trC^hQ-<u40Y\#jljSt^ 

C-OW^AAlJ" Kj^fi^-. 

^^W^^‘S'| %| \^A^.AeJl (m^ ^vj? 

J>s,4:^Trva^4^*-V3l^ ^ iU^A>r^ 

Y P ^ U< *. “P^ ^ 

a-CN -C'^^ (r>«^-’xlj^xx<ftl, oJ“,i6*<^Aui/^ 

^«-(«-<nrfs ^ A4<^MLa,d4-^t*P » VWw4.\Ml^ -H>4^ 

V-e^Aji, VW^4«/r>4i^ o.«rso*<A.-^ 4Ac C^h^ircf A^i^i^^ Ji^C^JkJLe^ - 



1005 


'Toshic \ : C*f 4 ax-X<^ccO( Xy P•^^^ 

i^ \#j;iJ{ riiA^ 4^ ^<vy4or 

-K ^«VA.ro»t^C/>4“ r d <4 . 

*1 J'y V Jr^ j grro^ ; ^ j ^ >J'.W ^9 ^\ri\rrurt\ J^fr\o<^4T3 V^ -ft/TcrsQrAV. 

trCfl ^ ^ ^ ^ fv^ AoJ^ 1 Av4^4‘TrcrC^ 

~ Cj^<\ b4_ Crt^crc.Ad^ w'lVko'^cV- \TTWrv^f^’«^ 

xf) S^w^pIa^t C-OkO WL- P oC ^AiJ»fyy ANV'tSar^^ i/ o^V»g»^’''^fc.4*«uk>^*^ 

Q XA<jrf^C>^-ryc'.>K» ~ (Lcvr^ ^ . 

'70 VA^^&artf AeoJ oi?&>w * Co r^ V* c^%i , fy ^6^ oi’*'' ^ <^7“ 

«^0-^ <^.U0a)MC^ A'^S C^fr^o^^f^^ ^J( . 

^»A_ p«rC.A>'JAtl, O^ -?^l(— \>y nrriO^O^ V<to<AOrsAL^g_ |j2i^ ^ *\0 

i2_Aca.Va.Ur-q C'^ 'r^0 C^oophoilfl^ (,^o <ir* 

<^Qjt9'A<L'K tM> ■. jfij ejC ^ ) St^ '•( t ^«»Vy m A kV4( 0( '4^^ 

^ V^^*v44jJ( ' U-3 ii*wJ“A< ^(5^(>'|iMy ^ swilS ^-Q.^^^^)5«JrAA4^tc9 A<a 

! X\j ^ ^ A v^'.^f^btoccQ-^Ji. A^vaAjftfy^V'O^- 4^-^ 

0^rv^.4_'^t«flr^ -fV\c« Ay/o4«rV\ v/O fn'ni»<'^' 

IQ^ ^5*^“ VJ;^^ A* C4 00 ^^«1^ “-^oj 

■^O^UUCi^il tr^Ari\ p aWU o A ( vj o+Q. t ^ Vx»4«.tir><jj La * 

x^o lor-g^^r )uu4iL'^«^c. coJUl.-4«^ arNij^'^q.At^ f^J ^wrly'U v*Ui- VA'i^A^c . 

Vl^ 54«fc>la r~ SaJ'iQC vy-eAQ pvi^0<vcji| -V^ps^ rva crV+Q/- 

s^QQ P*v-A -W a+' A4A4i“ 1)0 yLabtf' KoM^^tv^; f^o^“ a<iU»^-^UfQA:t^ 

4^ '^cKd^i M Auch(toevj-^*-<^ v'.^uaiC; 

\pUs^\'^>.^40 ^ ^Q.'N <$^ ®^cuja4<i_-C^narKNAiA Ltr<rovirN 

O^- t O /X ^ 

\ K\\7<J<^ ~ V^^^ucJM- i/y of- 4Aa_^0 ■f®*'**^ (^V«ftAA SATW'tCfi-- 

C3s/v^ Vo^^aaA. 4 \a (t*V^ fc»MLAcirta#!U-W't+va, U-^- CAMU-U-U^ir^QJvc;;^ 

\a ^0iff4“ I Jo- <5 


siSSL 

qC<)^“axj 
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44o^ 

--(Vju h4>W cud ck^H - } 

A<:-c.-dLM/44. ^ aC9*<? rw^ ■*-(^.■&'^k^^M-tAA.r^^ -Vo <aa.X«lmiA^e4t- 4f^ 

, “TT^ V^-O-uli? ^JU9L Vj »4>r 

^i'V) "S ' F a*>* WL<LA^^44^ -Jbicx^ p~0'J;Ky^«^ jU^y.jJ-> 

^-a.^b>4 . VVe-v.-*^'^^“•^ ^^-^Tn-c-^TvJjc. A-c-o+-^b^ 

^\4~QAy n-NdU^ 4f*«- Q-cOJa/i“ ■ 

T^K^ P-^-^fVi^ VJ-W“ C^/'^V'Sjj^ ~Wc>C 

OscJ&<-'^“Vo V^Wt 4^5?) 0^-9^ oJLc^ 

Ji^£Lr<^c£ijLMjLj "2) 4 -^ 0 cu>A ^^C^<9<^ , 

T'V^TaJ VUj_ U -S . <7(.v^V^*^ V‘^‘^'3 CM<- >a.po^i*^ 

^>«-arN, ViVlC*c»r^.» ^c*ovu>uv-vp^»r\ V^-^ X'CtiL»^ 

^eu^flfl-jj a>i-a-ucf“ '^ji:?^4<7 

-44va^*^ 5^8- vHcts. ^Ai-•^J^ ^wjJZw 

-Vy. 

-r^ B»<^ 

-CA^ -U ^ :>-.i-o^^-V<y c3<--tf C^^ V KT VoM 

0^ J^-ao«3L>.4>A^ o^ o-^^ cX *4^ 

^ >t Vf*. (pU^4<JJ^ ^ >(^ *<^ 0^<Af- ^Ww^lr., 


U4^-Aftrvvc|«,^ ,- AYvb<9a-<4 4<?y 0(J ^t-O W/\JUVtAJk^ cL*/t\^ 

■Vo “Ifc^ ^-C-CACK*^ ^ 6^<*-p■W^^ ^ r-^-V^VUOC 4^-^*^ 

w-a^ Jto ^M-ft^j-a-Ctdo-rvo^ , 

Co>r\AwvX^ I ^ i) ^ ^ -4^6, rrkv^y^ 

Voy. ^ V^ w^S«J^4^ 

%;^<^iay\JLciAM»^ iA*Ji^f>«rf^oLo T4i2>4ft^Li^ <4U/pgj^4i3 

<V<i^ «jt^ *4^ "^4-^ ci«^dtw^oA^ Lm-k>^ 

Fo^a^ 1 Ijo *^.i^i<-iS( cv^ o^ 4sV^<vada<3<j,»AAl^ 

<fl-C,0'rt^«*^ C *-<^^tfLC^ ^ cXa>^ j^i4vvs*^Q 

■^uLo?^ o4 K«A>«A4AiL (^Fq^IsCHlX^ A-4V-4<^ j ^ Ov 

'*Xorf4£fcc. PkoJu^jW 

^ ^Aadb-aiiCAi^ ourNO^jdV*^ ^ -k, pAp^ 

«. c/^rwi|^uS ^f* t>e cX«/vi^ CX 4vV*J lA^^AruJL . 
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\ . c/w=^ V < J< «^ VUd^ 

‘^VuAj W<liaL-^ aO ^ ^4^4^ ^^000^:1-1 c ?Vo^2u<;^ 

>o04JLAa»^ ‘YKo, f«N<vCi ir>uxr\ 

Lrf V^^yA^Vi^ 9|l+<iWvWa^ v*^ ci^j4iO-'iCi-<) c(UA>v^i?_ 

j>uS30 X^ A^fVA- 'y^ tUuono^r^ . ^ pfiKa#^W^ 

o^ -rrv^d.^ V<aX4-^c*a^ w\-^^ V«oJOa^ \j4K*.^ 

tCftrftTO...^^. ajL^tyo^y »r| ^<i\ ^ <!-^.*jv<) ^ 


P'^nJl+iisQ 

'^A^-^q,(^ 

%3>p 
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a-i puowiXi^ 

vj.#.^fcK -U . 4 #«iJa-o<mort^ , 

,i. W*««. rrv|t.«u^ 

I), -iero\'^>=’'«^S-oC.'>«i<f«-J 

■i^ Skor,. ^ , 

Jt«*A CMXAJ' *{1 ^flNXWsnvC^ >4>v»yM lf^*^^<*</v 

W4n— '-M«A r«^^-A44^^ ^ c.4JickJ 

... ,»> vt.^«>-^' -Vk /4«4_ v~x/ 

-*Vx*u.«< i«,+»tW^H>A 

0^4UM I. c- ' •■♦-jIJO-J ■ I>1^\-'>^‘' V*^**^/^*'*^'^ <tlA»rt6< 

-rW. wUcAvl^ V‘^4 «^n«Wl-ux*<^ 

^ ^ rW-Krr^ 

O^ < --C «>- Y*^“' TJT^’ 

-^W i>.->4X<li>- .< Il'TS io |a^,i8ir«4«W^»«4^ 

44*. T-tt^ +v« ^a* ^ 

JiQjudh <a>4. 2#vjfc^ t''«C^» TAiZ- *4**H -t^ 

v-«^ 

^sA'dCip/^ ^”1^ (^a^ 

13 , 1 »C i^ o. >U>^ A4>^\ ^ 3 O ^ ^ 

Vsj pjUwf N*f>'7^ovi^ w^*•«MJL;^*^^<^#u^ S' 
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t-isJ^^ Ccj 4'— , 

^0^ c^ mV U4^ >U 

X<?in-^ •4t^A;A5ir^. ( 

^4^ t-CMj4^ A*9tfc^*v>y ^>^e.'WJCtJ •J" <^ Tr^<^p>w^ 

t-#C4A, U^ 4'4 '3,<\.lc^ 7o'^j^r»r4 C.*lg^4aJ( <:v^^*>vd 0"*^ *>Via<di4»^A,^^ 

yUCJ a*,-yLr--^<7r^«hr'^ ^-<u>J^ c^ -Uy:^ «f -XS-^ S-^jcjl^ 4A. 

WS i-^ aA «AiJ»<nat,Aa.W^ o^ Av»t45firM;4><;p(tt o<wi»)<^ 4-5 
♦^t+aJ- <tjUAl»^3t.<f ( r^dsW^ 4 Wi^ ix 

4wxL«u.K:fcircxi« tfTv c-A^oJ <^o>Va ~if*>4»^ . 
\W<2A>Ay c<n^-a^<S»r y^ 
v>^a<i£^ :V nr^^wsoJ 
'U <^ c^jtf^fckJ) 4 t)^ ^^r^ 

l-f 7.,. 

tnr^ v#:4a- c:i*vji4c^4-g corid VAf ^ 'ii^ay»t>-co^4^ Xg \«lh^ 

£7r-J? 45-4^21^ O'vtrti::^ ftT^ no4^<a4^*V rf^'tx\a<j or^i4>4i4^ '|<ArJIL^ . 

Q-^0>Vf'^c6^b<^ 'Wf-t^ iK\ ^'•-vaX^ ^vnmI^ »>>V(C-^A'a(v^ 
tw^5a-6A^ ^ 4T>-rK<c^ o^ £x<LjtijL^3i^ ^ tfv.ya3^^c,i^<fc«A:^ 

fi^-ffH^fl A-Q C--»Yirvfln.5Wajj( 

(^''pJJKyvQ^^^jC^ t*j>^3:3bt^ JOa^^M^ l^/N(jl ^4.A-«^ 

4^s^K;W 

a#^u/>sy:7 c%-^ (J Jhoc^ 

^ aa>CJoJ^ P«Ca^^Cic<J ;5kAil2fcO]p/y 

kjelj^t<3k^4tt-9C 

^ NcA<;_ ^r\ viVa. "* h) c/\ ^ ’ 

-YKQ- «.ATVV4o-f«l^9 - W Cv4 '\>KTOcJkJj 

Oril VxV»<243f^rV:^^ 

AoA*^ w^tjnr*><t^ -hkf: 4^ h*Tr»'‘'*i^itia>-<3urf <\ <^-^AA4A^^^£(;CbA 
TVVk4>v(»4*fe>^ fWTnr^ 
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^ . N^o^y'- 

4^ ^Ui--^aM_ - fe*\:iAKj -Wy< <l»^ l>«- fc'N^,%»-t*A 

*«^)aMv./N»A:<' <^lf4^<^4S^ 

aU<.A^-dT 

^ «>U4ix>-- v>il»W-, 

^WviJ ^ ffl*<uwv-iX 

5LCiJfl-Ov ^OO-N-V^ >^iaib, "3^ ti-***!^ 

Va1<U^ I^<vJ fNlAA^ <C«>rturS:/fl^y i>J^ At-o/o'^ (A-T>^^l< A<3 

Vj>a uj 

3X >(^ WJ^. V-^Co^ 

■^. .4- -r4<, xW.’' W»j^ ^l..-lAaO^ 

„JiU^ +4^+;r«JL, W~u VOA 

^jsat<iJL >M«J|/ -VVKtWl ^ b-4,4i;«»>4.Ao«»«\ertA''AJj-, 

C»*J4»r4 — y- A»«Ay 

-t1^ ytUji^ c^ rUu^A-TWricO VfA."?) 

Vl.<r>*:x A-0 iV'AiArt/ X^S ^ 

(J*^ y^.V) W.«ujL»_ K »- -V^ 

JU*^ ^ ^ y^<K'3 - ^ - 

-tVvj«J!A^-MJ*JT«^ C'<»<^ wA^xi-ifcrf 

L+i4_p^,,iAi 

^ ^ ^ ',rU O oU^ «v3 

^ 4-0 'V«- » 
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i^rj) u 

Aj i h^ 5 ( ^ ^ ii: 6 |(l(u- va 4 U^»,^^ 

4. C,U^ 

hyr^ c^W v:^ ^ 

ar^c4ii4<>,iWfi^TU<c£i,^^ ^ 

U<^ ^ ^ 

^ ;l . w/ p4^ ^ 

W^ ^ Hf:^ 

OUM A^yCa-rf cv'fi/ cwi(^-7---"4*J/,>f «v. a^_yv. J^ . . . '#«! 


V i - C\ kk- 1 J fl, w 


Ail^ te-^yi^teva >«i*-/4^34^--i-/*<>l^ 

^ -U^ 4(Cto^(;j^ 4^^ 

mM1.A>K) r^-M^ ^vxI:WAyiJz>/'.(^’H<!.;.*<^ 

wWy^ t«.HdoWfW ^ 

-k^ Ah^, 

o■.^.,^y^.t/dacJr^^, -tL. ^Ak*J!t^ \JS^^ ^ 

c/v>-<xN ^ 'iWtO^Cfly ^ ■S<W«5'r»^^ OSiyaa^^tS-jv^"^ 

UsI'Ak mJD-H. 

-W^^^KTNiA, MUofo*^ 

y (l^a*<LayCfc^ iA^iKfl«A^i ■ A-yili ’ys^jUjitJy 

-- ^ c^k 

H- t^rr^p/y^,^ (rlO » ') <^ Ty^ cJL^ ,<«). Ji,^ 4^^ 

tTtT^'tr*’ Os< -U (5«?w/ WM-nS)t?«*y\(K,7 3 

»- (Us^y «v KL 
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jj'U.t<Ac2/~ |Ci^»Y'~*<'^ '' 

I^S i y iA ^c(t4 

ON'Xaj 0»^ 2^» 

p40lft«^*J ^ KiUtrrJLt^ (^ VvU •^') oo ^g «> w ^ -Vo ^-fiw'W^. 

444i-p^u^-#n*^ 


fo-rrO^'^^ 1^4^ a/v\UjekA^ 


rrs4^ »43S)»*Jtt<u^, Ss'h11 >^ 

1^ Af>^ - ^ V^ w^C-'^-<c-<-‘’ 

>/ci,d-3i (^rOj . 

-+o -VU -Vj^ vjt>cJC<«4^ 'Vic^ OjCpc^'JiAjWe^,/^ . 

»vN^ O^hM*" \^^o,cztd^ ^ 

"T^Kolaj p-«/^.>r:>»><lA^ ci<^ /&faJjl< w^mIIJI 'Wyi^ pA^ 

^ ^ c/^Lofcn-3^ ':fc'^0<^ ^ 

e-jK^i-aC-^iOflrv ;tA** ^>tM^ A944 -«iJ^/^ 

rtfX^iAc^ K<JuJ^ 4^-X' oU-^SjjLA 

^JiflU-jj^ c^^rto^ vj-wftts^ ^l-*.- . 

a ^JLo-r^ ^I>O«^t,«^c0 ^■^2»^^ (^3) ^ rr•^ju 

44m^ C^ e-««rN ^ J-toLXRo3^2\ f -/v&*v^ . 

(^JU/N oJbC? ^«4^C /4 *^ia<Xl^ 4^ 

^ Ndaicf \p'!!b^ry^J“\'7; ooO 

^ P JLio, N*v'^=0f.') I 4 

'C^ 0 " 4vo-^ J U></^ ^ 


cW-. w«/3A>y4®f\v>*C3;*^ 

fW :Nt»«*44.4 
4^ :xoc4-4a,-^ 
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4^ CiIMc 4^ U^ Xf, ^ 

-Wk ^3^- V*C4>^ Lfc Ux^ -K^ V^ ^ 

^4-K,C44Ai<J ^v^A9r^<^^ WiA^V*^! ) ^e-vSMN 

,jJUc ''o p;3J^^>rrs Kj^ ^Wui^ \Ai<dlP S^<^ 

^^*jj-*\Mt>^^ f^''>»y i <j*J^a>cf^ So 0 vV v«/wjux 

Vn4 G:>^aju \^^JL( tW^ Oi) .Wtc^ 

v«fec^ V-V^ 

rJu-^>MO nfu-L<>v 

^ «^TtdU_ «v \ -Uu^o. -rkA_ 

4^ v< *^444^ o^A«Aia^ \ +^ 

^ &) <«« ,4.4)^ W--^ 

P^ ^ W ^ij: '0-~^^* 4*^ 

^ .*vrcP^ 4^ To o40S 

VWil«.\Ai.j<i .,vfi ^''<'^P‘>«A^•.,4A4.4«^^-v^.^«c«lrf^^ 

JUj r.a^ « « ■ 4[«4> awf^-Uy 'xd*o*tf , ^w*- h*»«. i4<^^^../(L^/.j-. 

CwK-«,,euih»cA»;j-i. ^.N4*«K*fca^:)-rk«.3»^*,^^,^ 
fe3% »^'i*1<f-a<j»^ ^jk4,ftC(<s^ e,o»*»»y:i^'^9i)L)k^N«S'^ 
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(<v«>^ c^^^^^l4A)(=--«^^ 'O*4o P^ 

(f4o H ^ ^ 1^u-r<^ -'VprA«/Nic] pl#srvO 'An 

U-AJ2stt^a^4«rh^AJ^^A_>a« I— )-4r*Aj«^ ^ 

^ o^vicJ!AUj;tiAM^TV5< (^fJu(o'^ rr^ U. | 

JoajW^ <rJL^ 9<\ <u«ra44SrC^&<N ^©♦Aj ACh-^AJ^Cfctf^ > Oo 
4^-0. W-A'%(l*a«jZ<e orvxf £l-<«il4> T^ /^‘wrJL 

yy^- Per^ ^4<flLH-rr>a*j bCL |AfiA>ak^ JLa^>iJLi f«>r-Q-*L<is 

‘+3p5j[^ ^vCi£A. iXc^A-As^ V^M PQ^ U^ VA^Ao/^ A<a -V^ cjfr(\Ow»c)*“ 

A^hf/S^ ^ -W-^C 4f<- ^ it<nrA^ 

Pi.,ny^^ jHyi. ^ 'A^ 

C>J^ A/g*v*<%/G« 4[^''«-^ rrw<>v 

aiv«i4 flV/\ ^4^ NJtcr AayiK> 

4f^ iJJ ^ 4^ tdbi^rc^ luQ. .^Ua3^. o<\ 44^ vc^flCL? v^^aXfh- 

TT'«-4i)cA>C^ pto<tii:4L 

A- S&^ p>«Jtu^c4i) os^ o0«44no4**'«^*''^*^ ' 

44^ r\,a^ A>**.-ii_vi **«^ b o^‘<4a>' ajQi«44ctt^aJ^ 'f^ 4/'^-^ 

-Kfi^ +«y <t^«*- ^j 4^ »A *«Ac#«<t 

-HUl U5«A--.^ rr^ 

-4jl^ 

44^^ -< »» i ? c < Hj i»A><€.<j Wutc^'TVuffs^ K^4^/4^ 

fitt^^UwwAt. ^4A4)ii J-mGA* 4«.Ci 0k^ O^ 

“tt^ nA«N^“^fi*-SJ A«U^ 

c-wu^*..«w|rtah*^4o^ ^ vaW' > ^ >* AXiiofe^fv 4^ 

-KA <9/i 

4tJ 4.>4r«£4. V%J^V*4liuJL oav-r in4^«i)<2A^. 

0/^fi- af 44-^ V^atl ^U^r^^AJ-^ (4 ^ 4^/^^ ’***^*M 

»/ifcK ©AUh* ^ 

w^aBi^VoiN: 

^ ia-xad ^ pA^^JaJ^K* 
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^ ta,iZadyb:-«J>- 

.cCfia>cZcd^4^^ (fij- <y^ 

4<fcj( ~UfC . rtN^ ne^6-t »#gcJl/ 

“t^VvA. I4 'lo <Xr^ 4/-^ 

,(jc-.crw\ ^ Gv^So^C^ Sa*A.l3((^^ Sc^^^ 

hlWva^ Cji. A'^A^J(yf^ iA4L^^ 

O^ ^>.^wL^^^r4^ aaC^4-q(^ ‘-< vi^*LP«i(crts4-^p^ 

'^ **^*^ rr^ l r4>^ 4f^ 

f<v,rM» aycA:^ >U-^^^fi|-a/or J U^ ftrt»niU^ 

j(3a.^A!X -Wb-ixifc 4^«XJ~a-(!^^^a-'A•i♦^^ Oc-ft 4'^€J^ 

^3A/v-4<-S^&4 Cr^j-^ ^ ^ ^Ai'“^^JL^ ■€.^JC<^-<r*"l4^ 

fi^2«>L^ KqX^^ ?^aAu»-X^ 

YaX»<^>,^3 -VfAj 

"TV<_ SaliL^'^^^ ^-^ l—KJ^W^cy^rf Si^V^ 

^ rtv-v^A-. Om~^ ^ 4-tr^ <~«cJkJly a<j c\S*^ c«-o/-s^ 

(G- /4^^»^♦1^,“0^CJUA^fTTTi^^ cjSl^iX 

UUNiAAfc<5^t5-r^ ^>*<LA^ ^ ^ \4«- ^^-/<iX^ ^ 

rr-^ rv^ 

,wiX^ Vi^aoVs^Ay (LDVa^rfl^ 4v) , 

®<-4)<>i dU^ x-<v;A«-d( <va 0 ^^^ ^ l,w^.c*^,'Mfi^ 

rXflXiD'oei^ “FcJU^-Uyc t-tSK, 4t) 1^ 

^4>.e>Un^ a>, 4 / 4 , cx^f 4-0 X^*W. 

/^^-voivuir;; ^-v.4-*vJj^ ^-*8^ «>ajU-c^ 4X«^ 54tc6c c>^/^J — 

v.,^c/N'‘'**-^'Af ;bA»<A. ^ <:-DT^^y3K5^'^^I^ 

“ri^ y^Xb««W\OV^44G, v 

C^ Tr*^^ 0^ 4dL^ \o aU^aJljL 

^ SL^J^2^j tX*4^ oXXc^Lm^ y U*»JU *<X^ ®J!df «*w^fl 

>rr.j^ (Lx*. 4^ :4A ^ 4WA_ 

p^Lv\ . Tji^ -tid mdu^ ^ 4^4 >*-q 60 ‘4f^ ^ 44<j_ lW^ft«-«lP 

OX^cq^ 

IWU. fiNhG^ V^ 

^vlcX TfcilafsLp A«iUd ^ 4f«^ ^ 

FuA»i^ c^edfiy^^<iA:K <^*04^ ^JU>^J^^yA,hc AciLd 

4G~>c c^AX^u ^>*.ddiu::^:^/^s«^ 
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at O^WTf.f \ ^ t^A 4ci-A^ \t>'WA CJlit-oi^ 

-;0 W' c^J^^JU\4o o^ 

^ 5^4/^ M^eK4>^ >i4j>XKa.^L^ 4^ 

o^<%A>AA>tfJ-^ , 'f «>^ 4^ al>eW/^ ^><1^ 

4<3 «tJ^ J"^-c<u( >J-eJa-» A«_i>^ 

^j4jU PoJ^IizAkJv^ ^ 

^«-«-*<rrctjM«. ^WA4l^Q_.Tl^aK. /:^h*JUl (w^YMi 4.^oaj2£3t£r« T ph*<yil4d»* 

-V^ tVi3 (^n^ 

YvO {r\jQ OttJLoij^^'lf^^a- '^AaJLj tr\jLy lu^ l<JL^sj£ 

/:^.uJ^^(SL^ ♦VS'V^ lM^i^/a.fv»vJl^ <*4e4 

cotf ^ a^C44^tf4S. 4-0 c^^rv^iA;h4;^ 

Trr\ 4(4^ 


^ o.A>Cjl^ 4*-44^ l-CxiA *" ^,4A»JL4 mu 

4^d<::^xj(»ctiSa ^ flij< l' '\ ^*^ *'' 

nate^ ot^ 4A4r- a b*u<uu^ 

44t^ dLo-r^ AA44^ rrwrr^^^ We-*Av4<^ <jl-A^ 

^fi-0L)-rv ^44 <ijm (Xi-ft_ 0^440^2;^ 

i^e^- ^J-a^-hro AiLc<A^aa(*4J^ ou^ r^w-JI 4o t«- 
(^J3LflJ>0 4-w-n^ •U^JlSa^Ct^ ^ f<-CdCVs^ ** 

^i\9..^ iLb^e><2-<t> c^^-c, cJ^ ^--^•JlO'Wj-Cb/s^ ^ 

uj«4^ '4^*4^ 

qtr>\>wL ^ 0^ CA^a^e(^ +a^ T -=’>^ '1b*G^ -l'^•^^ 

JL4|cl. pyv-i) c«_ u^-o+4-^ On.^ ^/WZ^jf 

QSfl^‘4 cxr>r\^)4-«rt\!^diL fK^4<^c. yryVA» 

<44vo4«tf K«w 4-. afC pv»T>»<i^Nj -U7C “ 

oj' ,JYV0- fi.^r>> ^ riNXrC^ jaa-^gi^ cn^^ e>^ 

^ 4ijL^*-c>s»+-^A +^v4o\ \ 

.''bo C-4X^^4 fiJlk •^v U-©*^ '* 'f^ 0^ U’^ M\fliqJL 

^;fcr "" a<^cJIl^<^ +^M<A -V4a^ jL4Vf^>tf r^^AjUf V 

44-J,fo>7>jU<:; *' pHTCA^ 0i44^k4w^ M^^r(y^<AjUUkf 
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C/a4/V>»>€Jf 

JLfprv^ ^>h<, 

Ca«.A-a*|3C A£AyA>^ 

o<-J f>«jjJ>7 f«Af i:.> 

<5b»4j2o-H ^ 

C-Ovv^ >ia-a-oUO 4^ '‘pc^rT-*^ (^4<3 '*'U^cAi^ 

^ ■a^.oyv^rA^C^"^*^ (W\J yA Oft 

fa-Aa<«P 

(>a^AaA>»^AX.^ Jb^S4<c^ 

Kyo4~5L>q. tt t j C-#-fV eC^j2tf,d-^ <=^^ . 

<^irs v^-cj^xtA -Ai cuii^ Q}6oJ^ (Zjtr^x^ui" 

^ ^^^J^Y-rJkJfLd jAwTVi^AjU; p«■<^^“'*' 

4^)Xa^ or^ 44'-^^^ 

J^(y^.^r Ou::-ot«*A w-«T«a>-C o^yiifcaew ^4*^ c.-^*^£lj^» 

4^ hsux, pM-»•^AAa^ ( -4<> r V Jja/^ 

e4^flStiU.fiAH? 3 fvArfAi, cXql4^ *" 

4ia^ Of^ > 

'Wy. -^df>-uL^-»iG^ 0yX3tA^ 

oXS O^fl v* \ \\j9n^ J?^ia>4d^peuyTf>*A^2^ 

iV^n <LzAiJt»|gH»^A^ iwc3!*4ji^ 

A-^*- <^a-j^o4JUc*a-A IxsjsaJ — c-O^-y ^ODSK^ 

v>>^ CrtJl- O aXl^-.s^ cxrvi*iuC_ d^^A. uJlj^ir'K^^ 

-W^^«^<^^- - otWldfcrA ^ Ai<^<::xja4a^i>vc.<r^ Otjl^ 

)LM^kr4U<Lr<k^^ <*( 44^ 

-e44oJ>t»i64utsfiA,-^^6^ o< h€jfeJ 

<>*«-/uzaA c,^A4M>sta„ ^Q-*>C^^^4L^^O 

lpa,%p^ -f/«^ >AjKAc_ 4" ootvAiaHittAw^jsi'^iQ^ 
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i/i rA^-4^ fe<3^4^ ■\eLrf^^ -Vo (La_ 

4^ c.e«^.-^^34^ ^ «tv ^ 4i^ 

A<5^ X- i-0 t 

c^,^-v3aj-'Y\-rr<,ys^ jL^ • -vCa^ c.-®^ tx ^44^<::^^ 

,5VS cjr-o^w4rrvC^ ^ o»vfi.»togy ^ <0^ o-*^/Cir^cx-^ ^ 

fi.-; V Os. ca^VoW'^g ^ic.e>■ <rr<. y c><^q-* C-r^<M 

rr^JLrAj.*-rA, iru2<.zM^fh<^ '■M-^>.iL-^wJ»-^ yd^-^AJuii (!iJi. 

ja>^4^0-cALj^ * b-^CAiV^-C. ht^UPW">C6£« 4<ufe£/S 

'4^“-^ 'lifcOTr'i^'- y i-viS^dLAj diLevrw^C.-4-a ^ 4o •^*- 

V^y aAjiaA<yfff\A, A^^.o-ai2^ 4^^ r^sC^iz^ Ofv-e^ fVtj 

-A^^«-uJUf /(>^ (aUt^Av^ ^ 

J-,. f J iV M^>e-«i? rv>^ 

oJi-^^-vT^ ^ J u>ovty>« ^ ^-■^^c^u-c:;^aJ^ 

-4-« -Vti 4^ 

, “TJ-^Utt-v-^Jn? H-huX^ r-adj 

^^-U-c 4;LIW? f^<jL>-Aj^ 

V>^jc-or“ mO -VI-oC^ AcucA 

~r^k«- c>w^i-w-rv^ -IryL^C c:-<niZfl_ ^ A-aa^n a.|;U^ VA 
♦-^ A® -^Q AC 

UJ-/-0 c<rTvV^C?>c<^ ^ .0>A.«-uX4 nX 4'Aj%‘«Air-Cv^O’^i^ 

ujQt/^ AC 

^ c-©.,.^\^#va^^" (Vtt^AlAJLKd 

cov^*N^3&Aa> v*^piitA-C/vsA^0^A/^^ ^ (Si<.fafcy^fcN\i=5f 

V^C-©AvG«l^A>i<v^-€-Os^ 

“^<:^ GaAA«khdi:f- :fc^^ (jvU 

4-<jl>^ r^db^ u.^^isuLT^ 

u>Ji^o4S^ ^ 4i4a.4^-*4^^>»nrA^ 

^ ^1 <\A. Vi-*^-C»c^!K *>rs 4'^’"4^ /-»Cv>Jt^ 

>->n*A cy^Xi-^A. dvA ^VyAp^vy I/') 

oloJO^oV-e 

'I-xiJLA \W^A4„vvi^^ Ca»«>gr^^ 
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/lAtf ^ 3^ 'ba 

-1 <^.#*|0 0^ '•wA. >U» >rW< \^0^V®-O>X<>^V^.t#J^c>rj4^4^ V 
F.^jTAjL> Oa:^*^l%v^v^ K. cv^ w^Aibolk 

sn^ Vr^iUiA 4^ TV-^>UL^1 O*^ tfS'^O#^, 

A«j( fvo <J->«-c^ <?v\. 4 %/Mi — 4 « t^fcuJZiiiA^ ^t1a-5tJ^^'^ . 

v>«M*/-dl <3-^U^N^‘db^03^ Arr^ - •^.dt^>^-C4Lt4- 

-•c ^i^<=A/«:terva A^s^i. Mjterf l<o v,»-wvi» o^ urX«oi cvvj? 7 

c^A4-rs;U^^ A^vaA- 

>u»vr t r — 

Cryv^ CeAi^- T<VM*4^- 

pXw\<=V ^ ►'•3^ ^ ^^-f>a4^. 

ct,^o c.«r?A/\*<A^4/v 

aj-^4<l*^ ^l> 4 -cjfcciL ^ /slo.3) ^ 

4^^ ^rvoA*. «. ^ ^ 

eKi^^'rK^^ 4'#>)(C^CC^ Cnry A»^«>^ Oswojrtwcjfc 

^ ^ 4<"C^ < uAc i^9a^ 

1 » ^rA.^->^MX^3 ArJ ^^*444f^04^^ (2S *Ws^ 

i^TZ 4-M-rv^ tV 


..*AacA.X4wrv\o#«AaAS a** 4 *;<il 

P^jojV<4uWU 4f^ ^^w^Cb♦n4A4ci 

w*>4. Aq P«4^ 

,3^ ft^_. dk- ctc/,Lev4o'4^p4 vai^^Vf^ ^*0^ 

PK'M- U>Q-> ^1^^^Q^ 

►A4Vc>>(»- 444^ AJUi,«>43tep« ft4t4U{iA3r«44)^r4^jO OKjl 

^ja.C<lo5^ «4 \jb- (jrwJ— ^JlSr^4>*cKfir:^ 4^^ 






O-TN •^MO<^C?^ rr<^X4 Ha^Udi 

^ Khao^ ^ 




’ kA«Mjt •/ 


w;J4s,>o««4^ ^ ^ 
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A.^J\ ^ dillMi^ 

V/*>^ Kur-«v <=»VW>C^ -+^ 

^ <^or,..4W5K^o o^ 

>.c^^ ^ ^*;..asa<j,oA^^ 

IvJ^Tv^ wAo fvfty*^a2^^-icA T^w 

■ • «n ^tftNn , «y^C-*vaAi^ yAcjB.^ 





)>«4caJ? — ’ , ■ '-r /) _ i n-4-A^ 

-3^; zii •!£^TC'’^-il.“^' 

^ tW g«-«-«v <■«*/>( ^U S'' 

bSun^kJilL 4fL;MJ--fWs -w*. *j'*^^*^,''^^*f*">' 

wi<?tAr- C:K<U«^^<:*r-cl-av^^U,^^ V^-^0^uU Xycs^ 

-Vo ^ ^o*>-HvJ-:i5fc)C \4>^ 

cJcA^J^L- ^ Osw '4 Hobs^ 

wJSbT ^ l ci?T»jpb/ 

>4a3^«>< CUKg w ^^^ 4^-0. 

V<i8l^>«Xl4 

r‘^^iafijJ( •rsC 1 .vnJ«>'VC 

V)dZ>>4,rU (^!4 o, 6^ p^t/d^eid .<?r>^ 



L.a*> 4 t» 01^ ^ - 

ff/#JWa>^Tro«iU 0^/441^ c^ (^♦oftAaopJ^ r? 


7 , , - - - U^v>W4J«L 
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v--*JU ^>^y^ NiPToJ 

'U^JVjsJC-g^ '4-- 4ygLt<> ^d- 4^ 

inis 

o<^ V ^ IvflA ^ 44<. 

<^4-£ cri 

^ 4i^ 3«Jla4 TV^ ?f24N^ ( 

C^N-J^-:ii4 ^ ^ rr-CflLA 

-44^ v\A^Xcr^ 'X -VU^ (u>o^.*fNf-:fe<>Ts Vf cSki^ii^ Ou^5fc»vvais4^ JJ 

^0. Wtkr- uiWs^-VV^Nj IC7 AW^a^m^ V<]b^C^ 

{>*- '-A-r>>4"«.'^i-^ lo- 

r^t^ 4t5-y: ^ 0< V)C <r^ 

S'Ho ^ ^%i T'-a*^A^«>^ai»^^«<JL^ 

^ — 1^ c-u^^5V<hO ^ .Ca-a 4^ '^-rsSLi^,Jl^ / 0 rsfc^ 

o\ S^«>'^^ 4-0 S^^JLl>c- (L»vJ v^^L/rtCXiU pw-d-QVv^ 

j t/-«^«u5^4o t/iyaa. tX 

(^2- u4^Kflj'*J;Ai^ '=-csas^e^ 4;^ vJbcs»« X ^ rNi»f^>ar 

04-^vjlA 4 ^ 4^ Kf)fk Xt-^^Ca. 4<^ 

Uj-Ulcv <V>J 9*xu^ 

.r^,£jp,:^ c ^ o^Mk 2*^'^!W4J5^ ■6>^»pW«;-/^jL>itiyv 

4f^\^ 4a ^ Jli~V*<3 '4*''*^ Ar^ A ^Qf^ ^ 

^ ^ V«A^" et^ . ^/aS?-^'X 


.w ^ - y T — ' \ ^ ■ r"'»' 

aLo^>S:i(j^ ^^^\^^i.i,f^JC^ v,«^ kAix^W^>U 

4^ o/\ Vr'«!rfc'^ 

v<iu>-<,A< CIq<4-4 41 v» 4A4^ f4K j v^^ia^Jiy (ij^^ 

^jaW^oNQ , c>^ <IAM^ <». >-rr.aX^ rvAu^rtsJU;^ 

p^'»«rs VwoU^ «rtv^44u k:^u34<^ , 

4^^«>A4» PJ2a4\^o-^ Ov */ , 


CX-^0^^4<^ ^XsJlcrf ^®/*n ' ^Ud ^ 

v^ ^■j rt-AMj 4«osca4 Ue^-<aJZA>NXok^^.- 
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IjaPi c.«-<vAu<*j3I-4 w-SuM 4l»l“ 'W^ ^ slirr^ ' — cfc\ <vj l-oc*^ 


* o^x^dkojotir ors-<S 


yr_ <vo Gy;.caji:f;^^ , 

-tJjL ln^ «5J«.i?ax3 '--X? <iaf -a^J 

-V^jc ^ ^ Wvi^r'«-(»H-T<vC^ cvxp 

^ VfiiUj..,; J oU»j^ Wl^ 

r<2AA4n W io '^Q ^U/i^ Jl^sty ^ ^oy 

”1^ ^iN«.vJ^ rs^ 4<J Aiv4>«- orj aMJIJ 

-^^aOx usiN^-o 94C'*^J»*-4 Aj 4^ acf 

Xq^q ^ Y<^J•^ a/w^-caJUI CjJ^ ^ 

"YV-a'C^— H»-ii. &>rs^ 'Xkt.Ot''<siL -V^*^ "i-O *^5 

A-fl-^JI ^jiuAArs<,J<)x^ Jl^ -4i^'JLj^.-c_^T\<:eiX^ 

C^.o.cv^A, w^rU^eK^ '7sr2; 

^*11.0 \<ryc 4-«sA»^ 0^ 4<«*^ U<. “l .-r*^ 

>4ia>(^^*^cAi^ W4>fe^ VjW\> U •<\r’% \r^Jl^^ 

w4-o 4)a^ipd.^ 0^ 3 b<xs^4- 

’Ijj SiAw>« 

u*/^ kojLp^ 

v-»-4-o c9-« Tsff^ ^«>y44^ “i’^Sk,^ rvrtNto» ^ -*V^ fv^ex^ 

<x>^p-jv4tj a>W-i43A>^w'<^ ooT^ ^ , 

Ylsc^CJ^ 

J cuMV1>4*n*a^ b«A£di Bi> <N0^ •! 

I fN^ «j“ ANi4+-^NrA'^" ^ 

^^^.iro^iUI SijbdL CV^ 

rrm^<^ (>^ ^ fijilttjH^ / aJL/ 
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JUNE 9. 1995 


PHILIP MOSLEY- CHAIRMAN 
WAYS AND MEANS COfiinEE 
UNITED STATES HOUSE OF REPRESENTATIVES 
LONGWORTH HOUSE, WASHINGTON. D.C. 20515 

SUBJECT: HEARINGS REGARDING FEDERAL TAX SYSTEM 
ATTENTION: MR. PHILIP MOSLEY 
DEAR MR. MOSLEY: 

WE APPRECIATE THIS OPPORTUNITY TO HAVE A DIRECT VOICE IN THIS VERY 
CRUCIAL ISSUE PRETAINING THE FEDERAL TAX SYSTEM. 

WE WOULD LIKE TO SEE THE INTERNAL REVENUE SERVICE ABOLISHED. MOST OF 
OUR HARD EARNED MONEY IS GOING FOR TAXES. THE I R S IS GAINING MORE AND MORE 
CONTROL. IF YOU HAVE A PROBLEM, YOU ARE GUILTY UNTIL PROVEN INNOCENT. 

AS SMALL BUSINESS OWNERS BESIDES BEING CITIZEN TAXPAYERS, WE HAVE HAD 
MORE THAN OUR SHARE OF PROBLEMS WITH THE IRS. SOMETIMES THESE PROBLEMS HAVE 
TAKEN MONTHS TO RESOLVE. THEY ARE EXTREMELY DISORGANIZED AND EVEN WITH CANCELLED 
CHECKS AND COMPLETE BACKUP RECORDS, THE AVERAGE PERSON HAS EXTREME DIFFICULTY 
IN PROVING THEIR CASE BECAUSE THE IRS WILL NOT LISTEN. WE HAVE BEEN HARASSED. 
THREATENED ETC AND HE ARE REALLY SICK OF THEIR TACTICS. 

LETS GET BACK TO THE CONSTITUTION AS IT WAS HRIHEN. LETS GET BACK 
TO A GOVERNMENT RUN BY THE PEOPLE, FOR THE PEOPLE. 


VERY TRULY YOUR^; 


GAIt E. TIE 


ROGf^R K. TIEMAN 


14206 MINES RO. LIVERNORE.CA. 94550 
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United Slates of America 

Zero National Debt and 

National Economic Stimulus Foundation 


'*Zero Debt" 

Became a project of mine in early 1993 after seeing Senators Rudman and Tsongas on television, 
addressing the deficit and the lack of action to reduce it, or even make it Revenue Consumption Neutral, or 
even slow the pace of ever increasing debt. 

During this approximate time frame, I read an article, "Paying Back Your Uncle" - "One Man’s Plan to 
Put a Dent in the National Debt" by John Rothchild in the local, national, print media: Kay Fishbum. a 
registered nurse, of New Berlin, Wisconsin, formed a group, "Citizen's for a Debt^Free America"; utilizing 
mailing lists; sent cards to addresses, soliciting donations to the Bureau of the Public Debt. Dept. "G", 
Washington, DC. 

The result of this effort was 20 million dollars donated by the addresses from 1982 to 1993. If this 
amount was applied against the National Deficit, and this was converted to annual taxes, it would amount 
to two million dollars in annual taxes that did not have to be paid or could be used for some other purpose. 

The immediate effect on me was, all of this without any real incentive, only the patriotic generosity of 
the citizens, who populate this wonderful United States of America. What would be the result of a program, 
which included an understandable incentive - MONEY? 

The people desperately want to help their country and at the same time help themselves. The govern- 
ment has not provided a medium by which they can participate in this reformation. 

This program must be self-supporting, uncomplicated, with immediate payment action, and perpetual 
endurance. 

The main bi-product of this program is new employment, with a living wage and benefits: The Postal 
Service, New Revenue; the Foundation Banking Facility. New Accounts with increasing volume of depos- 
its, and finally, the Foundation Staff required, around the clock, to produce and process the print, out and 
in, generated to successfully conclude each unit in this perpetual cycle. 

The rethink, rewrite process over this approximately two year period can be addressed descriptively in 
a poem which originated in my mind in late 1993: 


HOPE 

By W. E. McLeod 

May your dreams become expectations 
May your expectations become possibilities 
May your possibilities becoriK probabilities 
And 

May your probabilities become facts 
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The public awaits your positive action in the establishment of this foundation, in order that they 
may begin their financial assistance in this reformation to make a positive change, regardless of how 
small, in our individual condition. 

The "Zero Debt" presentation follows and I have the implementation in mind. Initial contact has 
been made with the tclephone/computer entity capable of successfully completing the project in mini- 
mum time. 

1 shall proceed in the private sector; however, I favor Government action. I am available at your 
convenience for your questions, and may God bless you all. 



VETS HOME OF CA 
PO Box 1200 

Yountville,CA 94599-1297 


(707) 944-0462 

(800) ZERO DEBT 
(800) 376-3328 

(800) GRANTXR 
(800) 472-6897 
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HELP YOUR COUNTRY • HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 

”Z£RQPEBr’ 

dedicauqn 

I dedicate this foundation to my mother, Johni, who gave her life for mine at my birth; my 
grandmother and grandfather, Maggie C. and John H. Givens, of Laurel Hill, Okaloosa 
County, Florida, who gave me their best for the remainder of their lives; my famiJy(ies); 
my children, their children, et. seq.; Harry Martin, Editor and Publisher, Napa Sentinel, 
and Napa Sentinel the Magazine, "North American Investigative Journal", who rendered 
invaluable assistance; my publisher and contributors, who had faith and took a chance on 
this unknown; the endless dear friends and wonderful people throughout our great coun- 
try and the world, with whom I have very special friendships, associates, acquaintances, 
and or have met only briefly in passing; those with whom I have differed in not seeing 
eye-to-eye on issues, as well as diose who have been unable to utilize my qualifications 
for whatever reasons; and those, who, I hope, even in some small way, through the effect(s) 
of our effort(s) in this fellowship, may benefit in improving their lives. I am eternally 
grateful, and my sincere thanks to you all. 



Founder 


HOPE 

By W.E. McLeod 

May your dreams become expectations 
May your expectations become possibilities 
May your possibilities become probabilities 
and 

May your probabilities become facts 


© W.E. MCi-tOD 1994 
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HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
"ZERO DEBT” 

"A Non-Profit Foimdation" 

Not affiliated with the U.S. Government, or any 
other government, state, county, or city 


CHARTER 
The State of 


PURPOSE 

Receive grant applications with donations and/or fees; account for; and prudently 

manage same. 


ACTIVITY 

Disposal of donations cind/or fees received, in one million dollar, $1,000,000, units, less 
actual, prudent, foundation experises, to the "Deficit Reduction Fund", created by the 
President of the United States, through Executive Order 12858 of August 4, 1993, and to 
disseminate timely national economic stimulus grants of one million dollar, $1,000,000, 
units to individual applicants. 



Founder 


©W.E. MCLEOD 1995 
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United States of America 



^ountyti - jg>cl^ ^oargelf 

United States of America 
Zero National Debt 

and 

National Economic Stimulus Foundation 
”ZERQ PEPr 

'A Non-prefit Foundation " 

Not affiliated with the U.S. Government, or 
any other government, state, coimty, or city 

Information concerning Economic Stimulus Grants 

ONE MILLION DOLLARS 

Readily available 
Please call toll-free 

1 (800) Zero-Debt 
1 (800) 376-3328 


Location) 


©WJE.M0UaO1SM 
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■ZERODEBr Voice Tape 


You have reached "Zero Debt", . 

Oocation) 

For information concerning your application for a National Economic Stimulus Grant of 
one million dollars 

at the tone: 

please leave your name, and mailing address. Complete information and instructions 
will be mailed to you. 

Your name and mailing address will be used for this mailing, only, and will be de- 
stroyed immediately upon completion of this mailing. 

Thank you for your interest 

Beep: 


© W.E. MCLEOD 1994 
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"ZERO DEBT ' Mailgram 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
” ZERQDEBI ” 

"A non-profit foundation" 

Not affiliated with the U.S. Government, or any other government, state, county or city 

chabier 

The State of 

PURTQSE 

Receive grant applications with donations and/or fees; account for; and prudently manage 

same. 

ACTIVITY 

Disposal of donations and/or fees received, in one million dollar, $1,000,000, units, less actual, 
prudent, foundation expenses, to the "Deficit Reduction Fund", created by the President of the 
United States, through executive order 12S58 of August 4, 1993, and to disseminate timely na- 
tional economic stimulus grants of one million dollar, $1,000,000, units to individual applicants. 

Dear fellow American, 

1 feel sure, that you have been made aware of the existing and estimated future condition of our 
national debt and our economy, by the newspapers, TV, etc. 

This deplorable situation motivated me, hopefully, with the support of my fellow Americans, to 
found the above described foundation for the purpose of making a positive change, regardless of 
how small, in our individual condition. 

The successful effects of this program are dependent upon the financial assistance from those of 
you, who desire to be a part of this reformation. 

PLEASE HELP YQUR COUNTRY . - HELP YOURSELF ! 

Please make your grant application donation and/or fee payable to " ZERO DEBT *. Please place 
your grant application and donation and/or fee, $20.00, in the envelope enclosed. Please do not 
send^sh! 

Upon receipt of your grant application and donation and/or fee, a letter of receipt, containing an 
identifying application numbW, will be mailed to you. 

All donations and/or fees shall be utilized as described above, and this program shall be con- 
ducted by the undersigned as described above, and in accordance with all applicable law(s). 


Thank you. 



_ Founder 

© W.E. MCLEOD 1995 
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" ZERO DEBT ' National Economic Stimulus Grant Application 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
" ZERO DEBT ' 

"A non-profit foundation" 

Not affiliated with the U.S. Government, or any other government, state, county, or city 

I, hereby, declare, that I am a legal adult, and I apply for a National Economic Stimulus Grant of 
one million dollars, $1,000,000, from the United States of America, Zero National Debt and Na- 
tional Economic Stimulus Foundation, " ZERO DEBT '. 

I understand, that it is necessary that I complete this grant application with an accompanying 
donation and/or fee, $20.00, to constitute a filing; that the grant will be made to one of the 100,000 
applicants comprising each unit; one application number being selected at random from each 
unit of 100,000 applications and donations and/or fees received, as received; that application 
identifying number 100,000 shall end each unit, with the next application and donation and/or 
fee being applied to and beginning the next unit, 100,000; and that I may apply again to any new 
unit. 

I understand, further, that a portion of my donation and/or fee will be utilized to pay on reduc- 
ing our national debt through the payment of one million dollar units to the "Deficit Reduction 
Fund", created by the President of the United States, through executive order 12858 of August 4, 
1993, and prudent, fovmdation related expenses. 

A letter of receipt, containing an identifying application number, will be mailed to me, by the 
foundation, upon the receipt of my application and donation and/or fee; however, a donation 
and/or fee drawn on "Insufficient Funds", releases " ZERO DEBT ” from any and all obligation(s) 
to the applicant. 

$ .00 Date: 


Signature 


Address 


Name: First - Initial - Last 

Please do not write below this line 


$ 00 IDENTIFYING NUMBER 

©W.E.MCtEOOl995 
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■ ZERO DEBT ' National Economic Stimulus Grant Application Receipt 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
” ZERQPEBT ” 

"A non-profit foundation" 

Not affiliated with the U.S. Government, or any other government, state, county, or city 
Dear fellow American, 

Thank you for your fellowship, support, and participation, your grant application and donation 
and/or fee, $20.00, in the propam, " HELP YOUR COUNTRY - HELP YOURSELF ', of the United 
States of America, Zero National Debt and National Economic Stimulus Foundation, " ZERO 
DEBT '. 

] hope that your interest and participation will continue, as subsequent grants are funded and 
granted, and a grant application form, and a, 'TOSTAGE PAID", return envelope is enclosed 
with each grant application receipt. Subsequently, should you find yourself without a grant 
application form, you may call, TOLL FREE, 1-800-ZERO-DEBT-376-3328, and the items /infor- 
mation will arrive immediately. 

Information concerning the disposition of your donation and/or fee is as follows: 

(name of bank and location) 

50% "Zero Debt" General Account and the "Deficit Reduction Fund" Trust Account 
50% National Economic Stimulus Grant Trust Account. 

The active disposition of the accoimts will be made on the next bank working day after the 
individual unit total reaches two million dollars, $2,000,000 or 100,000 applicants with $20.00 
Hling donations and/or fees; the one million dollar, $1,000,000, Natioital Economic Stimulus Grant 
procedure will begin; the recipient of the National Economic Stimulus Grant will be notified via 
Western Union at the mailing address contained in the grant application; the balance in the " ZERO 
DEBT " General Account will be transferred to the "Deficit Reduction Fund" Trust Account; and 
the interest from the two trust accounts will be transferred to the " ZERO DEBT " General Account 
to meet prudent foundation expenses prior to the arrival of sufficient grant applications with 
donations and/or fees for the subsequent unit. 

The remimeration to the founder will be a fee of one-lenth-of-one percent, 0.1%, decimal 0.001, or 
one thousand dollars, $1,000, from each one million dollars, $1,000,000, received, plus prudent 
personal, foundation related expenses, supported by valid receipts. 

I trust, that the foregoing information is sufficient to satisfy your interest in the disposition of 
your donation and/or fee; your continued interest is appreciated; and your identifying applica- 
tion number appears below. 

Date: $ .00 Number: / , 



Founder 

C)W.E.MCl£ODl9t5 
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" ZERO DEBT ” National Economic Stimulus Grant Application 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 

■' ZERQDEBr - 

"A non-profit foundation" 

Not affiliated with the U.S. Government, or any other government, state, county, or city 

I, hereby, declare, that I am a legal adult, and I apply for a National Economic Stimulus Grant of 
one million dollars, $1,000,000, from the United States of America, Zero National Debt and Na- 
tional Economic Stimulus Foundahon, " ZERO DEBT ’. 

I understand, that it is necessary that I complete this grant application with an accompanying 
donation and/or fee, $20.00, to constitute a filing; that the grant will be made to one of the 100,000 
applicants comprising each unit; one application number being selected at random from each 
unit of 100,000 applications and donations and/or fees received, as received; that application 
identifying number 100,000 shall end each unit, with the next application and donation and/or 
fee being applied to and beginning the next unit, 100,000; and that I may apply again to any new 
unit. 

I understand, further, that a portion of my donation and/or fee will be utilized to pay on reduc- 
ing our national debt through the payment of one million dollar units to the "Deficit Reduction 
Fund", created by the President of the United States, through executive order 12858 of August 4, 
1993, and prudent, foundation related expenses. 

A letter of receipt, containing an identifying application number, will be mailed to me, by the 
foundation, upon the receipt of my application and donation and/or fee; however, a donation 
and/or fee drawn on "Insufficient Funds", releases " ZERO DEBT " from any and all obligation(s) 
to the applicant. 

$ .00 Date: 


Signature 


Address 


Name: First - Initial - Last 

Please do not write below this line 


$ .00 IDENTIFYING NUMBER 

© W.E. MCLEOO 1995 
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Western Union Mailgram 


Congratulations, 

Your faith, support, and participation in the program, "Help Your Country - Help Your- 
self, of the Uiuted States of America, Zero National Etebt and National Economic 
Stimulus Foundation, " Zero Debt ”, has resulted in your being selected to receive the 

National Economic Stimulus Grant Unit " ", of one million dollars, $1,000,000. Please 

telephone, toll free, 1-800-GRANTXR, 472-6897 to discuss the arrangements for transfer- 
ring this grant to you. Looking forward to hearing from you soon. 

Sincerely, 


W.E. McLeod 
Founder 


©W.E. MCLEOD 1994 
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WESTERN UNION FSI 


^ 

RENO, NEVADA 89502-2375 

WESTERN ^ 

UNION MAILGRAM ^ 

L 

014128001744 08/06/93 

OKAC 



W E MCLEOD 

VETS HOME OF CALIFORNIA C2Z0B PO BOX 120 

YOUNTVILLE CA 94599 ^ 


THIS IS A CONFIRMATION COPY OF THE 


FOLLOWING MESSAGE : 


7079440462 TOBN YOUNTVILLE CA 38 08-06 0555A EST 
9321809992702673-1 

PRESIDENT BILL CLINTON 
V/HITE HOUSE DC 20500 

DEAR MR PRESIDENT 

RESPECTFULLY REQUEST "A CERTIFIED TRUE COPY* OF EXECUTIVE ORDER 
CREATING "DEFICIT REDUCTION TRUST FUND". MY HUMBLE OPINION: HISTORY 
HILL EQUATE THIS/YOUR USE OF EXECUTIVE POWER ON THE VERY HIGHEST 
ORDER . THANK YOU VERY MUCH. 






RESPECTFULLY, 




W E MCLEOD 
(707) 944-0462 

VETS HOME OF CALIFORNIA C220B PO BOX 1200 
YOUNTVILLE CA 94599 

14959 


& 


12 109 EST 
MGMCOMP 




<£ 

C 

C 


f 
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THE WHITE HOUSE 
WASHINGTON 


Jctober 26, 1993 


W. E. McLeod 

Post Office Box 1200 

Yountville, California 94599-1297 

Dear Friend: 

Thank you for your letter regarding the economic package I 
signea into law on August 10, 1993. 

The passage of this plan will help us put America back in 
control of its economic destiny, create 8 million new jobs, and 
improve our standard of living. To accoirplish these goals, my plan 
will cut the deficit by over $500 billion over five years. Half 
of this reduction will come from the largest decrease in deficit 
spending in the history of our nation, cutting over $250 billion 
through more tham 200 specific budget cuts. 

The other nearly $250 billion in deficit reduction will come 
from restoring fairness to the tax code, by asking those who have 
the most to contribute the most to reducing the deficit. For every 
$10 of deficit reduction, more than $5 will come from spending cuts, 
almost $4 will be paid by the wealthiest Americans -- those madcing 
more than $100,000 per year -- amd only $1 will be paid by the 
middle class. The working poor -- those earning less than $27,000 
per year -- will be protected by a taix break. Moreover, to lock in 
these savings, every penny of spending cuts and tax increases will 
be put in a Deficit Reduction Trust Fund. 

Since I proposed my plan, home mortgage interest rates have 
fallen to Lheii lowest level in more than 20 years, and over 
1 million new jobs have been created. The low Interest rates that 
this plan can help us maintain and the plem ' s tax incentives for 
small businesses will help us to continue this economic growth and 
job creation. 

America has chosen change over gridlock, 
on your future support. 

Sincerely, 


I hope I can count 
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1 D-f 5 items CD's WASHINGTON ALERT 10/28/93 

PRESIDENT OF THE UNITED STATES 

Executive Order 12858 o-f August 4, 1993 — By the President of the 
United States of America: Deficit Reduction Fund 
(FEDREGISTER 58 FR 42185 08/06/93; 93 lines.) 

♦Presidential Documents* 

Item Key: 19245 


Executive Order 12858 of August 4, 1993 
Deficit Reduction Fund 

By the authority vested in me as President of the United States by the 
Constitution and the laws of the United States of America, including 
sections 1104 and 1105 Of title 31, United States Code, it is hereby 
ordered as follows; 

Section 1. Purpose. It is essential to guarantee that the net deficit 
-More- (Q = Quit, G = Go , Space Bar * Next Line, Return = Next Screen) 
reduction achieved by the Omnibus Budget Reconciliation Act of 1993 is 
dedicated exclusively to reducing the deficit. 

Sec. 2. Deficit Reduction Fund. 

(a). Establishment of the Fund. There is established a separate 
account in the Treasury, known as the Deficit Reduction Fund, which 
shall receive the net deficit reduction achieved by the Omnibus Budget 
Reconciliation Act of 1993 as called for in subsection (b) of this 
order . 

(b> Amounts in Fund- Beginning upon enactment of the Omnibus Budget 
Reconciliation Act of 1993, the Deficit Reduction Fund shall receive 
any increases in total revenues resulting from enactment of such Act 
on a daily basis. In addition, on a daily basis, the Secretary of the 
Treasury shall enter into such account an amount equivalent to the net 
deficit reduction achieved as a result of all spending reductions 
resulting from such Act. The cumulative fiscal year amounts for the 
combination of all such revenue increases and spending reductions 
shal 1 be equal to; 


( 1 ) for fiscal 

year 

1994, 


60,292,000,000; 

-More- <Q = Qui 
(2) for fiscal 

t, G 
year 

= Go , 
1995, 

Space Bar = Next Line, Return = Next Screen) 
♦ 70,437,000,000; 

<3) for fiscal 

year 

1996, 


92,061,000,000; 

(4) for fiscal 

year 

1997, 

$ 

125,881,000,000; 

(5) for fiscal 

year 

1998, 


146,939,000,000. 

Within 30 days 

of enactment 

of the Omnibus Budget Reconci 1 i ati on Act 


of 1993, the foregoing amounts may be adjusted by the Director of the 
Office of Management and Budget to reflect the final scaring of such 
Act. 

(c) Status of Amounts in Fund, (i) The amounts in the Deficit 
Reduction Fund shall be used exclusively to redeem maturing debt 
obligations of the Treasury of the United States held by foreign 
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ill) The amounts in the iJ«^Ticit Reduction Fund as set torch in 
subsection (b) that result from increases in total revenues and 
spending reductions shall not be available for new spending or to 
finance measures that increase the deficit for purposes of budget 
enforcement procedures under the Bal anced Budget and Emergency Deficit 
-More- (Q = Quit, 6 = Bo, Space Bar * Next Line, Return = Next Screen) 
Control Act of 1985 <2 U.S.C. 901-922). 

(d) Effect on Other FunBs. Establishment of and transfers to the 
Deficit Reduction Fund shall not affect trust fund transfers that may 
be authorized or required by provisions of the Omnibus Reconciliation 
Act of 1993 or any other provision of law. 

Sec. 3. Requirement for the President To Report Annually on the Status 
of the Fund. The Director of the Office of Management and Budget shal 1 
include in the President's Budget transmitted under section 1105 of 
title 31, United States Code, information about the Deficit Reduction 
Fund, including a separate statement of amounts in and Federal debt 
redeemed by that Fund, 

Sec. 4. Implementation. The Secretary of the Treasury and the Director 
of the Office of Management and Budget shall each take such actions as 
may be necessary, within their respective authorities, promptly to 
carry out this order. 

Sec. 5. Effective Date. This order shall take effect upon enactment of 
the Omnibus Budget Reconciliation Act of 1993. 

WILLIAM J. CLINTON 
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THE WHITE HOUSE, 

August 4, 1993. 

editorial note: For the Presi dent ' s remarks on signing this Executive 
order, see issue 31 of the Weekixy Compilation of Presidential 
Documents. 

CFR Doc. 93-19101 

Filed 8-5-93; 10:30 ami 

Billing code 3195-01-P 

Press return to display next item or enter GO, BACK, HELP or STOP 



1044 


STATEMENT OF VHA INC. 

TO THE COMMITTEE ON WAYS AND MEANS 
OF THE UNITED STATES HOUSE OF REPRESENTATIVES 
ON REPLACING THE FEDERAL INCOME TAX 


Submitted by Mr. Daniel P. Bourque 
Senior Vice President 
VHA Inc. 

220 East Las Colinas Blvd. 
Irving, TX 75039-5500 


VHA Inc. (formerly, Voluntary Hospitals of America, Inc.) appreciates the 
opportunity to submit this testimony on proposals to replace the current Federal income and 
estate taxes. Structural tax reform is of great interest to not-for-profit organizations nationwide, 
and a serious matter for charitable hospitals throughout the United States. 

VHA is the largest alliance of not-for-profit hospitals in the United States. It is 
comprised of more than 1,200 health care organizations. The purpose of VHA is to offer health 
care organizations information, products, and services to improve conununity health, clinical 
quality, and operational efHciency. 

VHA’s mission is directly related to the viability of the charitable not-for-profit 
community hospital in the face of increasingly competitive economic pressures. Indeed, the need 
to develop economic strategies to preserve the not-for-profit hospital's charitable mission, and at 
the same time ensure its Bnancial survival, is the principal policy goal which underlies VHA 
programs and activities. 

Role of the Not-for-Profit Sector 

Historically, the not-for-profit sector has filled an important role in American 
society. First, it has served to lessen the burdens of Federal and State government. It has done so 
by taking on tasks which might otherwise fall to governmental agencies, but which are handled 
more efficiently and humanely by publicly supported charities. Such tasks have included 
providing food and shelter for the poor, and urgent and routine medical cate for the indigent. 
Second, it has provided goods and services deemed to be inherently beneficial to the public— e.g.. 
education, care for the elderly, and community-focused health care. Traditionally, the not-for- 
profit sector has used volunteers and funds provided by charitable contributions to subsidize the 
cost of such goods and services so that they may be dis^buted more widely. 

Today, the noc-f(X-profit sectev has an even larger role. Nearly one million 
charitable, educational, religious, health and social welfare organizations nurture and sustain the 
values that frame American life. They promote altruism in a society that rewards individual 
achievement; and pluralism in a society soniMimes threatened with tfivisiveness. In so doing, 
they teach, mediate, inspire and heal. 

Struggling to ctmtain and ultimately eliminaie deficit spending, the U.S. Congress 
is conskfeiing substantial cutbacks in the Federal government's funding of education, various 
social welfare and insurance programs (including Medicare and Medicaid), and the aits. 
Budgetary cuts in these areas would put even greater pressure on not-for-profit organizatioos to 
provide these important services and p ro grams . 

Special Role of Not-for-Profit Health Care 

Not-for-profit boqntals continue a centuries-old traditkm of healing and 
comforting those who suffer - the sick and dying, victims of ac c id en ts and crime. Through 
them, the burdens of meeting the heahb care needs of commumties and the special populations 
within them are shared with govemmenL Histo r ically, they have shouldered with the Federal. 
State and local governments the responsibility for meeting a brood range of health care needs of 
the communities in which they are located. Indeed, throughout American histocy. most general 
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hospital care, institutional outpatient services, and formal home care have been provided by not- 
for-profit, non-governmental organizations. Moreover, many of the critical improvements in 
medical care have been developed at not-for-profit institutions. 

Not-for-profit hospitals, which comprise approximately 60% of all community 
hospitals in the United States, have consistently provided a different and broader range of 
services than their for-profit counterparts. Not-for-profit hospitals provide more medical 
research, educatimi, community health care services, and specialty services than their proprietary 
counterparts. They are also committed to providing essential — if sometimes unprofitable - 
services such as 24-hour emergency rooms, neonatal intensive care, bum units and care for AIDS 
patients. Not-for-profit hospitals are social charities as well as providers of medical services. 
Volunteers provide a wide range of practical help from transportation to hospital visits. 

Not-for-profit hospitals today have grown into sophisticated health care provider 
organizations, but their charitable role is no less important. Moreover, Congress' decision not to 
enact health reform legislation mandating universal coverage suggests that voluntary hospitals 
may be required to assume even greater burdens now and in future years. Impending Medicaid 
and Medicare budget cuts will pose additional challenges for community-based health care 
providers. As in the past, not-for-profit charitable ho^itals will be called upon to meet 
conununity health needs that government is unable or unwilling to fulfill. 

Importance of Tax Benefits for Not-for-Pi yf^f Qrgyij 7 ^ti 9 qs 

The exemption from income tax of charitable and other not-for-profit 
organizations is long-standing.' The exemption from income tax permits not-for-profit 
organizations to set aside or retain earnings for future capital improvements. It also provides a 
uniform foundation for many state tax exemptions. 

A second key [»ovisioD is the deduction for charitable contributions. Congress 
has long sought to encourage charitable donations through the tax system. The deduction for 
charitable giving has existed almost as long as the income tax itself. Charitable giving goes hand 
in hand with volunteering as the primary means by which many not-for-profit organizations are 
able to cany out their mission. In the health care context, individual and corporate contributions 
are essential funding sources for medical research and educadon. 

A third tax provision that directly beoedts charitable organizations is the 
exclusion for tax-exempt bond interest. Charitable organizatioas with significant capital needs, 
such as hospitals and universities, rely on tax-exempt financing to lower their cost of capital. 
Since not-for-profit hospitals cannot by law issue stock to raise money through the equity 
markets, debt and retained earnings are their only sources of capital for much needed expansions, 
renovations and consolidations. 

Income Tax ResOucOifing 

VHA strongly supports the Congress' efforts to make Che federal tax system 
simpler and more efficient It a^ applauds Chairman Archer for pursuing reforms that would 
encourage savings and investment improve the international compeciciveoess of U.S. business 
and increase tax revenues fiom the underground ecaoomy and non-compliant taxpayers. In 
addition, VHA appreciates the Chairman's decision to defer offering a specific consumption tax 
proposal until he has had an opportunity to fully examine the various alternatives. 

However, the movement to compleCely replace the federal tax system poses a 
number of problems for not-for-profit organizatioas. It is our hope that these pr^lems will be 


' ftiortod»aMCOi>eatofihcfirit co qwwi e iMco«ctiK.itetaK“ciciBpiioii"ofiioii-profiticxiitBdprinugily 

by ftatutofy ooiintaa. Curtnim and eacise caaei applied only to specified htisiweat eotitiet and activiiiea. When the 
income tax of IMM iinpoaed a (lac two perceac me on all c ofporaae inoome, Coapea provided eunsicioa for not- 
for-profic chariiaMe, icUgioiu and educational organixadoos, as well as certain oot-for-prafit mutual organizationi. 
Coo^nrable neaauiea were anbaequeiiily enacted after the Six t e enth A mea d m eot was ratified, firaily estabUshing the 
pfincipk of tax exeoybon of noc-fo-pr^ organixations. 
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faced squarely and resolved creatively so that the unique role of not-for-profit organizations will 
not be compromised or their influence eroded. 

Issues Posed for Not-for-Profit Organizations by Structural Tax Reform 

Structural tax reform could adversely affect many not-for-profit organizations. 
Issues that particularly concern VHA as an alliance of not-for-profit health care organizations 
include the following: 


Whether the New Taxes Will Apply to Not-for-Profit Organizations 

Most, but not all, of the proposed consumption taxes apparently would 
apply to not-for-profit organizations that provide goods and services. 
Exemption from such taxes may be tied to a particular service or product, 
rather than the type of entity that supplies it. Mtveover, it is unclear 
whether the "Business Tax" portion of the proposed "Rat Tax" would 
apply to tax the incon^ that not-for-profit organizations derive from 
activities related to their exempt purpose.^ VHA believes that Section 
501(c)(3) orgaoizatloiis should be exempted from any such new taxes, 
except with respect to unrelated business Income (or valued-added) 
that would be subject to tax under current law. 

Whether Exemption from a Consumption Tax May Result in Partial 
Taxation 


Exemption from income tax completely eliminates tax on not-for-profit 
organizations. ExemiHion from a consumption tax only exempts the value 
added by the not-for-profit organization from tax, not the tax on the goods 
and services it purchases from other businesses. Under Canada's goods 
and services tax ("GST"), charitable not-for-proEt organizations are 
exempt with regard to most of their services, but also are allowed a 50 
percent input credit.^ VHA strongly suggests that the Committee 
consider a mechanism to enable a not-for-profit organization to 
receive a credit for tax previoudy paid inputs, as well as an 
exemption for its own valued added. 

Whether Essential Tax Incentives Will be Eliminated or Diluted 

Not-for-profit organizations depend not only on exemption from income 
tax, but also on current law incentives for charitable deductions and tax- 
exempt bond fmancing. Many of the reform proposals, by eliminating or 
diluting the exclusion for tax-exempt bond interest, would sharply increase 
not-for-profit hospitals' "cost of capital" at a time when they singly cannot 
afford it. Such proposals would also eliminate or restrict the tax incentives 
for individual and corporate donations that fiiod medical research and 
community health initiatives. VHA would like to work with Chairman 
Archer and his staff to maintain ai^ropriate incentives for meeting 
not-for-pn^ hospitals' capital needs and charitable giving objectives. 

Whether a Consumption Tax Will be Imposed on Value Added When 
Goods or Services are Provided at Low or No Cost 

Although it may seem absurd to even suggest that hospitals' "charity care" 
or university scholarships could be subject to a consumption tax, the staff 
of the Joint Committee on Taxation has noted that under some 
consumption tax theories, tax would be in^)osed on all value added by a 


Sts Staff of the Joint Committee on Taxation. Description and Analysis of IVoposals to Replace the Federal 
Income Tax (JCS-18-9S: June 5, 1995). p. 36. 


LI. atp. 102, fn. 173. 



1047 


not-for profit organization or governmental entity, including any foregone 
profit or subsidy element in goods or services offered at no charge or at 
"below-market" prices/ VHA strongly urges the Committee to reject 
any approach that would impose tax on charity or subsidized care. 

Any Erosion in the Federal Tax Exemption for Charitable Health Care 
Organizations Mav Trigger Increased State Taxes 

Many State tax exemptions derive at least in part from exemption from 
federal income tax under Section SO 1(c)(3). Even hospitals that operate on 
extremely narrow margins or at a loss for income tax purposes would have 
substantial property tax liability if exemption standards were altered. In 
addition, repeal of Section 501(c)(3) could trigger adverse income and 
sales tax consequences in many States. VHA urges the Committee to 
retain Section 501(c)(3) even if it changes the basic framework of the 
tax code. 


Summary 


The not-for-profit sector contributes significantly to the public good by lessening 
the burdens of government. It provides many essential services efficiently and compassionately. 
It promotes and nurtures American values of altruism, volunteerism, and pluralism. In view of 
anticipated cuts in Medicaid and Medicare, not-for-profit hospitals and health care organizations 
will be challenged to do more than ever before to maintain access to quality care for all 
Americans. 


Although VHA strongly supports Chairman Archer's structural tax reform 
initiatives, it has several concerns regarding the possible impact of any new tax system on not- 
for-profit organizations. These include concerns regarding (i) the scope and applicability of a 
consumption or flat tax, (ii) the difficulty of fashioning revenue-neutral exemptions, (iii) the 
possible elimination of essential tax incentives, such as the exclusion for tax-exempt tinancing or 
the deduction for charitable contributions, and (iv) the theoretical imposition of a consumption 
tax on the value of goods and services provided for free or on a subsidized basis. 

VHA looks forward to the opportunity to work with Chairman Archer, the 
Members of the Committee, and their respective staffs to address these concerns in a creative and 
appropriate manner. 


U.atpp. LQ 2 -L 06 . 
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Jeff Wimer 
P.O. Box 502 
Fort Klamath, OR 97626 
June 5, 1995 


Longwirth Building 

CO Ways and Means Committee 

Washington, DC 

RE: taxes 

Dear ladies, gentlemen, honorable, dishonorable (that ought 
to cover all the bases) : 

Something to strive for: lOZ of tax revenues saved over 
9 years, accumulated Interest over 9 years, expenditures 
flat or preferably declining over 9 years, equals no taxes 
every 10 years and a declining national debt. 

Please make this a way of life and a part of the record. 

Sincerely, 

k 

Jeff Wimer 
Enclosed: 6 copies 
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Wren ^ 
Services 

SIJTTE W2Si 

117 W. HAMUSON BLDG. 
CHICAGO* IL 6MB5 
(7M) 499>22M 


Thank you for the opportunity to exprann my views to the 
House Ways and Means Cocnmittee. The reason I am here is to indict 
the Congress for violations of the basic law of the land, the 
U.S. Constitution, and to straighten out the mess you have made 
as a result of your violating the law. The purpose of the hearing 
is stated as being a "review of problems with the current Federal 
income, estate, and gift taxes, and examine various alternative 
tax systems, including consumption taxes, a flat tax, and the 
Unlimited Savings Account tax proposal". 

We. the People, the real government of the United States, a 
government of the people, by the people, and for the people, have 
delineated in the Constitution, article one. section 8, those few 
tasks that we as states united wish the Congress to do on our 
behalf. The Congress has proceeded to do many things that it as 
no power to do, and those things that we have told it to do. it 
does not do. In the area of taxes, we have empowered the Congress 
to lay and collect taxes. The purpose is to pay the debts of the 
country. We have empowered the Congress to borrow money for that 
purpose. We have empowered the Congress to coin money, regulate 
the value thereof, and of foreign coin, and fix the standard of 
weights and measures. We as sovereign individuals have decreed 
that the States may not use any Thing but gold and silver coin as 
a tender in payment of debts, article one. section ten. 

So the purpose of taxing is to pay the bills. To pay the 
bills, we need money. Money is gold and silver coin. In a famous 
desegregation case, the Supreme Court said that it would be 
unthinkable that the Constitution would impose a lesser 
obligation upon the Federal government than it imposes on the 
states. That was in regard to segregation in the Federal enclave. 
Washington. D.C. If the states cannot make any thing but gold and 
silver coin a tender in payment of debts, then the federal 
government cannot make any thing but gold and silver coin a 
tender in payment of debts. Payment requires specie. No specie, 
no payment . 

Borrowing likewise requires specie. If We. the People, gave 
the Congress the power to l^rrow money and coin money, then what 
should that coined money be? It has to be gold and silver coin, 
because the states need gold and silver coin for the purpose of 
carrying on business, charging court fees and fines, levying 
taxes, and for the settlement of financial obligations. It 
follows, therefore, that the Congress of the United States must 
coin such gold and silver money. If the only thing that can be 
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coin«d 1» gold and si Ivor monoy, than it follows that tha only 
thing that can ha borrowed is coined gold and silver laonay. 
Nothing else in this country is money* Tha Congress has not been 
empowered to print money, and it has not been empowered to 
monetized the debt. Since the Congress has not coined any money 
since the 60 's. it tollcmm that it has not borrowed any money 
since the 60 *s. There is no 4 trillion dollar debt« that is a 
figment of s<mieone*s imagination. 

What the Congress has done is issue debt, bonds, bills, and 
notes when no money was borrowed. This monetizing of the debt is 
clearly beyond the powers of the Congress, it is illegal, 
immoral, and fraudulent. The Congress has no hidden power to tax 
tsy way of inflating the so-called money supply. Inflation is 
against the law here in the States United. 

When talking about the debt, about taxes, and about the 
budget, the term "dollar** is used* Many people believe that the 
pieces of green paper we use as money are "Dollar Bills". But a 
careful research of the terms, "Dollar" and the term "Bill", will 
bring us the te amazing conclusion tat our currency is neither a 
dollar nor a bill, and in fact is not even money. 

The truth is, the paper we use as money clearly states on 
its face that it is a "Federal Reserve Note". Now. the term 
"Note", amans something different from the term "bill". A bill is 
short term debt, i.e., 30 an 90 day T-bills. Notes, however, 
intermediate-term debt, i.e., five and ten year Treasury Notes. 
Therefore, our currency declares itself to be intermediate-term 
debt. 


If, then, we are holding notes, whose debt are we holding, 
and what was bo3rrowed7 Since the Federal Reserve iis merely thhe 
fiiscal agent for the Treasury, and since the note iis signed by 
both the Secretary of tl» trewiry and the Treasurer of the 
United States, it appears as though the Coi^ess has perhaps 
borrowed some money. 
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Thla than brings us to the definition of a dollar. Legally, 
the dollar is a silver coin, 371 1/4 grains of silver, 9/lOtha 
(.90) fine, as defined by the Coinage Act of 1792. The Coinage 
Act arises from article one, section eight, clause five of the 
Constitution, wherein We, the People, the real government of the 
United States, empower the Congress to "coin money, regulate the 
value thereof, and of foreign coin, and fix the standard of 
weights and measures". The Congress has also been given the power 
(under clause two) to borrow money: and article one, section 10. 
declares that money is gold and silver coin. So the Congress has 
the power to coin gold and silver money, borrow such money, and 
pay the debts of the country with such money. 

Clause 5 empowers the Congress to fix the standard of 
weights and measures, and so the Congress has established the 
standard of linear measurements, the inch, the foot, and the 
yard: and the standards for dry and liquid measures. Under this 
same power, it likewise fixed, it established for all time 
(that's what the word "fix" means), what our standard of value 
would be. Standard of value means 'what is the thing by which we 
will measure the value of goods and services, what will be the 
coonon denominator that we will use for the buying and selling of 
goods and services? What will be the pricing mechanism, the 
medium of exchange that we would use, instead of barter, for 
comnerce?' 

The Congress declared our fixed standard of value to be a 
certain weight and fineness of silver coin, called that silver 
standard the dollar, and put us on the silver standard. Since a 
standard cannot be changed (if it were changeable, it would not 
be "fixed": "fixed" Mans unchanging), we are thus still on the 
silver standard today. For those who wish to go back to a gold 
standard, they must realise that in order to go off the silver 
standard or adopt som other standard, the Constitution would 
have to have been amended, and clause five of article one. 
section eight would have to have been deleted or changed. Since 
that has not happened, a ease can be made that we have never 
really legally been on a gold standard. 

Under the Coinage Act of 1792. Congress allowed for the 
coining of gold coins along with silver coins, but the gold coins 
were called "Eagles", and were of the "value of so-many dollars". 
For example, there «ras a twenty dol lar gold eagle . that 
particular gold coin was of the value of twenty silver dollars, 
based on the ratio of gold to silver as established by law. The 
standard, however, was always, and still is, silver. 

Zf you argue that a piece of paper, which says that it is a 
note, is a dollar, while in fact, that piece of paper says that 
it is a note (debt), then how can the Congress borrow debt? The 
Congress is only empowered to borrow money, and article one, 
section 10, says that “Ho State shall ... .make any Thing but gold 
and silver Coin a Tender in Payment of Debts." Zf the states 
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cannot uaa anything but gold and alivar coinad monay for tha 
paymant of dabta* l.a« , court coata. finaa. atata and local 
taxaa, tha eattllng of financial obllgatlona, than tha Padaral 
govarnmant la llmltad In llKa mannar. Tha Fadaral govariaaant. tha 
Uni tad Stataa* la maraly tha atataa uni tad for tha faw llmltad 
taaka found In artlcla ona^ aactlon alght, that Wa. tha Paopla 
gava to tha Congraaa to par fora on our bahalf. In addition* tha 
Suprama Court haa atatad that it would ba unthlnkabla that tha 
Constitution would Impoaa a laaaar obligation upon tha Fadaral 
govarnmant than It Impoaas on tha Stataa. ao If tha atataa ara 
prohibltad from using any Thing but gold and allvar coinad monay. 
than that prohibition llkawiaa axtanda to tha Fadaral govarnmant 
as wall. 

If tha Congraaa is ampowarad to fix tha standard of walghta 
and maasuraa* it cannot changa or davalua tha standard of valua. 
Would wa not think it ludicrous if soma Congraaaman wara to 
propoaa a law to davalua tha Inch for tha purpoaa of giving 
avaryona in tha country a biggar housa? Llkawiaa, it is just aa 
ludicrous to suggast that tha dollar (tha allvar coin, ramambar?) 
can ba davaluad. That would ba illagal. Congraaa haa baan 
ampowarad to “fix” tha standard of valua. It did Just that* and 
tha standard It adoptad la tha allvar coin. If tha Congraaa has 
not coinad any dollars in ovar thirty yaara, than tha Congraaa 
has not borrowad any dollars in ovar thirty years. Thara la 
tharafora, no 4 trillion dollar dabt, and tha paper that you hold 
in your hand Is bogus, it la Illegal. Congraaa la issuing notes, 
bonds, and bllla. without borrowing monay. It is monetising tha 
dabt. an act that la clearly beyond its power. Continuing thia 
activity will lead to further depreciation of tha ’’fiat 
currency”, tha Fadaral Hasarva Note. arronaously called a 
dol lar . 

Tha only solution to tha attendant problama caused by 

monetizing tha dabt Ci.a.. usurious interest rates, a falling 
currency, rising prices) is a return to law, to tha coining of 
gold and silver coin. This does not mean that wa cannot have 
paper currency, but any paper currency circulating must ba 
radaamabla on demand for tha borrowad monay. History has shown 
that a failure to address this problem always results in a 

eventual total repudiation of tha fiat paper “monay” and an 

economic crash. 

Such a disaster can ba avoided by tha restoration of sound 
monay. Tha existing illegal dabt must ba legitimized. This can ba 
dona by Immadiataly putting Congress on a cash basis and by 
restructuring our tax system to collect taxes in advance of tha 
fiscal year in which they will ba spent. This will eliminate 
borrowing and tha need for a Balanced Budget kmandmant by 

requiring that spending ba limited to the amount raised. With 
borrowing aliminatad, that portion of tha yearly budget that 
services tha interest on tha dabt would soon ba available to 
begin retiring tha principal on tha illagitimata dabt. 
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Thoea problem did not happen overnight* but began decades 
ago. I euggeat that one year of sacrifice would put this problem 
behind us quickly* and the one year of sacrifice would be worth 
it to get ourselves out of debt. I call my proposal "The Year of 
the Double-Tax". 

Under the present system* tax funds are coming in as 
expenditures are going out. The present system of income* 
corporate, and estate taxes would run for one final year while a 
National Sales Tax would run alongside of it. The old tax system 
would be funding the present spending, while the National Sales 
Tax would be collected by the states in advance of the fiscal 
year in which it would be spent. At the beginning of the 
following fiscal year* the states would turn these funds over to 
the Congress with the admonition* "Here is what you can spend, 
don't spend a penny more* don't' go into debt* and don't borrow". 
That would be the last year for the income tax and the current 
system would be trashed. A Washington think tank has suggested 
that a National Sales Tax in the amount of 20% would raise an 
amount in line with current expenditures. There would be no need 
for a Balance Budget Amendment to the Constitution* as the 
Congress would be limited in its spending to that amount raised 
by the previous year's tax levy. 

Now. once the borrowing was ended, many good things would 
happen. First off, the Treasury would no longer be coming to the 
credit markets every three months to suck 30 to 40 billion out of 
that market. Interest rates would therefore be very favorable for 
business* and the cost of goods and services would reflect that. 
A great boom would result with the elimination of high interest 
rates* and with the elimination of the income tax. Once people 
realized they could work as hard as they wanted* and not be 
penalized* industry would boom. Once the world saw that we had 
finally put our fiscal house in order* our currency would soar 
vis-a-vis the other currencies of the world* and investment funds 
would pour into this country. The Congress would go back to 
coining gold and silver coins* and the dollar would once again 
become the premier money of the world. The monetized debt 
currency would be gradually changed from a fiat currency to one 
that was once again convertible and redeemable in real money. The 
restoration of precious metal coinage would create a boom in our 
mining industry* and the need for new mining equipoMnt would be a 
boost to our manufacturing sector. Both of these areas are 
creators of real wealth. 

Now, if you do not go back to obeying the law* if you do not 
implement this or some similar plan, one day you will wake up and 
find out that this country has become nothing more than a banana 
republic* and a shock wave will roll through the economy that 
will close the stock* credit* and currency markets. An economic 
Pearl Harbor looms before us because of your ignorance and 
violation of the law. I demand that you cease and desist in your 
unlawful behavior before it is too late. Thank you. 
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